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Abstract

The article contributes to an ongoing debate in comparative political economy on
the integration of the demand and supply sides in growth model (GM) analysis. In
particular, the article focuses on the characteristics of export-led GMs in emerging
economies and addresses questions of GM change. The article makes two contribu-
tions. First, for capturing differences between countries that adopt export-led
growth, the article introduces the concept of a sectoral locus of growth. Second, the
article links GM change to the interaction of politics and sectoral transformations
that a country accumulated during the preceding GM. The article presents empirical
support for its arguments from the cases of Estonia and Lithuania, which both re-
covered from the Global Financial Crisis by shifting from debt-led to export-led
growth based, however, on different sectoral loci of growth: exports of low-quality
manufacturing and services in Lithuania and exports of dynamic services
in Estonia.
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1. Introduction

The recent integration of demand-oriented analysis of growth models (GMs) from post-
Keynesian economics (PKE) into comparative political economy (CPE) has addressed calls
for reconsideration of how CPE sees macroeconomic and political drivers of economic
growth (Schwartz and Traney, 2019; Stockhammer, 2022), and promised new fruitful ave-
nues for studying contemporary capitalist economies in the post-varieties of capitalism
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(post-VoC) era. This development has been reflected in the fast growth of GM analysis
applications in CPE (Haffert and Mertens, 2021; Hassel and Palier, 2021a; Behringer and
van Treeck, 2022). Yet, given the robust theoretical and empirical foundations of GM
analysis in PKE and the further fast progress here, as well as the limitations of the first
attempts to ‘rethink’ these foundations in CPE (Amable, 2022; Hein et al., 2020; Kohler
and Stockhammer, 2022), the contribution of GM analysis to the CPE research programme
has still to be better systematized and further developed, and important divides between
CPE and PKE resolved.

Demand-oriented analysis of GMs within PKE has evolved as a result of attempts to dis-
tinguish between the different ways countries have responded to the depressing effects of
financialization on wage share and capital investment during recent decades in the devel-
oped world (Stockhammer, 2015; Hein and Martschin, 2021). This literature has pro-
gressed by conceptualizing differences between wage-led and profit-led demand regimes
defined as structural features of the economy (Lavoie and Stockhammer, 2013), and devel-
oping taxonomies of demand and growth regimes defined as combinations of growth strate-
gies and demand and growth drivers (further on I will use ‘demand and growth regime’ and
‘growth model’ interchangeably). One of the most elaborated of the taxonomies distin-
guishes between four regimes: export-led mercantilist, weakly export-led, debt-led private
demand boom and domestic demand-led (Hein et al., 2020; Hein and Martschin, 2021).
Furthermore, GM shifts provoked by the Global Financial Crisis (GFC) have been exten-
sively studied (Diinhaupt and Hein, 2019; Hein et al., 2020; Hein and Martschin 2021;
Akcay, et al., 2022) and the causal links of these shifts with changes in growth drivers and
macroeconomic policy regimes established (Hein and Martschin, 2021; Kohler and
Stockhammer, 2022).

The PKE literature views GMs as highly volatile and links this volatility to the co-
evolution of financial cycles, path-dependent effects of demand shocks, power relations, as
well as institutions and macroeconomic policies serving as temporary stabilizers of the in-
herently dynamic economic system (Stockhammer, 2022). Hence, PKE assumes that GMs
can change from one to another depending on changes in countries’ macroeconomic policy
regimes comprised of monetary, fiscal, wage and economic openness policies as well as cor-
responding changes in partner economies (Hein and Martschin, 2021). In this framework,
politics is reduced to government macroeconomic policy preferences, while relevant institu-
tions are perceived as instruments under government control for the realization of these
preferences.

From a CPE perspective, this view of GM change seems to ignore some important sec-
toral, political and institutional factors. First, CPE scholars see PKE’s GM types as too
broad, thus hiding important within-type variations. As the VoC-based literature shows,
the capacity to produce goods and services for exports is deeply rooted in a country’s indus-
trial structures and complex institutional arrangements, and can significantly differ between
countries (Hancké, 2002; Iversen and Soskice, 2013; De Ville and Vermeiren, 2014). While
these differences might be of little relevance to PKE’s analytical purposes for explaining the
effects of financialization, they are highly relevant to development-related inquiries within
CPE, especially those addressing issues such as the failure to adopt export-led growth in
Southern European countries (Stockhammer and Otero, 2023) or transition through the
middle-income trap in emerging economies (Kalanta, 2023). To address this limitation, re-
cent studies in CPE have proposed additional GM types such as high-quality or low-quality
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manufacturing export-led, FDI-financed export-led and construction-led (Hassel and Palier,
2021b; Baccaro and Pontusson, 2022; Mertens et al., 2022), however, these attempts still
demonstrate a significant variation in their theoretical and methodological approaches.

Second, from a CPE perspective, the PKE’s view of the political and institutional under-
pinnings of GMs seems to be too narrow and neglects important political actors and condi-
tions of institutional change. Yet there are also divergent views in CPE where definitions of
the core political agents of GMs range from electorally conditioned party-centred cross-
class alliances defined as ‘social blocs’ (Amable, 2022), to organized business- and large
firm-centred ‘growth coalitions’ (Baccaro and Pontusson, 2022), and to ‘quiet politics’ be-
tween state and business elites (Bohle and Regan, 2021). Views on the political agency
range from seeing GMs as largely contingent outcomes of socio-political dynamics
(Amable, 2022), to those that link political actors to GMs through implicit growth strate-
gies (Hassel and Palier, 2021b) or explicit internalization of the functional requirements of
an existing or preferred GM (Baccaro and Pontusson, 2022). Similarly, views of the institu-
tional foundations of GMs range from highly inertial and deeply historically rooted institu-
tionalized socio-political compromises (Amable and Palombarini, 2008) to path-dependent
complimentary institutional architectures (Hassel and Palier, 2021b), and to political
salience-dependent flexible institutions (Bohle and Regan, 2021; Baccaro and
Pontusson, 2022).

There is still little consensus on how to integrate diverging views on the sectoral, politi-
cal and institutional underpinnings of GM stability and change both between PKE and
CPE, and within CPE. One obstacle for integration comes from recent empirical applica-
tions of GM analysis suggesting that GMs are more flexible in emerging than advanced
economies (Hein et al., 2020; Picot, 2021; Akcay et al., 2022). Over the course of the GFC,
advanced economies mostly experienced changes within the broad types measured on a bi-
nary scale of domestic demand-led versus export-led GMs, that is they were more likely to
change between variants of domestic demand-led or variants of export-led GMs. In con-
trast, emerging economies were more likely to shift between the broad types, that is from a
variant of domestic demand-led growth to a variant of export-led growth or vice-versa.

From this divide it appears that, while the existing integrations of GM analysis in CPE
can well explain the relative stability of GMs in advanced economies (which, of course,
does not imply stability from the PKE perspective), their capability of explaining GM
changes in emerging economies and fully accounting for their inherent instability and vul-
nerability is still limited. On the other hand, the CPE contributions to GM analysis also
clearly demonstrate that there exist limits to GM flexibility unaccounted for by PKE.

