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ARTICLE

Austerity versus pragmatism: a comparison of Latvian
and Polish economic policies during the great recession
and their consequences ten years later
Leonardo Pataccinia and Raul Eametsb

aJohan Skytte Institue of Political Studies, University of Tartu, Tartu, Estonia; bDean, Faculty of Social
Sciences, University of Tartu, Tartu, Estonia

ABSTRACT
Despite many initial similarities, Latvia and Poland represent two opposite extremes in
terms of practical and theoretical approaches to the economic crisis. The Polish
government applied a ‘pragmatic’ approach to fight the recession, based on expan-
sionary fiscal policies and currency devaluation. Conversely, the Latvian administration
opted for the Austerity and internal devaluation strategy. Consequently, the objective
of this paper is to analyze, from the perspective of political economy, the strategies
chosen for the economic crisis management and their effects in Latvia and Poland, in
light of the main EU narratives about its causes and responses. The research contends
that the economic performance of both countries during the crisis was due to their
respective economic structures. On the one hand, Poland is a bigger, more diversified
and industrialized economy, with fewer channels of vulnerability and could apply
expansionary policies effectively. On the contrary, the economic model established in
Latvia generated a high exposure to external shocks, in particular, with a double
vulnerability in the banking sector. In this context, due to internal and external
motives, the Latvian government decided to apply the austerity and internal devalua-
tion strategy, worsening the economic decline and the subsequent recovery.

KEYWORDS Global financial crisis; Poland; Latvia; economic policies; austerity; crisis management

1. Introduction

Throughout their recent history, Poland and Latvia are two countries that show mean-
ingful similarities but alsomarked contrasts. On the one hand, both countries belonged to
the bloc of centrally-planned economies from central and eastern Europe (CEE) and after
the respective restoration of their independence, they underwent a deep process of
transformations and structural reforms to become market economies. To this end, both
initially countries applied a set of radical reforms usually referred to as ‘shock therapy’
(Marangos 2007). Moreover, after experiencing a sharp output drop in the early stages of
transition, both countries have demonstrated impressive economic growth in the early
years of the newmillennium and they simultaneously joined the European Union in 2004
(Roaf et al. 2014). Similarly, over the last decades, both countries have suffered large
migration outflows and demographic decline (Grabowska-Lusinska 2008).
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On the other hand, it is also true that these countries possess significant differences.
In the first place, Poland’s territory is almost five times larger than that of Latvia and its
population is approximately 38 million people, compared to less than 2 million in Latvia
today. From the economic point of view, their labor forces and domestic markets are
substantially different, the Polish being more diversified and less dependent on the role
of foreign demand due to its size (Myant and Drahokoupil 2011). Additionally, the
productive structures of both countries show remarkable divergencies. While industry
has played a fundamental role in Polish economic growth over the last two and a half
decades, since the restoration of its independence Latvia has gone through a profound
process of deindustrialization (Bohle and Greskovits 2012). One of the main differences
between these countries is how they performed during the global financial crisis (GFC)
that erupted in 2008.

Poland weathered the GFC without slipping into recession and it was the only EU
country to experience growth in 2009.1 For its part, Latvia experienced the worst economic
decline in the world during 2008–2010, when its GDP fell by 25%.2 At the regional level, all
the voivodeships of Poland (some similar in territory and population to Latvia), substantially
outperformed Latvia.3 This shows that economic performance during the GFC was not just
a matter of size but other factors played a greater role. Moreover, a decade after the
outbreak of the crisis, Poland’s real GDP is over 30% above the pre-crisis level, while
Latvia’s GDP only managed to reach the pre-recession level at the end of 2017.4

Accordingly, this article argues that Latvia and Poland represent two opposite
extremes in terms of practical and theoretical approaches to the economic crisis. On the
one hand, the economic policies applied by the Polish government to confront the global
recession are regarded as ‘pragmatic’ (Rae 2013; Myant, Drahokoupil, and Lesay 2013).
This denomination refers to a strategy that sought to avoid the introduction of strong
austerity economic policies. Instead the Polish government took active measures to
alleviate the impact of the recession on the domestic economy and its negative social
effects. On the other hand, the Latvian government opted to apply a radical set of policies
aimed at reaching a deep and rapid fiscal consolidation. This program is often called
‘austerity,’ due to the large cuts in public spending that it implied (Blanchard, Griffiths, and
Gruss 2013; Woolfson and Sommers 2016).

Thus, the objective of this article is to analyze, from the political economy perspec-
tive, the strategies chosen for economic crisis management and their effects in Latvia
and Poland, in light of the main EU narratives about its causes and responses. In this
way, the research will address the macroeconomic factors, institutional settings, and the
role of economic policies applied in both countries during and after the crisis to try to
understand their recent economic performances and draw conclusions on the best
practices for crisis management in new EU member states.

The article argues that since both countries are EU members, the choice of policies
applied during the GFC in Poland and Latvia was the outcome of the interaction
between political and economic domains both at the domestic and regional level. As
Copelovitch, Frieden, and Walter (2016) state, however, the understanding of the
interaction between economy and politics in the recent European crisis is still far
from complete. Therefore, the article will attempt to characterize the main political
economy narratives of the economic crisis at the EU level to contextualize and under-
stand their influence on strategies adopted in these states.

We consider that this work is highly relevant for various reasons. In the first place,
considering the social and economic consequences that the crisis has had in Latvia, as
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well as in other EU countries, it is fundamental to learn from recent experiences in order to
optimize crisis management and avoid the repetition of such dramatic and harmful
episodes in the future. In addition, Poland and Latvia, like most of the countries that
have joined the EU since 2004, still have to carry out an important catch-up process with
the most developed members of the EU. The crisis has seriously jeopardized this process,
and, in many cases, it has evenmeant significant setbacks. Therefore, understanding how
these circumstances can be avoided is of utmost importance to ensure the successful
convergence of new members and achieve one of the constitutive objectives of the EU.

The article is structured as follows: Section 2 summarizes the main narratives about
the causes of the economic crisis in the European Union. Section 3 analyzes the back-
ground and the management of Polish economic policy in the context of the global
crisis. Section 4 gives a brief overview of the development of the crisis and the policies
applied in Latvia, as well as their main consequences. Section 5 draws a comparison of
the main macroeconomic indicators of both countries and discusses them with the
main narratives and the literature of political economy on the crisis in the EU. Finally,
Section 6 summarizes the conclusions of the research.

2. The crisis narratives

In recent years, there have been remarkable efforts among economic scholars, political
analysts, and policymakers to understand the causes of the economic crisis in the EU
and explain its development and effects. In most cases, these efforts have focused on
the analysis of the Eurozone and its characteristics (e.g. Baldwin et al. 2015) but several
of these works have also considered the European Union as a whole and, in particular,
those economies with exchange rates tied to the euro. Yet, economists have often failed
to appreciate the role of politics in the evolution of the attempts to resolve the crisis,
while political scientists have excessively simplified its economic aspects (Copelovitch,
Frieden, and Walter 2016). In this context, over the last decade, political economists
have tried to account for both dimensions of the crisis in an articulated manner. The
analyses, however, have been far from homogeneous and it is possible to identify five
main narratives in the field of political economy that explain the severity of the
economic crisis in the EU during the last decade.

On the one hand, mainstream narratives argue that there were a series of factors that led
to economic overheating in peripheral countries.5 These factors are a) fiscal indiscipline and
excessive issuance of sovereign debt and b) loss of competitiveness due to increases in unit
labor costs (ULCs). These interpretations have been endorsed by a large number of scholars
and EU officials (see below). On the other hand, from more critical perspectives, the crisis
has been explained as a consequence of the intrinsic imbalances between central and
peripheral countries within the EU. In this group, it is possible to find three main strands,
explaining the crisis as a consequence of c) the defects in the institutional setup of the
European Union and the asymmetries among EU members; d) a crisis of balance of
payments in a fixed exchange rate regime; and e) financialization of the EU economy,
focusing mainly on the role of the banking sector, financial markets, and capital flows. Of
course, all these interpretations are complex and intertwined and, in most cases, they do
not deny the importance of the other factors, but rather emphasize the predominance of
a particular element. To make a brief summary of these narratives, we will mention some of
the most prominent representatives of each of them and their main arguments.
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The first narrative asserts that large fiscal deficits and excessive foreign indebtedness
during the pre-crisis years led to economic overheating in EU peripheral countries, the
most affected by the crisis (Fiscal profligacy narrative). As a result, when the crisis broke
out in 2008, the financial and budgetary situation of these countries worsened evenmore,
forcing them to resort to bailout loans to overcome the downturn.6 As pointed out by
Storm and Naastepad (2016), this is the vision supported by many of the main European
and EU officials, such as Jean-Claude Trichet (2010), Wolfgang Schäuble (2011), and
Christian Noyer (2012), as well as some researchers (e.g. Schuknecht et al. 2011).

Second, some authors like (Åslund 2010), Black (2010) and Sinn (2011), 2012, Sinn
(2014)) link the crisis to external imbalances caused by the deterioration of competi-
tiveness in peripheral countries (DoC narrative). In this view, initial optimistic expecta-
tions about income convergence of peripheral countries generated short-term capital
inflows that pushed up inflation and, in the context of fixed or common exchange rates,
wages increased faster than productivity. As a consequence of that, tradable goods
from these countries became more expensive in the international market while imports
became relatively cheap, leading to ballooning current account deficits financed by
private capital inflows.

A third view locates the roots of the crisis in the economic and institutional asym-
metries grounded in national varieties of capitalism (VoC narrative) within the EU,
between net exporting countries, and net importing countries (Bellofiore, Garibaldo,
and Halevi 2010; Hall 2014; Bohle 2018). These asymmetries generated large balance of
payments surpluses that the banks from exporting countries were to lend to firms and
governments from the importing countries to sustain demand. Thereby, an influx of
cheap credit encouraged demand-led growth in the latter economies. Due to the rigid
exchange rates, however, deficit countries must undertake adjustment through reces-
sion while surplus countries suffer the consequences through their exports, affecting
their levels of activity and employment.

The fourth approach interprets the European downturn mainly as a balance of
payments crisis (BoP narrative). From a heterodox Cesaratto (2013, 2015) asserts that
the EMU worked similarly to a fixed exchange rate system with de-stabilizing capital
flows and external structural imbalances between non-homogeneous countries. In this
context, the main cause of the crisis lies in the current account imbalances brought
about by restrictions to apply exchange rate adjustments, which induced peripheral
countries to become indebted to central countries. Similarly, from a neoclassical point
of view, the increase in the domestic income level (mainly through wages) led to a more
than proportional increase in consumption, as the marginal propensity to save
decreased (Bičevska, Meļihovs, and Kalnbērziņa 2009). Thus, in the case of small and
open peripheral economies, the expansion in consumption boosted imports. Yet, in the
context of a fixed exchange rate regime, the Central Bank was not capable of controlling
the money supply to balance the economy. In this way, the unsustainable outflow of
foreign currency due to the trade deficit added to the growing external debt and
inevitably led to a balance of payments crisis.

Finally, Stockhammer (2010), Hein and Mundt (2013), and O’Connell (2015), among
others, point out that unregulated cross-border financialization in the context of the
centre-periphery division within EU was the main cause of the crisis (Financialization
narrative). The authors argue that due to the deregulation of financial activities both at
the global and EU level, providing huge leverage facilities, allowed financial institutions
from the centre to fund their lending to the periphery with liabilities from outside the
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EU, and not necessarily residents’ savings. These capital flows from the central countries’
financial institutions were channeled to consumption, creating boom-bust cycles in the
periphery, like the Baltic countries, based on debt-led growth supported by cheap
credit and negative real interest rates for loans denominated in uros. In this way,
when the debtors of the peripheral countries could not repay their debts, they trans-
ferred the crisis to the creditor countries through the financial channel.

The previous paragraphs have tried to characterize the main political economy
narratives explaining the causes of the GFC in Europe as a conceptual framework to
discuss the evolution of the economic situation and the main policies applied in Latvia
and Poland during the global financial crisis and afterward.

3. Poland

3.1 Pre-crisis developments

The macroeconomic policies initiated in late 1989 and early 1990 were a set of radical
measures known as ‘the Balcerowicz plan’ (Gomulka 1998). Based on the principles of
the ‘shock therapy’ approach, the policies were aimed at reaching macroeconomic
stabilization as rapidly as possible. For this purpose, the plan applied a restrictive
monetary policy to reduce the money supply and promote the establishment of
positive real interest rates in the context of high inflation; the elimination of the budget
deficit, primarily through reductions in subsidies and tax exemptions; liberalization of
prices and foreign trade, and convertibility of the zloty; and a restrictive income policy,
including a high tax on wage increases in state firms and revocation of the indexing of
wages. These macroeconomic policies were accompanied by the rapid privatization of
small and medium size enterprises, while large scale privatization was a harder process
(Jackson, Klichand, and Poznańska 2005).

The immediate consequence of these policies was a substantial decline in levels of
economic activity. GDP dropped about 14% between 1989 and 1991 while the country
suffered from hyperinflation in 1989 and 1990. Simultaneously, unemployment increased
dramatically between 1989 and 1993, reaching a peak of more than 16%, while real wages
dropped by 27% compared to the pretransition levels. Thereby, the impact of the initial
economic policies contributed directly to a change in government. The new government,
led by the Democratic Left Alliance, applied a less stringent economic plan, although it
followed the same basic strategy as its liberal predecessor (Jackson, Klichand, and
Poznańska 2005). The macroeconomy, which had shown weak signs of improvement in
1993, expanded greatly since 1994, based on the increasing role of foreign direct invest-
ment (FDI) (Bohle and Greskovits 2012). The process of economic growth was consolidated
by the accession of Poland to the EU in 2004. Unlike other CEE countries, however, Poland
did not experience any boom cycle but rather, it continued to grow at moderate but
sustained rates. In this way, the average GDP growth rate for the period 1993–2007 was
4.76%. It is important to mention that, although the country experienced several slow-
downs during these years, it did not suffer any contraction of economic activity.

As for the main causes of this performance, Greskovits (2014) points out the role of
the Polish economic structure. The author argues that since the beginning of the
economic transformation, Poland, and the other countries in the Visegrád Group,
tried to take advantage of existing industrial legacies and, in the context of EU acces-
sion, FDI from countries like Germany, Austria, and the Netherlands played a key role
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not only in promoting economic growth but also in integrating Polish firms into
European value chains. Consequently, far from being a source of cheap and unskilled
labor, Poland became an industrial export-led country, developing comparative advan-
tages in skilled segments of complex manufacturing such as automobiles, electronics,
or pharmaceutical industries (Marin 2010; Bohle 2018).

3.2 Poland during the global financial crisis

As mentioned above, Poland was the only EU economy to avoid the economic recession in
2008–9. The explanations of Polish performance during the global financial crisis are varied.
On the one hand, Åslund (2013) argues that Poland did well during the crisis due to three
main factors: a) strict monetary policy during the boom years that helped to avoid over-
heating; b) floating exchange rate and 3) fiscal stimulus and looser monetary policy when
the credit crunch happened. Similarly, the IMF (2013) asserts that the secret of Poland’s
success was the combination of very strong fundamentals and effective counter-cyclical
policies. Moreover, the European Central Bank (ECB) (2010) argues that countries with
a flexible exchange rate regime, such as Hungary, the Czech Republic, Poland, and
Romania managed to enhance their competitiveness during the crisis through sizable
nominal depreciations of their currencies. Thus, greater external competitiveness and
increasing import prices helped to decrease the current account deficits and reduce the
impact of external shocks.