This article contributes in two ways to integrating GM analysis into CPE. First, for cap-
turing within-type differences, the article introduces the concept of a sectoral locus of
growth defined as industrial and institutional capacities to utilize certain sources of aggre-
gate demand. Second, the article proposes an explanation of GM change in dependent mar-
ket economies (DMEs), a subtype of emerging economies (Nolke and Vliegenthart, 2009;
Schedelik et al., 2021). The explanation links a GM change to the interplay between politi-
cal dynamics and historically shaped sectoral structures.

To achieve its aim, the article synthesizes a framework composed of the following com-
ponents. First, the article builds its analysis on the PKE taxonomy of GMs proposed in
Hein et al. (2020), but complemented with sectoral loci of growth. Second, the article views
GMs in emerging economies as flexible but also as having certain limits to this flexibility.
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It derives GM flexibility from the political and sectoral dynamics inherent to emerging econ-
omies in a variety of forms such as higher political volatility and lower levels of interest
group institutionalization as well as more active developments in the productive capacities
as these economies follow simultaneous paths of industrialization and deindustrialization
(Whittaker et al., 2020). Yet the limits to GM flexibility are associated with historically
shaped sectoral structures, which play a role in determining available growth strategy
choices and the composition of the social bloc.

The framework is illustrated with the empirical cases of Estonia and Lithuania, two
highly internationalized DMEs, which both recovered from the GFC by shifting their GMs
from debt-led to export-led. This shift, however, hid important details. Although both
countries to a large extent experienced similar trajectories through large capital inflows-
based debt-led private demand booms and consequent busts, produced similar internal
devaluation-based policy responses, and consequently started to rely increasingly on foreign
demand, the ways they made use of this demand diverged. While Estonia adopted a dy-
namic services-driven weakly export-led GM, exports of low-quality goods and services
played a major role in Lithuania, resulting in an export-led mercantilist GM. The cases of
Estonia and Lithuania are thus good examples of how sectoral changes accumulated during
the earlier capital inflows- and debt-led period of growth were politically supported and in-
stitutionally mediated, which resulted in important economic specialization-related differ-
ences in the subsequent foreign demand-led period of growth.

The article is structured as follows. In the next section, I discuss the main theoretical
questions related to GM change in DMEs and emerging economies more generally and in-
troduce my framework. Then I present the main empirical facts relating to the sectoral basis
of the GM changes in Estonia and Lithuania and turn to the political factors that under-
pinned these changes during the GFC. Lastly, I conclude.

2. GMs and their underpinnings in emerging economies

This section presents a framework of GM change in emerging economies. In this frame-
work, a GM change is conditional on an interplay between political dynamics and histori-
cally shaped sectoral structures. While politics is seen as an active driver of change, the
sectoral structure is a path-dependent historical condition that sets limits on the range of
available GMs and determines the capacity of a new GM to generate growth.

2.1 GMs and sectoral loci of growth in emerging economies
The PKE literature on the effects of financialization on growth has produced an elaborated
taxonomy of GMs (Dodig et al., 2016; Detzer, 2018; Hein, 2019). In its recent applications,
the taxonomy has proven well suitable for analysing both advanced and emerging econo-
mies (Dtnhaupt and Hein, 2019; Hein et al., 2020; Hein and Martschin, 2021; Akcay
et al., 2022). Based on growth contributions of the main demand aggregates and the finan-
cial balances of the macroeconomic sectors, this taxonomy distinguishes between two var-
iants of GMs reliant on domestic demand and two variants of GMs reliant on exports as
the main source of economic growth.

Differences between the variants of GMs that rely on domestic demand are based on
which sector of the economy consumes more than it earns and thus generates extra demand
and growth. If it is the government sector via government consumption and/or the
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corporate sector via investment, the GM is said to be domestic demand-led. If the main
source of demand is household consumption, a debt-led private demand boom GM is
in place.

Both variants of export-led GMs are distinctive in that the major source of their aggre-
gate demand comes from abroad. The difference between the variants is in the intensity of
the role exports play in generating economic growth. If this role is strong via the high con-
tribution to growth of net exports and high current account surpluses, the GM is export-led
mercantilist. If this role is moderate either because of the negative growth contribution of
net exports or current account deficits, the GM is weakly export-led. Placing all four types
on a scale, debt-led private demand boom and export-led mercantilist GMs would occupy
two opposite extremes, while domestic demand-led and weakly export-led GMs would
more resemble intermediary types (Detzer, 2018).

A key question is what drives the adoption of one or another GM? A general line of rea-
soning is that, if a country adopts a certain GM, it must be the result of its capacity to make
use of certain sources of aggregate demand and employ certain growth contributions.
Recent PKE literature links this capacity to growth drivers comprised of macroeconomic
policies and structural characteristics of the economy. For Kohler and Stockhammer
(2022), the most important growth drivers in advanced and emerging European economies
are expansionary wage and discretionary fiscal policies for domestic demand-led growth,
asset price inflation and household debt growth for debt-led growth, and high economic
openness and non-price competitiveness for export-led growth. Hein and Martschin (2021)
go further by arguing that what matters is not single monetary, fiscal, wage and competi-
tiveness policies but a coordinated mix of all of them, defined as the macroeconomic pol-
icy regime.

Several other contributions, while building on Kohler and Stockhammer (2022), attempt
to further expand the list of growth drivers. by considering research-led technological prog-
ress and capital inflows (Stockhammer and Otero, 2023) and commodity prices and FDI
(Jungmann, 2023) as potential growth drivers of export-led growth, and income distribu-
tion and debt of non-financial corporations as potential drivers of domestic demand-led
growth (Jungmann, 2023). Nevertheless, these contributions have found house prices, pri-
vate debt and fiscal policies to be the most important growth drivers in post-GFC South
European countries and some emerging economies.

The literature so far has mainly focused on quantitatively testing hypotheses on the im-
pact of a variety of growth drivers on GDP growth and viewed growth drivers as better con-
ceptual alternatives to GMs. My focus, however, is on the mechanism of GM change and
the question I broadly ask is how and why growth drivers change over time and lead to a
GM change. To answer this question, while building on the existing literature, I view the
two approaches not as substitutes but on different analytical levels located complements of
each other.

More specifically, my question is how, when and why new growth drivers emerge and
consequently complement or replace those currently driving growth. Some answers can be
deduced from growth drivers themselves. While different in nature, they all depend on a
favourable combination of domestic and foreign conditions. House prices are cyclical by
nature and strongly depend on external financial conditions, but they also depend on do-
mestic housing and financial institutions such as those encouraging private home-
ownership and mortgage credit (Kohler et al., 2023). Enacting fiscal policies as a growth
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driver also depends on both: the redistribution-related domestic political processes and a
country’s position in international markets for sovereign debt (Stockhammer and Otero,
2023). Similarly, price and non-price competitiveness that underpins export-led growth
largely depends both on foreign demand for the goods and services a country exports, and
domestic supply-side productive capacities and institutional structures.

As many relevant foreign conditions are shaped by international politics and financial
and economic cycles, from a country’s perspective, especially if it is an emerging economy,
its ability to control these conditions is limited. It can, however, control its domestic condi-
tions, including those such as economic and financial openness that improves the receptivity
to impacts from abroad. Enacting growth drivers domestically requires building different
capacities, which involves different political and institutional processes and time horizons.
The capacity to enact fiscal policies for growth is shaped by many nuances of redistributive
and welfare politics and the capacity of the government sector as a whole (Beramendi ez al.,
2015). Meanwhile, building productive capacities for exports rests on a different logic such
as that dictated by complementary institutional domains as in the VoC framework (Hall
and Soskice 2001), or the logic of industrial upgrading as in the development-oriented CPE
literature (e.g. Wade, 2010; Doner and Schneider 2016). Thus, sectoral dynamics seems to
be key for the enactment of certain growth drivers for growth.