On the other hand, many economists tend to focus more on the low dependence on
business and consumer (foreign) credit and the role of external and domestic demand
to explain the Polish performance during the global crisis (Matkowski, Rapacki, and
Prochniak 2016; Myant and Drahokoupil 2013; Drozdowicz-Bieć 2011). Hence, the
combination of a large industrial sector, a big domestic market, and a low dependence
on credit made Poland less exposed to external financial shocks.

Finally, some authors emphasize the role of EU funds and the application of heterodox
policies, such as the reversal in the pension system reform, as drivers of Polish economic
stability during the global downturn (Rae 2013). While FDI inflows have become more
volatile and declined after the crisis, Structural Funds have increased steadily and replaced
FDI as themost important external source of finance to keep economic growth (Bohle and
Jacoby 2017). In this, Structural and Cohesion Funds (SCF) from the EU were crucial to
offset the slight decrease in private investment and run countercyclical policies in the
context of the global financial crisis and falling external demand.

One of the key aspects of the Polish economy compared to its neighbors from central
and eastern Europe is that the country did not experience a collapse in its banking and
financial sectors (Rae 2013). After joining the EU, in 2004, substantial amounts of credit
flowed to new member states like Poland from Western European banks. These inflows
caused the zloty to appreciate by more than 50% against the euro during the credit
boom.7 In the first half of 2009, however, when the crisis hit, and Western European
lenders started to pull their money out of Poland, the zloty lost more than a third of its
value against the euro.8 This situation had a positive effect on the trade balance, since it
increased the price of imported goods and promoted the consumption of domestic
goods. Moreover, falling external demand from key trade partners also led to a fall in
imports, since less imported inputs were necessary for export-oriented production. As
a result, exports denominated in euros (current prices) dropped less that imports (by
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17.1% and 26.3%, respectively) and trade balance improved significantly (Rudzkis and
Rojaka 2010).

The improvement in terms of trade was complemented by the role of domestic
demand, which was able to expand even in the context of foreign credit curtail-
ment and due to the size of its domestic market, the Polish economy was relatively
more diversified and reliant upon internal consumption than its neighbors from
central and eastern Europe (Rae 2013). In these circumstances, the devaluation of
the zloty was crucial to keep demand expanding. Consequently, household con-
sumption remained strong during these years, although this could only be main-
tained at the expense of a cut in the household savings rate from 9.4% of
disposable income in 2009 to 2.1% in 2011 (Vincent 2014). Additionally, inflation
in Poland in 2009 was markedly higher than in the most EU countries, to a large
extent owed to increased food and energy prices caused by the devaluation of the
zloty (Rudzkis and Rojaka 2010). The crisis also had negative macroeconomic
effects on the Polish economy, however, mainly due to the decline in external
demand, which affected the level of employment. Accordingly, with the outbreak
of the crisis unemployment increased steadily, from 6.8% in the fourth quarter of
2008 to almost 10% in the first quarter of 2010.9

Nevertheless, probably the main feature of economic management during the interna-
tional downturn was that the Polish government, led by the Civic Platform (PO) party,
explicitly rejected austerity strategies and, in turn, applied expansionary policies (Rae 2013).
Despite belonging to a right-wing coalition, usually associated with more conservative
approaches, the PO’s administration paid substantial attention to social interests and
seriously took into consideration the social costs of its policies. According to Myant,
Drahokoupil, and Lesay (2013), this was due to the fact that the PO pursued a careful
strategy of reelection.

Hence, the Polish government responded to the crisis with the Stability and
Development Plan (SDP), in November 2008. The SDP’s budget amounted to 0.7% of
GDP (91.3 billion zlotys, equal to approximately €21.9 billion) and, overall, the plan was
intended to stimulate investment as well as support consumer conditions (Reichardt
2011). Additionally, the National Bank of Poland complemented the SDP with two anti-
crisis actions: The confidence package (October 2008) and the ‘Lending Activity
Stimulus Pact in Poland.’ Both actions were aimed at ensuring liquidity in the banking
sector, the former at the inter-bank level and the latter in relation to commercial banks’
credits (Jungmann and Sagemann 2011). Moreover, monetary policy was also loosened
until the end of 2010 and the National Bank of Poland applied successive cuts in the
reference interest rate, which was brought from 6% in 2009 to 3.5% in 2010.

During the boom years, the public deficit shrank from more than 6% of GDP in 2003
to less than 2% in 2007.10 This allowed the government to apply robust counter-cyclical
fiscal policies that were crucial to maintain the level of economic activity. The Polish
government increased investment throughout the crisis, from an average of 3.9% of
GDP between 2004 and 2008 to 5.5% of GDP between 2009 and 2011.11 During this
period, private investment only shrank by less than 1% of GDP.12 Thus, the combination
of a small decline in private investment and a significant increase in public spending
allowed the overall level of investment to increase. On the down side, the budget deficit
doubled from 3.6% of GDP in 2008 to over 7% of GDP in 2009 and 2010, and public
sector debt rose from 47.1% of GDP in 2008 to 56.2% in 2011.13
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In addition to the good health of the Polish public finances, Poland was the largest
recipient of Structural and Cohesion Funds from the EU, some €67 billion for the period
2007–13 (European Commission 2009). These resources helped the Polish government
to expand the level of public expenditure and develop large investment projects,
mainly in infrastructure.

3.3 The aftermath of the crisis

After overcoming the global economic recession in 2008–10 and achieving reelection in
2011, PO’s economic policies experienced a notable change. The main feature of the
new approach was greater concern over the budget deficit (Reichardt 2011; Myant,
Drahokoupil, and Lesay 2013). Accordingly, the government set a target to reduce
public debt to 42% of GDP by the end of 2015 and the budget deficit to just 1% by
the end of the government’s term in office (Rae 2013). On the one hand, the govern-
ment froze public-sector pay, limited early retirement, and cut employment creation
measures. On the other hand, it increased VAT by 1%, to 23%, and applied changes in
the financing system for pensions (Krajewski and Krajewska 2011). The effect on state
budget consolidation was significant, the budget deficit decreased to 4.8% of GDP in
2011, while it was 7.3% in the previous two years, and it continued decreasing to less
than 4% in 2012.14 Similarly, public investment declined from 4.6% of GDP in 2012 to
3.6% in 2013.15 Faced with accelerating inflation (averaging 4.3% in 2011 and still above
3.8% until September 2012), monetary policy also became tighter, and the reference
interest rate rose from 3.5% at the end of 2010 to 4.75% in May 2012.16

Another measure taken during this period was the reform of the pension
system, in 2011. Under the system established in 1999, 7.3% of pension contribu-
tions went to private funds. After the reform, however, the share of workers’ gross
salary to be transferred to the private pensions was reduced to 2.3% in 2011,
although it would be progressively increased up to 3.5% in 2017 (Dybal 2014). In
other words, the changes introduced in May 2011 reduced the share of funds
being passed to private funds to less than one third of its previous level, increasing
the revenue that flowed through the state budget. The PO government thereby
moved a significant sum of money away from private pension funds and into the
state budget, helping to control its public finances. It reflected both the desire to
reduce state debt and a more realistic assessment of the costs and performance of
the private pension system (Drahokoupil and Domonkos 2012).

The combination of more conservative economic policies, high unemployment,
reductions in real wages, and the context of the euro crisis finally led the Polish
economy to experience a severe slowdown: GDP growth rate amounted to 1.9%
in 2012 and less than 1.4% in 2013. Net exports, however, helped to resume
stronger rates of growth, mainly related to the German recovery (Vincent 2014).
Moreover, investment and domestic demand increased, benefiting from lower
interest rates and the monetary easing, which began in November 2012, leading
to an acceleration in real wages and a decrease in unemployment. Finally,
another crucial positive stimulus for the Polish economy was the provision of
SCF by the EU, which may amount to €73 billion between 2014 and 2020
(European Commission 2014).
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4. Latvia

4.1 Pre-crisis development

In 1991, Latvia, along with the other Baltic states, regained independence from the
USSR and began a rapid and radical process of reforms to establish market-based
economies (Bohle and Greskovits 2012). Thereby, in the early 1990s Latvia adopted
a mix of policies advocated by the Washington consensus, including fiscal discipline,
liberalization of prices and trade, deregulation of markets and privatizations (Kattel and
Raudla 2013). Additionally, the country applied a currency peg aimed at fighting
inflation and facilitating international trade (Staehr 2013). After a long and deep transi-
tional recession (1991–4), followed by a domestic banking crisis (1995) and the Russian
financial crisis (1998–9) by the beginning of the twenty-first century Latvia finally
entered a period of sustained growth.

Starting from 2000, Latvia experienced an unprecedented cycle of economic growth
that gained momentum after EU accession in 2004. Between 2000 and 2007 real GDP
almost doubled, while consumption and investment expanded, unemployment
decreased, and living standards in the country improved substantially. The Latvian
average annual growth rate for 2004–7 was 10.3%. The economic boom was driven
mainly by international financing conditions, allowing large amounts of capital flow into
the country (Staehr 2012). This impressive economic growth, however, was accompa-
nied by noticeable and increasing vulnerabilities.

Easy access to credit and negative real interest rates in foreign currency fueled
domestic demand and investment but this dynamic accumulated unsustainable internal
and external imbalances. From 2005–9, the ratio of bank credits to GDP granted to
households and non-financial corporations doubled, reaching 90%, and over 80% of that
credit was denominated in foreign currency, mainly euros (Kattel and Raudla 2013).
Besides, since 1 January 2005, Latvia applied a new parity for the fixed exchange rate
in order to fulfill the Copenhagen convergence criteria and join the Economic and
Monetary Union of the EU.17 The exchange rate chosen was 1 lats (LVL) equal to €1.42.
Together with the economic growth, inflation arose, reaching 10% in 2007, leading to
a substantial appreciation of the real exchange rate (Klyvienė and Rasmussen 2010). In
turn, this led to a severe a deterioration of trade deficits that surpassed 20% of GDP in
2006 and 2007.18 Furthermore, since a large majority of Latvia’s imports were financed
with funds provided by foreign banks to their Latvian subsidiaries, Latvian Banks’
liabilities to foreign banks rose from 6% of GDP in 2000 to almost 54% in 2007
(Blanchard, Griffiths, and Gruss 2013). Foreign bank credit was also the main cause of
the inflation of asset prices and sectorial bubbles in the Latvian economy (Hudson 2014).
The most noticeable of these bubbles was that of the real estate sector, where prices
increased more than twice in 2005–7 (European Commission 2010).

4.2 The economic collapse and crisis management strategy

The first signs of economic deceleration appeared already in the spring of 2007, when real
estate price growth stopped abruptly, and in the first quarter of 2008 housing transactions
decreased considerably, pulling property prices down (OECD 2015). Furthermore, credit
market growth slowed in 2008 as a consequence of worsening expectations and the
negative effects of the GFC, and export demand collapsed, affecting Latvia severely due
to its openness and reliance on the external sector. These circumstances encouraged a flight
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to quality by investors and consequently a sudden stop of capital flows to Latvia (Staehr
2013). The situation was exacerbated by the disruption of financial markets, which led
foreign banks to apply more cautious lending policies and tighten credit standards (Epstein
2013). In this context, households and firms reduced consumption and investments notice-
ably. Rapidly, the combination of these factors led to a large output contraction and
increasing unemployment. In particular, the output decline affected labor-intensive sectors
such as construction, manufacturing, and retail services (Staehr 2013). Nevertheless, in 2008
the inflation rate reached over 15%, driven by rapidly rising energy prices, affecting
consumption even more. Thereby, since late 2007, Latvia was already suffering a severe
recession due to a combination of factors that froze consumption. The worst, however, was
yet to come.

After the collapse of the Lehman Brothers, in September 2008, the situation in the
banking sector became critical. International investors began to withdraw assets from
Latvian banks and the percentage of non-performing loans in the credit portfolio
soared, forcing banks to make large provisions and incur significant losses.19 In this
context, Parex Banka, the largest non-foreign bank and the second largest bank in the
country, was the most affected institution by the crisis (OECD 2016).20 In order to avoid
a complete banking sector collapse, the bank was nationalized in November 2008 for
the symbolic sum of 2 LVL (FKTK 2009, 7). After the collapse of Parex Banka, however,
Scandinavian institutions further reduced their operations in Latvia. Consequently,
lending ground to a halt, real estate prices continued in free fall, and the value of
collateral shrank, creating additional pressures on the credit system.

It was evident that in the context of marked recession and growing budget deficit,
the Latvian state did not have sufficient resources to cope with the costs of bailing out
the domestic banking sector and facing external imbalances. Consequently, in
December 2008, the Latvian government requested a bailout loan. In response, the
European Commission, the IMF, the World Bank, and the governments of the Nordic
countries whose banks were operating in the Latvian market pooled €7.5 billion
($10.5 billion), amounting to a third the country’s GDP.21 This assistance was to be
released in several tranches, following Latvia’s progress in the implementation of an
agreed stabilization program, containing commitments for fiscal consolidation and
various structural reforms (Sommers and Woolfson 2014).

Yet, the political consequences of the crisis were immediate, and in February 2009
Prime Minister Ivars Godmanis was forced to resign. A new government was formed in
March, led by Valdis Dombrovskis, the former minister of finance. The first actions of the
new government included the implementation of a new economic program focused on
austerity and fiscal consolidation, following the IMF prescriptions. According to this
program, two thirds of the overall fiscal target was to be achieved by cutting expendi-
tures, and the remaining third by tax increases (Austers 2014). The scale of fiscal
consolidation was fierce. On the one hand, the number of public sector employees
was reduced by almost one third and their remuneration bill was cut by 30% (Kattel and
Raudla 2013).22 Additionally, cuts in health, education, pensions, and maternity benefits
were applied (Austers 2014). On the other hand, revenue-raising measures included
a decrease in the personal income tax rate from 25% to 23% in 2009, but a subsequent
increase to 26% in 2010, an increase in the value added tax (VAT) rate from 18% to 21%
in 2009, an increase in excise duties on alcohol, tobacco, and energy, an increase in
property tax and vehicle taxes, and the introduction of new taxes.23 Besides, in the case
of Latvia, SCF did not play as decisive a role compared to Poland and even to the other
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Baltic States due to the drastic reduction in the number of public employees, which
created a shortage of human resources to implement the funds from the EU (Cepilovs
2013).

During this period and even after the crisis, Latvian officials have defended the
choice of austerity and the internal devaluation (as termed by Åslund and
Dombrovskis 2011) as the most suitable strategy to overcome the economic crisis. For
instance, Ilmārs Rimšēvičs (2010), Governor of the Bank of Latvia, praised the benefits of
an internal adjustment strategy to promote economic growth. Similarly, Valdis
Dombrovskis (2013), the Latvian prime minister during the crisis, held that ‘The ambi-
tious and front-loaded fiscal consolidation was instrumental in anchoring confidence
and in its way provided positive stimulus for economic recovery.’ All in all, as stated by
Dombrovskis, the austerity and fiscal consolidation strategy was aimed at achieving
financial stability, considered as a precondition for economic growth (IMF 2012).