Furthermore, emerging economies tend to experience larger sectoral dynamics than ad-
vanced economies. The latter are more likely to experience only long-term paradigmatic
changes in their productive structures (Hall, 2021). Meanwhile, as the development litera-
ture shows, emerging economies are still searching for development and growth paths, thus
their development might be less stable and productive structures more fluid because of con-
straints of ‘compressed development’, in which industrialization is soon followed by
‘premature deindustrialisation’ (Rodrik, 2015; Whittaker et al., 2020), or challenges posed
by the middle-income trap (Kharas and Kohli, 2011).

If sectoral dynamics are key to growth driver changes capable to lead to GM changes
and if sectoral differences are a key source of differences between advanced and emerging
economies, a study of mechanisms of GM change would benefit from a perspective that sees
growth drivers not as emerging separately and in isolation but as products of institutional
and political dynamics within sectors. Recent studies in CPE have already made valuable
attempts to account for sectoral differences in advanced and emerging economies by intro-
ducing a wider range of export-led GM subtypes such as GMs driven by exports of com-
modities and low-quality manufacturing (Mertens ef al., 2022), exports of high-quality
manufacturing and dynamic services (Hassel and Palier, 20215) and FDI-financed exports
(Hassel and Palier, 2021b; Ban and Adascalitei, 2022).

For a more integrated account of a broader domestic sectoral and institutional context
that underpins growth driver changes capable to lead to GM changes and at the same time
reflect differences between advanced and emerging economies, I propose a synthesized
framework in which the PKE taxonomy of GMs and growth drivers is complemented with
the sectoral dimension. I call this dimension a ‘sectoral locus of growth’ and define it as a
key sector of the economy and relevant institutions that together enable the economy to em-
ploy certain growth drivers and hence utilize certain growth contributions. Table 1 presents
this framework.

The primary value of this framework is to organize lower-level growth drivers around
key sectors of the economy and in such a way help to better account for sectoral dynamics
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Table 1. GMs and sectoral loci of growth

GMs

Sectoral loci of growth
(key institutions)

Growth drivers

Export-led mercantilist
Weakly export-led

Domestic demand-led

Commodity manufacturing

(wage-setting)

Low-quality manufacturing
and services

(wage-setting)

High-quality manufacturing

(skill-formation, innovation
capabilities, wage-setting)

Dynamic services

(skill-formation, innovation
capabilities)

Government sector

Commodity prices, price
competitiveness, FDI

Price competitiveness, FDI
Non-price competitiveness,
technological progress

Non-price competitiveness,
technological progress

Fiscal policy

(redistribution)
Debt-led private demand boom  Financial sector Financial inflows, private debt
(financial openness) House prices
Housing (ownership and

rent regulation)

Source: Author’s compilation based on Hein and Martschin (2021), Kohler and Stockhammer (2022), Hassel
and Palier (2021), Mertens et al. (2022), Stockhammer and Otero (2023) and Jungmann (2023).

that underpin GM changes. While the PKE literature has already identified the financial and
housing sectors and the government sector as important sectoral loci of growth of debt-led
private demand boom and domestic demand-led GMs, respectively, I add to the list a more
nuanced view of sectoral loci of growth of export-led GMs. These additional sectoral loci
of growth facilitate the differentiation between export-led GMs in advanced and emerging
economies. If an emerging economy adopts export-led growth, it is most likely to be driven
by exports of commodities or low-quality manufacturing or services. Yet, exports of high-
quality manufacturing and dynamic services to a large extent are sectoral loci of growth of
advanced economies. Different loci of growth imply very different productive capacities
and institutions, and politics supporting them.

Importantly, the concept of a sectoral locus of growth helps to account for latent dy-
namics preceding a GM change. The existing literature commonly presumes that political
economies typically have the capacity to meet the functional requirements of all GMs only
favourable combinations of domestic and international conditions need to emerge.
However, this literature tends to neglect that the adoption of a new GM might require
structural changes. Also, there can be situations, especially in emerging economies, when a
country adopts a completely new GM, which it has never had before. For example, a coun-
try can adopt an export-led GM after many years of following a domestic demand-led or
debt-led private demand boom GM. Or it can switch between sectoral loci of growth while
still remaining an export-led GM.

In any case, structural changes need time. This is so with productive capacities as well as
institutions supporting them even if both appear to be more fluid as in the case of emerging
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0Old GM based on sectoral locus of growth 1 Dynamics in sectoral locus of growth 1
Includes relevant institutions, growth drivers and continuous | May include changes of productive capacities and/or
political support institutions, struggle over political prioritisation
Interaction L
between Dynamics in sectoral locus of growth 2 New GM based on sectoral locus of growth 2
sectoral loci May include changes of productive capacities and/or Includes relevant institutions, growth drivers and continuous
institutions, struggle over political prioritisation olitical support
of growth 88! P P P PP
Dynamics in sectoral locus of growth 3 Dynamics in sectoral locus of growth 3
May include changes of productive capacities and/or May include changes of productive capacities and/or
institutions, struggle over political prioritisation institutions, struggle over political prioritisation

Critical juncture
attimet

Figure 1. Basic model of GM change.

economies. Thus, relying on a new sectoral locus of growth and consequently switching to
a new GM cannot happen at once but should result from gradual changes in other sectoral
loci of growth accumulated during previous incarnations of the GM. I demonstrate this in
my basic model of GM change in Figure 1.

In this model, a critical juncture, such as an external shock or political or systemic crisis,
leads to an exhaustion of the existing (old) GM based on a particular sectoral locus of
growth. The country’s capacity to resume growth by adopting a new GM depends on the
growth potential in the other sectoral loci of growth, which, in turn, depends on the nature
of changes during the old GM these other sectoral loci of growth have undergone, such as
the expansion of the productive capacities and relevant changes in institutions to support
this expansion as well as winning political support.

An important dimension of the model is the interaction befween sectoral loci of growth.
A sectoral locus of growth of the existing GM can have effects on changes in other sectoral
loci of growth and hence their potential to drive growth in the next incarnation of the GM.
To list few possible interaction effects, a government sector-based domestic demand-led
GM, if it adopts a social investment-oriented pattern of redistribution (Beramendi et al.,
2015), can have positive effects via skill-formation on the expansion of the productive ca-
pacities in the high-quality manufacturing and dynamic services sectoral loci of growth.
Similarly, a low-quality manufacturing-based export-led GM can have restraining effects
via high preferences towards low levels of redistribution on the possibilities of the govern-
ment sector to generate growth in the future. Also, a financial sector-based debt-led private
demand boom GM can provide a positive impetus via the economic specialization for the
expansion of the productive capacities for the dynamic services-based export-led GM.

2.2 Politics

Not all dynamics within sectoral loci of growth can lead to a GM change. To result in a
GM change, these dynamics should include the expansion of the productive capacities as
well as supportive institutional changes but also the accumulation of political power. Thus,
politics emerges as an important driver of the dynamics within sectoral loci of growth.

A growing literature in CPE accepts the concept of social blocs as having many advan-
tages for studying the politics of economic growth in capitalist economies (Amable, 2017;
Baccaro and Pontusson, 2019; Haffert and Mertens, 2021; Rothstein, 2021; Akcay and
Jungmann, 2022; Mertens et al., 2022). In the original formulation, Amable and
Palombarini (2008) define social blocs as cross-class alliances of socio-economic groups
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united by common ideologies and mediated by political parties. Specifically for the purposes
of GM analysis, Baccaro and Pontusson (2019) propose to view social blocs primarily as
cross-sectoral alliances mobilized around key sectors of the economy competing with each
other over establishing or sustaining their preferred GM by winning support from political
parties and the government (in their later contribution, Baccaro and Pontusson (2022) have
modified their approach into ‘growth coalitions’, however, retaining the key characteris-
tics). Both notions imply some sort of organizational capacity for interest mobilization and
representation along class or sectoral lines, suggest a tight coupling between social blocs
and GMs, and have been developed for explaining GM stability and change in advanced
economies. This view of politics, however, seems far from the reality of emerg-
ing economies.

Several characteristics make the study of the politics of growth in emerging economies
different from those in advanced economies. First, emerging economies are characterized by
higher volatility of electoral and coalitional politics making the implementation of long-
term political strategies more difficult, by weak corporatist institutions and less organized
civil societies resulting in higher embeddedness of economic sectors and business groups in
the political sphere, and by high levels of inequality and informality making cooperation be-
tween socioeconomic actors less likely (Doner and Schneider, 2016; Jahn, 2016; Vandor
et al., 2017; Jastramskis et al., 2021; Mertens et al., 2022).

In this context, viewing social blocs as cross-class or cross-sectoral alliances seems to be
less useful. Low interest-group mobilization suggests that business associations and unions
are not the main forms of interest representation in social blocs in emerging economies.
Similarly, weak civil society organizations suggest that these economies have a limited num-
ber of institutionalized channels available to socio-political groups for voicing their
demands and pressing for compromises. Contrarily, many socio-economic groups such as
wage earners are more likely to have only limited access to politics during periods between
elections and might be more willing to use ‘exit’ opportunities, which, particularly in
DMEs, became increasingly available after EU accession (Meardi, 2007).

Instead, in emerging economies, when it comes to changing political landscapes within
sectoral loci of growth, one should look for an informal basis for socio-political group mo-
bilization and struggle for the inclusion in the social bloc. A possible channel here can be in-
formal network-based interpersonal and reciprocal relationships between business and the
state including owners and managers of large business groups on one side and state bureau-
cracies and elected political leaders, notwithstanding their frequently short-lasting terms,
on the other. The centrality of such informal relations-based mechanisms underpinning the
aggregation of the social bloc has already been demonstrated by Mertens et al. (2022) for
Brazil and Bohle and Regan (2021) for Hungary and Ireland.

Another distinctive feature of emerging economies is the relatively high levels of interna-
tionalization via FDI, international trade and integration in global value chains (Nélke,
2019). This is especially the case in DMEs, where foreign investors can exert direct influence
on politics and occupy a strong position within the social bloc (Bohle and Regan, 2021; Ban
and Adascalitei, 2022). Furthermore, due to the conditionality of the EU and in some cases
EMU accession, DMEs might be more receptive to recommendations from supranational
governing bodies but also multilateral organizations such as the European Commission or

the OECD. This not only prevents domestic political actors from adopting more
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protectionist industrial policies, which is more common in state-permeated market econo-
mies, but also implies a higher external influence on domestic politics in general.

Summing up, the central political driver within sectoral loci of growth and hence of GM
change in DMEs, as can be expected, is informally based social blocs with businesses from
key sectors of the economy at the core. Yet, the composition of this core may vary depend-
ing on the power balance and interest compatibility between domestic enterprises and
foreign investors. Weak mobilization and organizational capacities prevent other
socio-economic groups from exerting any stronger influence on the social bloc. Although
the government composition may change frequently due to high electoral volatility, govern-
ments remain highly responsive to business demands and associate them with economic
growth. External conditionality, however, exerts balancing this responsiveness with key
standards of the democratic politics and the market economy.

3. Transformation of GMs in Estonia and Lithuania

In this section, I apply the theoretical framework for an empirical analysis of GM changes in
Estonia and Lithuania. I base my empirical strategy on the most similar case selection method,
which is considered well suited for testing hypotheses on what differences in the independent
variable are responsible for differences in the dependent variable within similar background con-
ditions (Seawright and Gerring, 2008). Estonia and Lithuania closely meet these design require-
ments. They are both seen as similar in terms of their soviet legacies, post-communist transitions
and current institutional characteristics (Bohle and Greskovits, 2012). Furthermore, they both
responded to the GFC within the same broad paradigm of internal devaluation. My aim is to re-
veal what differences within this common response and developments during the previous GMs
can be linked to differences in the subsequent export-led GMs.

3.1 GM change

Baltic GMs have received some attention in the GM literature. However, the account is still
incomplete as the literature neglects either GM changes or sectoral differences between the
countries. From a CPE perspective, Bohle (2018) finds dependent FDI-driven debt-led GMs
in all three Baltic States, which remained stable but delivered lower growth rates after the
GFC. Based on a qualitative assessment, Avlijas et al. (2021) also find similar and stable
GMs in all three countries. In contrast, studies relying on a PKE-based quantitative assess-
ment find evidence of GM change. Diinhaupt and Hein (2019) show a GM change from
debt-led private consumption boom to export-led mercantilist during the GFC in Estonia
and Latvia. Similarly, Picot (2021) argues for Estonia having a finance-led GM before the
GFC and an export-led GM afterwards. However, neither study covers Lithuania.

For assessing GMs in Estonia and Lithuania I proceed in two stages. First, I determine the
GM type before and after the GFC by applying the method based on demand contributions
and sectoral financial balances proposed by Hein et al. (2020) but also used in Diinhaupt and
Hein (2019), Hein and Martschin (2021) and Akcay et al. (2022). Then I assess key sectoral
loci of growth by analysing the counties’ export profiles and sectoral structures.

Table 2 presents data for the first stage. Its reading is straightforward. Both countries
had debt-led private demand boom GMs before the GFC and shifted to export-led GMs af-
ter the GFC: weakly export-led in Estonia and export-led mercantilist in Lithuania. While
before the GFC the largest demand contribution to GDP growth was private consumption
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Table 2. Demand contributions and sectoral financial balances in Estonia and Lithuania

Estonia Lithuania

2000-2007 2010-2017 2000-2007 2010-2017

Real GDP growth rate, % 8.0 3.5 7.6 3.4
Growth contributions,

percentage points:

Domestic demand including 10.8 4.0 9.4 3.2
inventories

- Gross fixed capital formation 4.6 1.7 2.8 1.2

- Private consumption 5.0 1.6 5.9 1.9

- Public consumption 0.5 0.4 0.5 -0.1

Net exports -3.1 -0.2 -1.8 0.3

Net exports of goods and services, -6.9 4.0 -7.6 0.2

% of nominal GDP
Financial balances, % of
nominal GDP:

Private sector -10.7 3.2 -5.6 5.0
- Private household sector -3.9 0.9 -0.2 -1.3
- Corporate sector -6.8 2.2 -5.5 6.4
Public sector 1.4 0.1 -1.6 -2.7
External sector 10.0 -3.3 6.4 -2.3

Source: AMECO Database.

and the private household sector ran the largest financial deficits, after the GFC the role of
private consumption in GDP growth diminished, the financial balance of the private sector
turned positive and the external sector negative alongside the trade balance turning positive.
In addition, in Lithuania, the growth contribution of net exports turned positive, which
indicates stronger reliance on exports. It is also important to note that my classification of
the post-GFC Estonian GM as weakly export-led differs from Diinhaupt and Hein’s (2019)
view of it as export-led mercantilist. This difference is solely driven by year 2009, which I
excluded from my periodization as a strong outlier characterized by a high demand contri-
bution of net exports, which, however, was mainly a result of the contraction of imports
and negative GDP growth.