The choice of this strategy was based on a broad set of economic and political
considerations. First, the Latvian government intended to maintain the exchange rate
to meet the convergence criteria in order to adopt the euro. Second, it was argued that,
considering the large proportion of domestic loans in foreign currencies, a substantial
depreciation of the nominal exchange rate would have imposed higher debt servicing
costs to the private sector with severe effects on domestic demand and the real estate
sector, while it would have entailed only small gains in competitiveness, due to the very
high exchange rate pass-through of the Baltic economies (Staehr 2013; Purfield and
Rosenberg 2010; Lütz and Kranke 2014) also mention that some donor institutions, in
particular the European Commission, put pressure on the Latvian government to avoid
a nominal devaluation. Finally, Purfield and Rosenberg (2010) point out the fear of
contagion from devaluation in Latvia to other exchange rates in other Baltic countries
and in southeastern Europe, and that the losses on loans in Nordic banks engaged in
the Baltic countries could hurt confidence in these banks, which were already having
difficulties in the context of the GFC.

Yet, one of the main and most controversial features of Latvian fiscal consolidation
was its regressive nature, which focused on public employment, social expenditure, and
broadened the tax base by lowering the thresholds but refused to apply taxes on real
estate and capital gains as advised by some international organizations (Austers 2014;
Hilmarsson 2014). As a result of these measures, domestic demand plunged dramati-
cally and the recession deepened. Overall, between 2008 and 2010 Latvia’s GDP
declined by 25%. Additionally, the social costs of the crisis proved to be high and
enduring. The unemployment rate rose from 5.3% at the end of 2007 to 21% at the
zenith of the crisis in early 2010, and even at the end of 2016 official statistics showed
that the unemployment rate was around 9.5%.24 Nevertheless, to a large extent, the
decrease in unemployment in the years after the crisis was due to the elevated level of
emigration and it is estimated that the net loss of population in 2009–11 amounts to
approximately 120,000 people, or 10% of the labor force (Weisbrot and Ray 2011).
Unfortunately, this process did not stop when the economy recovered and continued in
the following years. According to official statistics, in the last decade Latvia lost more
than 10% of its total population and over 80% those who emigrated were aged 18–35.25

Notwithstanding, it is worth mentioning that despite the effects of internal devaluation,
the government led by Dombrovskis did not face significant public protests during his
administration and the parliamentary elections of October 2010 demonstrated
increased support to the incumbent coalition.
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Finally, in the last quarter of 2010 the country returned to economic growth. Since
then, Latvia has experienced a period of uninterrupted expansion: 6.4% in 2011, 4% in
2012, 2.6% in 2013, 1.9% in 2014, 2.8% in 2015, and 2.1% in 2016.26 Moreover, on
1 January 2014, Latvia finally joined the Eurozone. Yet, despite the pace of recovery,
which was slow compared to the rapid economic decline and it took a decade to reach
the pre-crisis level of GDP, austerity and internal devaluation strategies in Latvia have
been portrayed as an indisputable success by many scholars and policymakers (Åslund
and Dombrovskis 2011; Blanchard, Griffiths, and Gruss 2013).27

4.3 Interpretations of the Latvian crisis

When explaining the causes of the recession in Latvia, as in the other Baltic economies,
many authors resort to the argument of economic overheating (Klyvienė and
Rasmussen 2010; Åslund and Dombrovskis 2011; Blanchard, Griffiths, and Gruss 2013).
The main narrative argues that since early 2000s, these countries grew at high rates due
to the arrival of short-term capital inflows from foreign banks, mainly Swedish ones.
Since these countries maintained fixed exchange rates, the currency inflows drove up
inflation. This was reinforced by expansionary fiscal policies during the years of growth.
The high levels of inflation combined with fixed exchange rates raised the Unit Labor
Costs, making Latvian and other Baltic economies less competitive, which in turn,
resulted in excessive imports and large current account deficits. Therefore, when the
global financial crisis inflicted a sudden shock upon international finance, an immediate
and sharp fall in output occurred (Åslund 2010). Similarly, Staehr (2013) supports the
argument that most of the downturn after the outbreak of the global financial crisis was
a consequence of the preceding boom, which led to overheating and financial exposure
in the Baltic states, mainly through the rapid accumulation of net foreign liabilities.

An alternative approach (Hübner 2011; Kattel and Raudla 2013; Sommers and
Woolfson 2014) argues that the economic downturn in the Baltic countries was
a direct consequence of the neoliberal set of policies applied since the beginning of
transition. The full liberalization of international trade, prices and capital flows in
combination with fixed currency pegs led to an unsustainable economic boom fueled
by cheap credits provided by Scandinavian banks. This situation led to severe external
imbalances and, in the case of Latvia, these imbalances were particularly acute, due to
the overvaluation of the Lats, both in nominal and real terms and the fact Latvia was the
country with the highest wage growth and the lowest productivity gains among the
Baltic states.

In other words, although the sequence of events is very similar in both descriptions,
the essential distinction between them is that the first narrative explains the crisis based
on conjunctural aspects, such as the conditions of the international financial environ-
ment and the (mis)management of economic cycles during the boom years, while
the second perspective argues that the causes lie in the neoliberal economic model
established since the beginning of the transition, which made the Latvian economy
structurally dependent on foreign funds and exposed to external shocks. Yet, different
interpretations on the roots and evolution of the crisis implied also different policy
prescriptions. The most influential approach in Latvia, the overheating interpretation, is
based on the combination of the main EU crisis narratives, pointing to the expansionary
fiscal policies during the boom years (‘fiscal profligacy’ narrative) and the loss of
competitiveness due to the increase in labor (DoC narrative). Consequently, the
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measures requested by the EU institutions consisted of fiscal austerity and pro-cyclical
policies in order to reestablish the macroeconomic equilibrium, such as in the other
countries that received financial assistance from the EU.

On the other hand, some prominent mainstream economists such as the Nobel Prize
winner Paul Krugman (2008), along with Edward Hugh (2008), Nuriel Roubini (2009),
and Kenneth Rogoff (2009) have shared a diagnosis about the main causes of the crisis
but not the implementation of austerity measures to overcome it. Most of these authors
compared the Latvian situation to that of Argentina in 2001 and claimed there was
a need for a nominal devaluation to make the Latvian economy more competitive and
revitalize the growth. Furthermore, Krugman (2010) also argued that these policies
should be accompanied by fiscal stimuli as the most effective way to help the depressed
economies to recover and fight unemployment and recession.

Finally, a large number of heterodox authors (Weisbrot and Ray 2011; Callinicos
2012; Sommers and Woolfson 2014; Myant 2016) have expressed a very critical per-
spective on austerity and internal devaluation strategies. These authors assert that
these policies worsen the economic and social consequences of the crisis, favoring
foreign banks and financial actors’ interests. Most of them claim that counter-cyclical
policies and a change in the role of the estate in the economy would have been
desirable to manage the negative effects of the recession.