To place this in a more nuanced context, the pre-GFC period of debt-led growth gener-
ated historically high growth rates in all three Baltic States, at the time called ‘the Baltic
Tigers’. In 2000-2007 real GDP grew by 8% in Estonia and 7.6% in Lithuania on average
annually. This impressive growth was largely stimulated by wages and private credits.
During 2000-2007, real wages grew by 76% in Estonia and 90% in Lithuania (AMECO
database, 2023b). By the end of 2007, Estonia and Lithuania had private credit stocks of a
magnitude exceeding 50% of GDP—one of the largest in CEE (Brixiova et al., 2010). Of
this, consumer lending and household mortgages constituted around 50% in Estonia and
40% Lithuania, while another approximately 25% and 15%, respectively, went for credit-
ing commercial real estate (IMF, 20094, b).

The macroeconomic environment was favourable for fast private credit growth. The
successful establishment of Euro-anchored fixed exchange rate regimes (Estonia pegged its
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currency to the Euro in 1999 and Lithuania in 2002) as well as the positive prospects of EU
and NATO accession in the early 2000s granted Estonia and Lithuania increased confidence
in international financial markets (Staehr, 2015). As a result, both countries experienced
massive net capital inflows, which during 2003-2007 cumulatively amounted to 111% in
Estonia and 85% in Lithuania as a share of 2003 GDP (IMF, 20105b).

The largest share of the net capital inflows came through banks. From the early 2000s,
the banking sectors in both countries were highly concentrated and dominated by wholly
owned subsidiaries and branches of Nordic banks. Acting in an environment of high com-
petition, the banks stimulated domestic demand by setting nominal interest rates compara-
ble to their home markets, which, given higher inflation rates exceeding 5% by 2007, also
meant that real interest rates were negative in both countries.

Estonian and Lithuanian debt-led private demand boom GMs were exhausted by the on-
set of the GFC. By late 2008, accessibility to private credit had come to a complete halt. As
a result, demand for housing, consumption, investment and exports collapsed, bringing
down asset prices. By the end of 2009 compared to the peak, housing prices alone had fallen
by 48% in Estonia and 37% in Lithuania (OECD, 2023b). The collapse of the GMs
resulted in what was, by global standards, an exceptional GDP contraction of around 15%
(Kuokstis and Vilpisauskas, 2010).

Serving as a critical juncture, the GFC provoked GM changes, and both countries recov-
ered by more heavily relying on exports as a source of growth. In 2010 alone, exports of
goods and services grew by 24.2% in Estonia and 16.8% in Lithuania returning the total
value of exports in each country to its highest pre-crisis level in just one year (AMECO
database, 20234). A similar high growth of exports continued in 2011 but slowed after-
wards, nevertheless, still remaining relatively strong. As a result, both economies became
more internationalized than they were during the debt-led GMs. Their exports-to-GDP
ratios grew from around 50% before the GFC to more than 70% afterwards (AMECO
database, 2023a).

Next, I look into the sectoral compositions of the export-led GMs in Estonia and
Lithuania. For capturing specific nuances, I distinguish between low-quality and high-
quality manufacturing and between dynamic and low-quality services. I operationalize the
former by using Eurostat’s aggregation of low and medium-low technology (LMLT) and
high and medium-high technology (HMHT) goods. To operationalize the latter, I use
Eurostat’s aggregation of knowledge-intensive (KI) services but with the exclusion of wel-
fare and some other services that are either publicly provided, or non-tradable.

I perform the analysis of the sectoral compositions in two stages. First, I compare both
countries’ export profiles at a point in time when the export-led GMs should have consoli-
dated, which was 2015-2017. Then I compare both countries’ sectoral compositions syn-
chronically and diachronically, aiming to identify sectors with the largest contribution to
GDP. For this purpose, I add two additional points in time: 2000-2002, which represents
both countries’ positions before they entered the EU, and 2005-2007, which represents the
peak of debt-led growth. However, largest sectors are not necessarily at the core of growth.
For assessing the sectors’ capability to drive growth, I analyse their contribution to the total
profits of the economy assuming that a sector is an important contributor to growth if its
share of total profits exceeds its share of total value added. Thus, I consider that the capac-
ity of a sector to drive growth is determined by both its size and profitability. Table 3 sum-
marizes the results.
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In 2015-2017 export-led GMs in Estonia and Lithuania were underpinned by different
export profiles. Lithuanian exports were dominated by manufactured goods with around
75% share of total exports, and in particular LMLT goods with almost 50% of the total.
The remaining quarter came from services mainly comprised of low-quality services such as
land transportation. In contrast, in Estonian exports, the share of manufactured goods was
smaller, mainly due to significantly lower exports of LMLT goods, and a share of dynamic
services three times higher.

The sectoral compositions of the two countries echo their export profiles. In 2015-
2017, the manufacturing sector was slightly larger in Lithuania than in Estonia with around
19% and 16% of GDP respectively. This difference mainly came from the LMLT part of
the sector, while shares of HMHT manufacturing were equal between the countries. Thus,
the Lithuanian manufacturing sector was larger and more reliant on low-quality produc-
tion. Furthermore, LMLT manufacturing was an important driver of growth in Lithuania
with a larger contribution to national profits than to GDP (16.3% versus 14.2%); in con-
trast, in Estonia, it was less profitable (8.8 % versus 11.6%). Importantly, in the early 2000s
LMLT manufacturing was a larger and more profitable sector but has since shrunk in
Estonia, while remaining of the same size but increasingly profitable in Lithuania.

As regards services, both in terms of size and profitability dynamic services have become
increasingly more important for the Estonian economy, compared to low-quality services
for the Lithuanian economy. By 2015-2017, in Estonia, the contribution of dynamic serv-
ices to GDP grew to 16% and the contribution to total profits reached 18%. In contrast, in
Lithuania, the dynamic services’ profit-generating capability decreased, so their share con-
tinuously stagnated at around 10% of GDP. Within dynamic services, ICT services were
60% larger in Estonia than Lithuania and financial and insurance services twice as large. In
Estonia, financial and insurance services contributed to total profits by an exceptional 8%,
twice exceeding their contribution to GDP. Another extreme in Estonia was real estate serv-
ices with a 10% contribution to GDP and a spectacular 23% contribution to national prof-
its. This was likely due to financialization, but was also an effect of the increased tradability
of real estate services. In contrast, with around 8% of the economy, more than twice as
large as in Estonia, and around 10% of national profits, more than the entire dynamic serv-
ices, Lithuania stood out in its size of land transportation, essentially a low-quality but
highly tradable service.

3.2 Price competitiveness of export-led GMs

Following the well-established argument in the literature that exports of low-quality
manufacturing and services are more price sensitive than exports of dynamic services, it can
be expected that sectoral differences between the newly adopted GMs in Estonia and
Lithuania should have been reflected in different dynamics of their price competitiveness
and wage costs. Thus, improvements of price competitiveness should have been larger in
Lithuania than Estonia.

Changes in the real effective exchange rate (REER) prove this expectation. During debt-
led growth in 2000-2008, Estonian REER appreciated twice as fast as the Lithuanian
(Figure 2). Nevertheless, during the GFC it was Lithuania that saw a larger relative depreci-
ation. In 2010, the first year after the GFC, the REER was lower by 10% in Lithuania and
5.5% in Estonia compared to its peak in 2008. Furthermore, in Lithuania, REER deprecia-
tion lasted longer.
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Figure 2. Index (2000 = 100) of REER and manufacturing RULC.

Another measure of price competitiveness, more directly related to wage costs, is real
unit labour costs (RULC). I use manufacturing RULC as a proxy for the tradable sector.
While during the previous debt-led GMs both countries managed to sustain stable RULC,
during 2009-2011, only Lithuania achieved significant and durable improvements in a
range of around 30% and lasting throughout the subsequent period of export-led growth
(Figure 2). In contrast, in Estonia, if the 2009 peak is not taken into consideration as it was
possibly related to a delayed reaction of the labour market to the contraction of output,
2011 saw only slight improvement, which diminished the following year.

This is further supported by the dynamics of the wage share. Estonia recovered from the
GFC with a higher average wage share than it had before (Figure 3). In contrast, in 2009-
2011 Lithuania experienced a decrease in its wage share by around 6 p.p. in the total econ-
omy and by more than 10 p.p. in manufacturing. Thus, the wage share in manufacturing
became lower than in the total economy, implying a higher profitability for this sector,
which is consistent with the data in Table 3. This stands in stark contrast to Estonia, where
wage share in manufacturing has persistently been higher than in the total economy, a trend
more common in other EU countries as well.

3.3 One adjustment strategy, two growth strategies
Now I investigate the political drivers of GM change in Estonia and Lithuania, starting
with government policies. I distinguish between two policy layers: fiscal and economic poli-
cies aimed at macroeconomic stabilization in times of crises, and policies aimed at economic
recovery and growth. I will refer to these policy layers as the ‘adjustment strategy’ and the
‘growth strategy’.

At the onset of the GFC, the Estonian and Lithuanian governments, faced with accumu-
lating negative effects on consumption, production and total output, as well as increasing
fiscal and employment strains, adopted policy mixes of internal devaluation as their core
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Figure 3. Adjusted wage share.

crisis response strategies. This choice was consistent with Walter’s (2016) explanation of
how governments choose between internal and external devaluation-based adjustment
strategies. As both countries were characterized by high levels of foreign-currency-
denominated debt in the private sector, heavy reliance on imports and flexible labour mar-
kets, their potential economic costs of internal devaluation were lower, as it threatened to
hurt the macroeconomic stability least. The political costs of internal devaluation were also
lower as the centre-right coalitions that controlled the cabinets during the GFC should have
sought to minimize the hurt caused to their urban middle-class voters.

The internal devaluation-based policy mixes adopted in Estonia and Lithuania com-
prised measures of fiscal consolidation on both the expenditure and revenue sides, and to a
large extent were similar between the countries (Purfield and Rosenberg, 2010; Nakrosis
et al., 2015). The expenditure-side measures mainly consisted of wage and employment
cuts in the public sector, cuts in social programmes and old-age pensions and reductions in
contributions to second-pillar private pension funds. The revenue-side measures comprised
tax increases including the VAT, social security contributions, excises and pollution fees
and some one-off revenue-generation measures such as extra dividends from state-owned
enterprises. In addition, corporate income tax was increased (later reverted) and personal
income tax reduced in Lithuania. The total effect of both expenditure and revenue measures
was also quite similar between the countries, though slightly larger in Estonia than
Lithuania, and during 2008-2010 amounted to 13.8% and 11.7% of GDP, respectively
(Kattel and Raudla, 2013).

However, similar choices of adjustment strategies as well as their largely similar imple-
mentation and effects do not imply that growth strategies cannot differ from country to
country. Governments having different political visions of economic recovery and growth
may choose different combinations of internal devaluation policies such as those aiming at
fiscal adjustment, financial stability, wage restraint or repairing corporate and household
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balance sheets (Walter, 2016). But they also may adopt additional policies based on the po-
litical, institutional and sectoral opportunities and constraints they face.

Seeing the GFC adjustment phase in Estonia and Lithuania through this lens reveals that
indeed, although the countries adopted largely similar internal devaluation-based adjust-
ment strategies, different political visions of recovery and growth were associated with
them. While pro-European political elites in both countries saw joining the Euro Area as a
necessary step forward towards deeper European integration and Westernization, it was
Estonia that made the euro the primary goal of its internal devaluation strategy (Staehr,
2013). This goal was backed both by favourable economic and fiscal conditions and a
strong ideological and political stance. During the pre-crisis debt-led GM, Estonia kept its
budget in surplus but higher inflation prevented it from entering the EMU. The crisis re-
duced inflation thus creating a new window of opportunity. To use it, the fiscal deficit limit
of 3% became the main focal point for fiscal consolidation policies (Raudla and Kattel,
2011). While these policies meant stronger austerity-inflicted pain on the society, they were
backed by beliefs that maintaining the currency peg and fiscal discipline, and introducing
the euro would distinguish Estonia from other CEE countries in the eyes of foreign investors
and thus compensate for the painful measures (Raudla and Kattel, 2011; Kattel and
Raudla, 2013).

In contrast, in Lithuania, joining the EMU was less politically salient due to unsuccessful
inflation-related attempts in 2007; the government expected to meet the criteria only in
2012 (Government of Lithuania, 2010). Instead, the government placed repairing corporate
balance sheets and improving the competitiveness of domestic enterprises at the centre of its
growth strategy. Thus, in addition to the fiscal consolidation plan, the economic recovery
plan with a stimulus package worth 5% of GDP was approved (Government of Lithuania,
2010). The plan targeted the enterprise sector in general and the manufacturing and con-
struction sectors in particular. It explicitly stated that the goal of the government was not to
follow other European countries in short-term stimulation of domestic demand but rather
to lay the foundations for long-term competitiveness and growth (National Audit Office in
Lithuania, 2010).

From this account of the adjustment and growth strategies in Estonia and Lithuania, it
follows that the adoption of two different variants of export-led GMs based on different
sectoral loci of growth in the two countries was underpinned by similar internal
devaluation-based strategies of economic adjustment serving different strategies of eco-
nomic growth. In the next section, I explore political underpinnings of these
growth strategies.