5. Comparison and discussion

As mentioned above, one of the main arguments to explain the crisis at the EU level is
that of the ‘fiscal profligacy’ narrative. Now, when one looks at the macroeconomic
indicators, this explanation does not seem to be corroborated in the case of these
countries. From the beginning of the 2000s until 2007, Latvia’s fiscal budget was
adjusted to comply with the Maastricht convergence criteria (Figure 1). Likewise, the
Polish budget deficit exceeded the limit of 3% of GDP by far between 2001 and 2006
but during the global financial crisis, the country avoided recession. Therefore, at first
glance, in these countries there seems to be no direct correlation between the excessive
deficit in the pre-crisis years and the impact of the GFC.28

Similarly, the level of Latvian public debt during the boom years was remarkably low
and it even declined between 2004 and 2007 (Figure 2). Yet, public debt increased
when the crisis began as a consequence of the sharp drop in GDP and the bailout loan
requested from foreign donor institutions. For its part, Poland’s public debt was con-
siderably higher than that of Latvia and increased practically throughout the period,
especially from 2008 onward. This did not imply, however, greater exposure to the
global economic downturn. Therefore, in these two countries, the level of public debt
does not seem to be the cause but rather a consequence of the crisis.

Yet, the evolution of the current account seems to have a more direct relation to
economic performance during the crisis. As shown in Figure 3, during the years of the
economic boom, Latvia dramatically increased its current account deficit, especially
after entering the EU, exceeding 20% of GDP in 2006 and 2007. On the contrary,
throughout the period, Poland maintained a more balanced account balance, which
rarely exceeded 5% of GDP. Thus, while deficit and public debt to GDP ratios were
better in Latvia, the country accumulated higher current account imbalances compared
to Poland.
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Proponents of DoC narrative considered that the main cause of the crisis in periph-
eral countries was the lack of competitiveness due to increases in the costs of produc-
tion, mainly wages, during the economic boom, which, in turn led to trade imbalances.
Indeed, Figure 4 confirms a sharp increase in Latvian ULCs during the years prior to the
crisis while Polish ULCs remained more stable over the period. To cope with this
situation, in the wake of the economic recession, the Latvian government decided to
apply an ‘internal devaluation’ strategy to reduce local firms’ costs of production and
restore external competitiveness without depreciating the exchange rate. Accordingly,
one can observe a sharp decline of Latvian ULCs after 2008.

Figure 1. General government balance as % of GDP, 2000–2016.

Figure 2. General Government gross debt as % of GDP.
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As quoted above, many Latvian and EU policy makers, as well as members from
International Financial Institutions and scholars, claimed that the economic recovery in
Latvia occurred thanks to the application of ‘internal devaluation.’ The arguments,
however, on the role of ULCs in the Latvian economic downturn and recovery have
also been questioned by many authors.

First, despite ULCs increasing steadily before the crisis, Latvian exports grew at
a strong pace during these years (Figure 5). Therefore, at first glance, rising ULC did
not impede the expansion of exports. Conversely, the problem of the trade balance
does not seem to be the lack of competitiveness of exports, but rather the sizable
amount of imports, which increased dramatically faster than exports during the eco-
nomic expansion.

Figure 3. Current account balance, Latvia and Poland 2000–2016 (as % of GDP).

Figure 4. Nominal unit labor costs of Poland and Latvia index, 2000–2016 (2010 = 100).
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Second, regarding the positive effects of the ‘internal devaluation’ there are also
different interpretations. On the one hand, Staehr (2013) asserts that although exports
have played a major role in the economic recovery in the Baltic states since 2010, it is
difficult to establish a direct link between austerity policies and export performance.
The author points out that after an extraordinarily deep contraction in exports some
rebound was to be expected. Additionally, the research mentions that exports picked
up while unit labor costs were still at or above their 2007 level and that the sudden
decline in domestic demand may have led to excess capacity and compelled producers
to increase exports. On the other hand, Austers (2014) contends that the bulk of the
wage cuts were made in the public sector, not in tradable sectors, therefore, not
affecting exports directly.

Finally, Bohle (2018) argues that despite significant wage cuts during the crisis years,
Latvia has been unable to restore a competitive real exchange rate. In fact, ULCs have
grown substantially since 2012 and they are far above the pre-crisis level. Despite the
increasing ULCs, however, exports have remained at the same level.

Thus, Latvia accumulated serious trade deficits during the boom years and exports
played an important role in the recovery after the crisis, coinciding with the ULCs
narrative arguments. On the one hand, if one considers Latvian exports growth before
the crisis, it is not clear that rising ULCs alone have led directly to current account
imbalances. On the other hand, it is hard to measure the direct effects of internal
devaluation on competitiveness and exports performance in Latvia during this period,
and many authors assert that the causal link between them is more complex and
controversial than often assumed by its advocates.

The VoC narrative argues that the EU crisis can be explained as the consequence of the
asymmetries existing between different varieties of capitalism integrated into an eco-
nomic union. From the initial stages of the transition, the transformation strategy applied
in Latvia, like in the other Baltic countries, implied a radical process of deindustrialization,
as a way to break with Soviet legacies (Hudson 2014) and with a greater expansion of
services and the financial sector. This was complemented by an exhaustive liberalization

Figure 5. Latvia´s exports and imports, 2000–2016 (in thousands of euros).
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of the external sector, both of goods and capital (Hübner 2011). In contrast, the Polish
strategy prioritized the consolidation of preexisting industrial capacities (Bohle and
Greskovits 2012). Furthermore, while the Latvian manufacturing sector was totally depen-
dent on the Soviet economy, the Polish one had more experience in terms of autonomy
and exchange under capitalist market conditions, even during the period of central
planning. Thereby, these developments have set up considerably different productive
structures in both countries. For instance, before the crisis, on average, the industrial
sector accounted for 32% of the gross value added to GDP in Poland, of which, more than
17% came from the manufacturing sector (Figure 6). In the following years, the share of
the industrial sector increased to 33% and manufacturing accounted for 19% of the total
gross valued added to GDP. This means that the industrial sector as a whole, and the
manufacturing in particular, played a fundamental role in the economic performance of
Poland during the GFC, assuming even more prominence, especially after 2013. For its
part, in the case of Latvia, also on average, before the crisis, industry represented 24.5% of
the gross value added to GDP and after the crisis, its contribution was reduced to 23%.
Similarly, the share of manufacturing activities fell from an average of almost 14% before
the crisis to 12% in subsequent years. These divergences are also expressed in the foreign
trade structure of both countries. Throughout the period, Polish exports mainly com-
prised ofmanufactured and industrial commodities (machinery, electronics, and transport
equipment), while Latvian exports were composed mainly of primary and low value-
added goods.29 In other words, the strategies applied during the crisis deepened the
differences in the productive structures of both countries, consolidating the respective
varieties of capitalism in each of them.

The main consequence of the configuration of a highly liberalized model without
competitive tradable sectors with high value-added and driven by foreign capital, such
as the Latvian one, is that it is much more volatile and vulnerable due to its exposure to
external shocks. This seems confirmed by Figure 7, which shows that since the begin-
ning of the transition, the Latvian economy has experienced recurrent crises, some of
them extremely severe, while the Polish economy has been less volatile and has
expanded steadily since 1992.

Figure 6. Comparison of average gross value added as % of GDP by industry and manufacturing sectors in
Poland and Latvia before and after the crisis (periods 2000–2007 and 2008–2016).
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The BoP and ‘financializaton’ narratives share a number of common features, there-
fore, we will analyze them together. In the first place, it should be noted that the Polish
and Latvian banking sectors show substantial differences among themselves. On the
one hand, the Latvian banking sector has been extremely liberal and deregulated from
the beginning of the transition (Nissinen 1999; Zubkova et al. 2003) and has faced
several crises and episodes of corruption since then. Conversely, the banking sector in
Poland has been relatively sound and well regulated (Leven 2011). On the other hand,
during the boom years, Poland did not experience a significant financial bubble, and
the level of private debt remained relatively low. Although there was a rapid increase in
private loans (mainly between 2005 and 2008), the rate of growth in Poland was much
slower than in most of other new EU countries. Additionally, most Polish domestic credit
to the private sector was denominated in zloty. As pointed out above, however, the
picture in Latvia was the opposite. Since 2004, private credited boomed, reaching over
100% of GDP before the crisis and more than 80% of the loans were granted in euros
(Figure 8).