3.4 Social bloc politics

In both Estonia and Lithuania, the pre-GFC period of debt-led growth received broad
socio-political support and was therefore backed by broadly based social blocs. Freshly
granted membership to the EU and strong ideological attitudes towards further
Westernization and European integration played a key role in expanding this base (Lust,
2010; Talts, 2013). Favourable economic conditions, however, were also important. As pri-
vate credit was mainly directed to housing mortgages and real-estate financing, the struc-
tural importance of the construction and finance sectors increased, while the importance of
manufacturing and exports decreased (Brixiova et al., 2010; Staehr, 2015). This was
reflected in the faster growth of construction wages compared to manufacturing wages and
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slower exports growth in comparison with domestic demand growth (IMF, 20105). It also
suggests that in sectoral terms, the alliances of banking, construction, real estate and other
domestically oriented sectors were at the core of both countries’ social blocs that under-
pinned their debt-led GMs. While socio-economically, this core was comprised of the clas-
ses of urban professionals, who enjoyed largest wage increases and easiest access to credits.
Yet, a range of other socio-economic groups could be considered a part of the social blocs
as well as they also benefited from fast income growth, better opportunities to consume,
higher availability of jobs and more generous social provisions (Lazutka and Povilunas,
2010; Navicke, 2020).

During and after the GFC, both countries’ social bloc dynamics closely corresponded to
the adjustment and growth strategies followed by the governments. While the Estonian so-
cial bloc saw continuity, major changes occurred in the Lithuanian social bloc. As already
noted previously, preserving the interests of urban middle classes, which bore the largest
share of foreign-currency denominated loans, was at the core of the choices of the internal
devaluation-based adjustment strategies of the centre-right governments at the time. Thus,
the positions of these groups in the social blocs did not change. Yet, the largest divergences
between the countries came from different dynamics in the positions of the foreign-owned
banking and domestically owned construction and manufacturing sectors.

Although the banking sectors were at the core of both countries’ debt-led GMs, the gov-
ernments had different preferences towards preserving their interests during the GFC. These
preferences closely followed the degree to which the banking sector was embedded in the
society and politics during the earlier debt-led GM. In Estonia, the banking sector had
played a highly prominent and complex role, so its position in the social bloc remained con-
tinuously strong. From the early to mid-2000s investment by Nordic banks comprised a
major share of the Estonian inward FDI stock, which at that time was already among the
largest in the EU (OECD, 2023a). Importantly, Nordic banks were not only a source of fi-
nance but also a major source of technological spill-overs through the establishment of
R&D hubs for digitalization of financial services (Kalvet, 2007). This, coupled with a
strong government’s priority for e-government initiatives, resulted in a deep, largely infor-
mally based, public—private partnership in designing and implementing nation-wide ICT lit-
eracy programmes and building a digital ID system, which further played a key role in the
mass digitalization of local and central government services (Kattel and Mergel, 2019).

In contrast, the position of the banking sector became more vulnerable in Lithuania
where banks, also mainly foreign-owned, played a more traditional role limited to financing
the economy and consumption. As a result, their embeddedness in the society was lower, in-
formal ties with political elites weaker and the reputation more fragile. Although saving the
financial system from a crash is a top priority for any government, in Lithuania, the senti-
ment of blaming the foreign-owned banks for causing the crisis was noticeable (e.g. Alfa.lt
2010b). This sentiment started during the GFC and continued long after resulting in an offi-
cial investigation in 2017 of the role foreign-owned banks played in increasing the share of
foreign-currency-denominated loans prior to the GFC and the borrowing costs of the gov-
ernment during it (Seimas, 2017) and in the introduction of an above-standard tax on bank
profits in 2020 and an additional windfall tax in 2023.

Dynamics in the Lithuanian social bloc, therefore, were different from those in Estonia.
This is evident from politics behind the choice and implementation of the recovery and
growth strategy during the GFC and in the aftermath. To account for these dynamics, I rely
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extensively on media publications from that time. From the onset of the GFC, the newly
elected Conservative and Liberal coalition Government, as well as the newly elected
President, had negative attitudes towards the pre-GFC GM, which they saw as driven by ex-
cessive borrowing, fiscal spending and consumption, and thus responsible for the crisis
(Bernardinai.lt 2009; Delfi.lt 20114). These negative attitudes were the primary motivation
for the economic recovery plan already presented earlier that underpinned the growth strat-
egy successively followed by Lithuania.

Approved in the early 2009 after the intensive consultations with business associations
and numerous amendments resulting from this (Government of Lithuania 2009), the plan
received broad socio-political support (Alfa.lt 2009) and was targeted at the recovery of
enterprises via supply-side capacity building (National Audit Office in Lithuania, 2010). Of
the five parts of the plan, three comprised measures aimed at easing business access to fi-
nance, improving the quality of business regulation, and better absorption of EU funds,
while two parts explicitly targeted the manufacturing and construction sectors with meas-
ures aimed support for exports and a mass renovation programme of Soviet-era apart-
ment buildings.

Nevertheless, the implementation of the plan was not smooth. The quality of business
regulation part of the plan was stuck in the bureaucratic resistance, improvements in busi-
ness access to finance took longer than expected, while the renovation programme was im-
peded by slow financing for which, again, the foreign-owned banks were blamed for
(Lrytas.lt, 2009; National Audit Office in Lithuania, 2010; Vz.It, 2011; Delfi.lt, 20115).
Yet, the plan was still successful at providing the financial, administrative and diplomatic
support to enterprises to improve their export capacities. This was acknowledged by the
minister of the economy himself, who saw the export promotion part of the plan as the
most successful (Alfa.lt, 2010a).

The limited success of the plan led to the fragmentation of the business support, which
was further deepened by parallel government attempts to increase the effectiveness and
transparency of the public procurement and the distribution of the EU funds. These
attempts hurt interests of certain domestic business groups in the sheltered sector and pro-
voked public attacks against the government consequently leading to the resignation of the
minister of the economy (15min.lt, 2011; Sekunde.lt, 2011). Importantly, this also opened
a divide in the government’s attitudes between ‘bad oligarchic’ business in the sheltered sec-
tor and ‘good’ business in the tradable sector. Thus, naturally, even if not intended solely
from the beginning, manufacturing business in the tradable sector was the largest winner of
the economic recovery plan. As exports consequently became the much-praised locomotive
of the post-GFC recovery and subsequent growth, the position of the tradable sector at the
core of the post-GFC social bloc was secured.

Consequently, the resulting Lithuanian domestic business-based social bloc, following
its sectoral cost competitiveness requirements, had stronger motivation to use the opportu-
nity brought by the GFC for greater wage restraint. This became a policy priority consistent
with the country’s low-quality manufacturing- and services-based sectoral composition,
and the government’s growth strategy targeting competitiveness improvements of exports.
It also gained favour with wage-setting institutions. While high wage flexibility character-
ized wage-setting institutions in both countries (Dabusinskas and Room, 2011; Pesliakaité
and Siaudvytis, 2015), it was Lithuania but not Estonia that used this flexibility to an un-
precedented extent (see subsection 3.2 for effects on competitiveness), mainly through the
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public and private sector wage cuts and personal income tax reduction. Thus, from its peak
in the second half of 2008, in just one year average hourly private sector labour costs de-
creased, as the IMF (2010a) noted, by ‘simply exceptional’ 12 %—twice as high if compared
with around 6% in Estonia.

4. Conclusion

The article proposes a framework of GM change in emerging economies that links GM
change to the interplay between political dynamics and historically shaped sectoral struc-
tures. While politics is seen as an active driver of change, the sectoral structure is a path-
dependent historical condition that sets limits on the range of available GMs and deter-
mines the capacity of a new GM to generate growth.

The framework builds on three components. First, it employs the notion of sectoral loci
of growth comprised of key sectors of the economy and underlying institutions. This notion
helps to identify important differences between export-led GMs adopted in emerging and
advanced economies that go beyond their simple export orientation. If an emerging econ-
omy adopts an export-led GM, it is more likely to be driven by exports of low-quality
manufacturing and services, in contrast to high-quality manufacturing or dynamic services
in an advanced economy. Thus, the notion of sectoral loci of growth proposes a way to inte-
grate PKE’s GM analysis with a CPE’s need for a higher differentiation of GMs.

Second, the article argues that in emerging economies, politics is not a fully independent
variable of GM change, as some earlier studies both in PKE and CPE have argued, but has
its roots in long-term sectoral dynamics. While political dynamics are essential for a GM
change to occur, this change is also to a large extent determined by the sectoral structures
existing in a country at the moment of the change. Importantly, during the previous GM in-
carnation these sectoral structures could undergo sizeable transformations, which can have
significant effects on the sectoral potential for growth of the successive GM, but which also
affect the composition of the new social bloc and the choice of the growth strategy to be fol-
lowed. Third, specifically for the purpose of analysing emerging economies and taking into
account high political volatility, low interest group organizational capacities and high infor-
mality, the article proposes an informal network-based view of social blocs.

The article illustrates the framework with an empirical case study of two DMEs, Estonia
and Lithuania. As in many other emerging economies, in these two countries the GFC
exhausted debt-led private demand boom GMs, thus creating the political necessity of find-
ing new ways to resume growth. While both countries followed internal devaluation-based
adjustment strategies, they both recovered from the GFC by adopting different variants of
export-led GMs: weakly export-led in Estonia and export-led mercantilist in Lithuania.
Examination of the sectoral loci of growth at the core of these two export-led GMs reveals
further differences between them. While low-quality manufacturing and services were at the
core of the Lithuanian export-led GM, which can be considered as more common for
emerging economies in general, dynamic services became the core sectoral locus of growth
of the Estonian GM.

The article links these GM differences between Estonia and Lithuania to political differ-
ences during the GFC, which in turn were shaped to a large extent by historically accumu-
lated differences in sectoral structures. While in the Estonian economy, in terms of both its
size and profit generating capability, dynamic services expanded owing to a contraction of
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low-quality manufacturing and services, the Lithuanian economy saw a largely opposite
trend. These sectoral changes had an impact on politics when it became necessary to find
new sources of growth. Transnational actors from the financial sector retained their strong
position vis-a-vis domestic business in Estonia, therefore largely the same social bloc of the
debt-led GM underpinned a post-GFC export-led GM. In contrast, the Lithuanian social
bloc experienced a sharp transformation: domestic tradable business gained more power at
the expense of transnational actors from the banking sector.

These sectoral and political differences were reflected in the different growth strategies
followed by the governments. While both Estonia and Lithuania adopted similar internal
devaluation-based crisis-adjustment paths, these paths served different socio-political
expectations about available sources of growth. The main growth strategy followed by
the Estonian government was aimed at meeting the Maastricht criteria for euro adoption,
restoring the confidence of the financial markets and foreign investors, and returning to
the previous GM. The Lithuanian government followed a different strategy with a focus
on fixing balance sheets and improving the competitiveness of domestic firms. Therefore,
in addition to fiscal consolidation, the strategy comprised measures aimed at deeper de-
valuation of wages as well as the promotion of domestic entrepreneurial activity
and exports.

A study of emerging economies is inevitably a study of development, thus the integration
of GM analysis into CPE proposed in the article can be valuable for development-related in-
quiries, especially when it comes to accounting for differences in seemingly similar develop-
ment paths. The cases of Estonia and Lithuania are good examples. While both experienced
similar post-communist transformations and economic restructuring, the GM analysis
shows that, as a result of recent GM changes, the two countries have set themselves on di-
verging paths of socio-economic development. Contrary to what the government expected
at the onset of the GFC, Estonia did not return to the previous extent of debt-led growth
due to the persistently low accessibility to credits. However, after the GFC, its recovery re-
sembled in many respects a subsequent developmental stage of the same GM, capable of
combining demand from exports and domestic consumption due to its increasing specializa-
tion in dynamic services and lower dependency on wage restraint. Lithuania experienced a
more radical change. It built a strong capacity to export domestically produced low-quality
manufactured goods and services. This capacity largely rested on the capacity for wage re-
straint, which was deeply politically and institutionally rooted. Therefore, the Lithuanian
economy has become more internal devaluation-dependent.
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Appendix

Appendix 1. Activities included in the ‘Low and medium-low technology (LMLT)
manufacturing’, ‘High and medium-high technology (HMHT) manufacturing’ and ‘Dynamic
services’ aggregates

LMLT manufacturing (NACE Rev. 2.2-digit level)

Manufacture of coke and refined petroleum products (19)

Manufacture of rubber and plastic products (22)

Manufacture of other non-metallic mineral products (23)

Manufacture of basic metals (24)

Manufacture of fabricated metal products, except machinery and equipment (25)

Repair and installation of machinery and equipment (33)

Manufacture of food products (10), beverages (11) and tobacco products (12)

Manufacture of textiles (13) and wearing apparel (14)

Manufacture of leather and related products (15)

Manufacture of wood and of products of wood and cork, except furniture; manufacture of articles of
straw and plaiting materials (16)

Manufacture of paper and paper products (17)

Printing and reproduction of recorded media (18)

Manufacture of furniture (31) and other manufacturing (32)

HMHT manufacturing (NACE Rev. 2.2-digit level)

Manufacture of basic pharmaceutical products and pharmaceutical preparations (21)

Manufacture of computer, electronic and optical products (26)

Manufacture of chemicals and chemical products (20)

Manufacture of electrical equipment (27)

Manufacture of machinery and equipment n.e.c. (28)

Manufacture of motor vehicles, trailers and semi-trailers (29)

Manufacture of other transport equipment (30)

Dynamic services (NACE Rev. 2.2-digit level)

Motion picture, video and television programme production, sound recording and music publishing
activities (59)

Programming and broadcasting activities (60) and telecommunications (61)

Computer programming, consultancy and related activities (62) and information service activities (63)

Scientific research and development (72)

Water transport (50) and air transport (51)

Legal and accounting activities (69)

Activities of head offices; management consultancy activities (70)

Architectural and engineering activities; technical testing and analysis (71)

Advertising and market research (73) and other professional, scientific and technical activities (74)

Employment activities (78)

Security and investigation activities (80)

Financial service activities, except insurance and pension funding (64)

Insurance, reinsurance and pension funding, except compulsory social security (65)

Activities auxiliary to financial services and insurance activities (66)

Source: Eurostat (LMLT and HMHT manufacturing — https://ec.europa.eu/eurostat/statistics-explained/index.
phpz?title=Glossary:High-tech_classification_of_manufacturing_industries, Dynamic services — https://ec.eu
ropa.eu/eurostat/statistics-explained/index.php?title=Glossary:Knowledge-intensive_services_(KIS).
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