Another important difference was that during the crisis years, approximately three
quarters of the banks in Poland were foreign owned, while in Latvia this proportion was
considerably lower, about two-thirds (Table 1). Therefore, when exposed to the bank
run after the collapse of Lehman Brothers, the Latvian government had more pressure
to rescue local banks to avoid further bankruptcies.

Finally, another substantial difference is that the banking sector in Latvia is split into
two main segments: 1) domestic-centred banks, dominated by Scandinavian banks and
their local branches, and 2) banks focused on servicing nonresidents, which are mainly
domestic private person-owned banks (OECD 2016). Yet, the latter segment represents
a substantial share of the banking activities, and in June 2015 nonresident share in
banks’ capital was more than 85% and nonresident deposits amounted to nearly half of
GDP (OECD 2016). The maturity of nonresident deposits is very short, with more than
85% being on-demand. Additionally, around 80% of total nonresident deposits are de
facto attributable to Commonwealth of Independent States (CIS) businesses and indi-
viduals (OECD 2016).

Figure 7. Real GDP annual growth, 1991–2017 (as % of change).
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Thus, the Latvian banking system was exposed to external shocks through two main
channels. On the one hand, through dependency on private debt in foreign currency. On
the other hand, domestic institutions provided offshore services in conditions that
created a substantial exposure to risk. In fact, when Lehman Brothers went bankrupt,
both crises were triggered almost simultaneously. Thereby, the collapse of the Latvian
banking sector led to a fiscal crisis, which, in the context of a fixed exchange rate, turned
into a balance of payments crisis, which forced the government to resort to a bailout loan.

Consequently, developments in Latvia seem to be more coincidental with the
arguments of BoP and ‘financialization’ narratives. In the context of extreme financia-
lization, with full liberalization of capital flows, deregulation of banking activities and
fixed exchange rate, the collapse in the banking sector turned into a balance of
payments crisis. Conversely, in Poland, where bank exposure was substantially lower,
and the exchange rate worked as a buffer to avoid the impact of the global crisis, the
economy was not so exposed to external shocks. Furthermore, the application of
expansionary policies during the GFC helped the country to sustain economic growth.

Now, this statement begs two final questions: Could Latvia have applied expansive
policies to mitigate the effects of the crisis? And, if so, how effective could such policies
have been? To answer the first question, one should first answer how Latvia could have
financed countercyclical policies. After the bailout of the banks, the country did not have
the resources to apply expansionary policies. Furthermore, after the banking crisis and the
bailout loan, the Latvian government faced an increase in the risk premium on its
sovereign debt securities which prevented it from taking resources in the international
markets (Richard 2013). Yet, on the one hand, it is contended that the bailout to the

Figure 8. Private debt as percentage of GDP, 2000–2016.

Table 1. Foreign bank assets among total bank assets (as % of total).

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Latvia 51 58 64 65 67 68 66 60 60 58
Poland 72 77 77 76 78 73 73 72 76 76

Source: World Bank, Global Financial Development database, available at: https://databank.worldbank.org/
reports.aspx?source=1250&series=GFDD.OI.16
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banking sector could have beenmanaged differently. In this regard, it is important to note
that in the fourth quarter of 2008, approximately 40% of bank deposits in Latvia belonged
to nonresidents, of which the vast majority were deposited in Latvian banks offering off-
shore services.30 In this way, the Latvian government used public funds to preserve
nonresidents’ capital in Latvian banks, who in many cases were individuals from Russia
and other CIS countries. Instead, a less expensive and probably fairer alternative would
have been using public funds to guarantee residents’ deposits rather than the banking
institutions. In this way, the Latvian government could have considerably reduced the
cost of the rescue without affecting residents’ interests.31 Similarly, the Latvian govern-
ment could have implemented a pension system reform, like in Poland, to transfer
resources from the private to the public sector.

Regarding the second question, there are different interpretations. Staehr (2013)
states that it is difficult to evaluate the possible positive impact of expansionary
measures. On the other hand, Krugman (2010) argues that a fiscal stimulus would
have been beneficial to promote growth. If the causes of the Latvian crisis have been
structural, however, as argued in this paper, it is difficult to think that the application of
countercyclical policies alone would have sufficed to overcome the crisis. Whereas
Latvia’s problem was caused by the vulnerability of the economic model, which left
the country’s economy exposed to external shocks, it is likely that expansionary fiscal
policies would not have prevented the crisis, although perhaps they would have helped
to mitigate some of its effects, especially in social terms.

Finally, it is also difficult to draw firm conclusions about the choice to maintain the
exchange rate. In general terms, internal devaluation or external devaluation alone would
have had similar effects on competitiveness, imports, and debt service capacity. These
policies, however, show twomain differences. On the one hand, by devaluing the exchange
rate, the Latvian government would have regained control over one of the main economic
policy tools, but by maintaining exchange parity this was not possible. On the other hand,
nominal devaluation could have been accompanied by expansionary fiscal policies to
promote economic activity. Internal devaluation, however, could only be effective if com-
bined with fiscal austerity and recession. In other words, the only way to achieve the
reduction of internal costs to the scale proposed by the Latvian government was through
a fierce adjustment of public spending, to cool down economic activity, discipline the labor
force, and control the price indicators. Thereby, fiscal adjustment was an essential part of
the internal devaluation strategy.

Thus, from an orthodox perspective, internal devaluation was seen as the least bad
alternative to face the crisis. Unable to finance itself in international markets, Latvia had
no choice but to resort to an external bailout loan and follow the European Commission
prescriptions. On the contrary, from a heterodox perspective, Latvia could have applied
a series of alternative policies to mitigate the effects of the crisis. Ultimately, the choice
of the strategy chosen to face the Latvian crisis was the outcome of the balance
between economic and political aspects, both at the regional and domestic level.

6. Concluding remarks

In the article, we analyzed the strategies chosen for the management of the economic
crisis and their effects in Latvia and Poland, in light of the main EU narratives about its
causes and responses. Overall, we can summarize the causes of Polish success in two
main aspects. On the one hand, the Polish economy was relatively protected from
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external shocks due to the low exposure of the banking sector, with relatively low levels
of private debt, denominated mostly in the local currency, and a diversified economic
structure, with a large presence of an industrial sector, which implied stable and
consistent domestic demand. On the other hand, when the crisis hit, the Polish govern-
ment resorted to pragmatic monetary and fiscal policies to stimulate investment and
support domestic demand. Thereby, it adapted the exchange rate to balance foreign
trade and applied expansionary policies, increasing public spending and using
Structural and Cohesion Funds from the EU, which offset the fall in private investment
and external demand. In this way, the Polish economy managed to grow in 2008 and
2009 despite the adverse international context.

In the case of Latvia, themain causes of the crisis lay in the characteristics of a small and
extremely open economy, with double exposure in the banking sector and strong
dependence on (foreign) credit to the private sector, both for consumption and invest-
ment. These elements accumulated internal and external imbalances during the boom
years that were triggered simultaneously by the global financial crises. Subsequently,
when the crisis began, Latvia did not have the economic policy tools to mitigate it. On the
one hand, the decision to maintain the fixed exchange rate prevented the application of
monetary policies to fight the recession. On the other hand, the features of a low tax
burden and the requirements of the austerity policies imposed by external actors
impeded the application of countercyclical fiscal policies. In this scenario, Latvia was
forced to apply the adjustment during a deep economic recession. It is important to
note, however, that in the case of Latvia, although it is likely that the application of
expansionary policies could have mitigated the effects of the crisis, it seems difficult to
imagine that the country could have averted the crisis completely. Due to its high
structural exposure to external shocks, even the application of countercyclical policies
during the boom years could have had a limited effect to avoid the economic imbalances.

Hence, in terms of the narratives, those arguments contending that the crisis was caused
by a lack of fiscal discipline or excessive public debt, a common narrative at the EU level, are
not corroborated for these countries. Instead, the accumulation of current account imbal-
ances has had more direct impact. Regarding the role of competitiveness, evidence shows
that ULCs increased substantially in the boom years and fell dramatically after the outbreak
of the crisis, while exports increased. In the first place, however, the connection between the
internal devaluation and the rise in exports is not so clear, and secondly, during the
economic recovery of Latvia the ULC increased again, reaching values higher than those
of the pre-crisis era but the growth of exports has not been affected. Therefore, there does
not seem to be enough evidence to support the virtuous link between internal devaluation,
ULCs, and exports.

On the contrary, exposure to the effects of the global downturn can be mainly
explained by the characteristics of the productive structures in each country (VoC
approach), while the triggers of the Latvian crisis must be sought in the imbalances
of the external sector (BoP crisis approach) and the vulnerability of the financial sector
(financialization approach).

In summary, the analysis of Latvia and Poland is very illustrative to understand the
causes of the economic crisis and also to evaluate alternatives for policy response. Given
that these countries still have to complete the process of convergence with the EU’s
economic standards, the assessment of recent experiences can be extremely useful to
draw conclusions on crisis management among new EU members and contribute to
guiding these countries on the path of economic and social sustainable development.
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The Polish case shows that pragmatic policies can be effective to fight recessions and
sustain economic growth in subsequent years in a relatively diversified and industrialized
economy. Latvia is a small country, with a less diversified economy and a smaller domestic
market than that of Poland. Therefore, its dependence on the external sector will always
be greater. In this context, it is important to identify the main sources of vulnerability and
to implement consistent policies to avoid violent fluctuations of economic cycles, instead
of leaving the resolution of the crisis simply in the hands of themarket andwaiting for ‘the
storm to pass.’ Ultimately, the arguments in favor of austerity and internal devaluation as
recipes for restoring economic equilibrium in times of crisis evoke the John Maynard
Keynes’ criticism, who almost 100 years ago questioned his colleagues claiming that
‘Economists set themselves too easy, too useless a task, if in tempestuous seasons they
can only tell us, that when the storm is long past, the ocean is flat again’ (Keynes 1923, 80).
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13. Eurostat, ‘Government deficit/surplus, debt and associated data [gov_10dd_edpt1]’, available at:
https://appsso.eurostat.ec.europa.eu/nui/show.do?dataset=gov_10dd_edpt1&lang=en .

14. Eurostat, ‘Government deficit/surplus, debt and associated data [gov_10dd_edpt1]’, available at:
https://appsso.eurostat.ec.europa.eu/nui/show.do?dataset=gov_10dd_edpt1&lang=en.

15. Eurostat, ‘Key indicators [nasa_10_ki]’, Government investment to GDP ratio, available at: https://
appsso.eurostat.ec.europa.eu/nui/show.do?dataset=nasa_10_ki&lang=en.

16. Narodowy Bank Polski, ‘Interest rates (1998–2015)’, available at: http://www.nbp.pl/homen.aspx?
f=/en/dzienne/stopy_archiwum.htm.

17. From February 1994 until that date, the Bank of Latvia pegged the lats to the IMF’s Special Drawing
Rights. Many sources suggest that by the time of the new exchange rate parity, the Latvian lats was
already overvalued and this situation worsened in the following years with the rise of inflation (IMF
2004; Åslund 2010; Blanchard, Griffiths, and Gruss 2013; IMF 2015; Blustein 2016).

18. IMF, World Economic Outlook Database, October 2017, available at: https://www.imf.org/exter
nal/pubs/ft/weo/2017/02/weodata/weoselco.aspx?g=2001&sg=All+countries .

19. According to Richard (2013), €648.5 million flowed out of Latvian banks between 7 and
20 November 2008, most of it being Russian capital.

20. In addition to the above-mentioned shocks, Parex Banka also relied on short-term syndicated
loans in the euro area markets. These markets, however, were severely affected by the GFC,
putting even more pressure on Parex Banka (Epstein 2017).

21. See: European Commission, ‘Financial assistance to Latvia’, available at: https://ec.europa.eu/
info/business-economy-euro/economic-and-fiscal-policy-coordination/eu-financial-assistance
/which-eu-countries-have-received-assistance/financial-assistance-latvia_en.

22. Central Statistical Bureau of Latvia, ‘NBG081. Employed by economic activity and sex (NACE Rev. 2.)’,
available at: https://data.csb.gov.lv/pxweb/en/sociala/sociala__nodarb__nodarb__ikgad/NBG081.
px/.

23. See: State Revenue Service of the Republic of Latvia, https://www.vid.gov.lv/en/taxes.
24. Central Statistical Bureau of Latvia, ‘NB002m. Unemployed and unemployment rate aged 15–74

by sex and month’, available at: https://data1.csb.gov.lv/pxweb/en/sociala/sociala__nodarb__
bezdarbs__isterm/NB002m.px/table/tableViewLayout1/ .

25. Central Statistical Bureau of Latvia, ‘IBG040. International long-term migrants by age and sex’,
available at: https://data1.csb.gov.lv/pxweb/en/iedz/iedz__migr/IBG040.px/.

26. Eurostat, ‘Gross domestic product (GDP) at market prices – annual data’, available at: https://ec.
europa.eu/eurostat/tgm/table.do?tab=table&init=1&language=en&pcode=tipsau10&plugin=1.

27. Interestingly, Anders Åslund, who was one of the staunchest advocates of Latvia’s austerity and
internal devaluation strategies, has also argued that the reason Poland performed well during
the crisis was a flexible monetary regime and an expansionary fiscal policy, as referred to above
(Åslund 2013).

28. When looking at the Cyclically Adjusted Budget (CAB), the differences in policy management seem
clearer. According to the IMF’s World Economic Outlook Report for April 2018 (IMF 2018), between
2003 and 2007 Latvia’s balance remained below −1,5% of GDP. During the same period, Poland’s
CAB balance fluctuated between −6% (2003) and −3% (2007) of GDP. In 2008, the Latvian deficit
was 4.3% of GDP, and as of 2009 it remained below the 3% limit stipulated in the Maastricht criteria
to join the Eurozone. For its part, the CAB of Poland produced deficits of 4.2% in 2008, 6.7% in 2009,
7.2% in 2010, 5.4% in 2011, 3.6 in 2012, and 3.2% in 2013 and 2014. Only as of 2015, the balance of
the CAB remained below 3% of GDP. Thus, from this perspective, the expansionary Polish policy
and the effects of austerity in Latvia are better reflected. Comparing more detailed quantitative
estimates of budget consolidations, however, goes beyond the scope of this research, as there are
numerous conceptual and methodological challenges. For a more detailed analysis of the public
finances and fiscal policies in the Baltic states, see Staehr (2010, 2016).

29. Although there were some changes in the composition of Latvian exports before and after the
crisis, the structure remained relatively similar, with a predominance of primary goods, mostly
wood and wood products, and base metals. In terms of manufacturing, after the crisis, the
participation of machinery and electronic equipment increased but that of textiles declined
commensurately, partly offsetting the improvement in the export of added value.

30. See the FKTK quarterly report, ‘Banking Activities in 4th Quarter of 2008’, available at: https://
www.fktk.lv/en/statistics/credit-institutions/quarterly-reports/banking-activities-in-2008/.
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31. Interestingly, in the last few years, these modifications have even been claimed by foreign
banking institutions operating in the country (e.g. Swedbank 2015).
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