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As the forecast for Latvia’s real GDP growth for this year is -18 percent1,
the government is making painful budget cuts in order to decrease the huge
budget deficit. At the same time, Latvijas Banka (the Latvian central bank),
is struggling to defend the fixed exchange rate which is being challenged by in-
vestors and speculators. The fact that the latest government debt auction failed
did further increase the expectations of a future devaluation. The International
Monetary Fund and the European Union have prepared a rescue package that
will not be delivered unless Latvia manages to overcome the budget deficits.

Why then is Latvia pressured like this? First of all, in order to become a
member of the Economic and Monetary Union, each country has to satisfy some
budgetary rules where the interesting one for this article is the one about the
3 percentage budget deficit. It means that a country can’t have more than 3
percent of its GDP in budget deficit. Since Latvia’s budget deficit is estimated to
be near 12 percent the government will have to decrease government spending if
they do not wish to violate this rule. In a time when higher government spending
and investment could help Latvia to get back on its feet, the budgetary rules
forbid them from using fiscal policy to dealing with this negative shock. Second,
the Latvian currency, the lat, must be pegged against the euro for some time
before Latvia is allowed to adopt the euro. This fixed exchange rate prevents
Latvijas Banka from lowering interest rates to boost investments and/or to
devaluate the lat in order to make Latvian export goods cheaper which would
help the export industry. Since many investors are expecting the lat to devaluate
they are not willing to invest money in Latvia. When the government then tries
to sell government bonds they have to compensate investors for the risk by
offering a higher interest rate. An interest rate of 70 percent2 is not what a
country in deep recession needs.

What can Latvia do? I’ve identified three outcomes and looked at the pros
and cons of each of these outcomes.

• Defend the fixed exchange rate. If Latvia decides to defend the fixed
exchange rate they are coming one step closer to adopting the euro (given

∗sirus.dehdari@ne.su.se
1Eurostat
2Anderson R. et al., Latvia bank rejects devaluation call, Financial Times London (UK):

Jun 5, 2009. pg. 5

1

http://epp.eurostat.ec.europa.eu/tgm/refreshTableAction.do?tab=table&plugin=1&init=1&pcode=tsieb020&language=en


that they decrease their budget deficit to at least 3 percent). Adopting
the euro could bring many benefits, especially the fact that the risk of
holding a Latvian government bond would decrease since other EMU-
countries would have incentives to bail-out Latvia if they are in danger of
defaulting on their loans, just to preserve the quality of the euro. Latvia
could also take advantage of the low inflation expectations of the euro
which would replace the lat who have seen high inflation in the past years
(15.3 percent in 20083). However, defending the fixed exchange rate could
lead to a balance of payment crisis where the central bank’s foreign reserve
is depleted as a result of the people’s desire to hold foreign currency4.
When the foreign reserves are depleted the Latvian central bank can no
longer exchange lats to euros at the fixed exchange rate. These crises have
so far been avoided, mostly due to the fact that Riksbanken (the Swedish
central bank) have taken loans in euros and supplied it to the Latvian
central bank5.

• Abandon the fixed exchange rate. This action would result in a massive
depreciation of the lat6 and would benefit the Latvian export industry
by making their goods much cheaper. This would increase their output,
decrease unemployment and increase tax revenues7. However, imported
goods would be more expensive. It’s therefore not clear what the overall
effects would be8. As the lat depreciates, the exchange rate risk would
decrease significantly, thus allowing interest rates to fall9. This would
boost investments. At the same time, all loans denoted in foreign currency
would increase with the same percentage as the depreciation of the lat.
Many housholds might then default on their loans and the government will
see their debt increase. Since the lat needs to be pegged against the euro
before Latvia is allowed to join the EMU, abandoning the fixed exchange
rate would decrease their chances of becoming a member.

• Devaluate. As in the case with the depreciation of the currency, devalu-
ation would increase all debts denoted in foreign currency. A 30 percent
devaluation would increase those loans with 30 percent and that would in-
crease both the households and the government’s risk to default on their
loans. This increased default risk would increase interest rates even fur-
ther, since the risk premium is now higher. Investors would also expect
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7As the Latvian goods become cheaper, demand for them will increase. In order to meet

this higher demand, the export industry will increase output and would then need to hire
more workers. The increase in employment and the higher revenues from the export industry
will increase tax revenues.

8The Marshall-Lerner condition states that, all else equal, a real depreciation improves the
current account if the increased volume of exports exceeds the value of imports.

9The exchange rate risk would decrease; however, the risk that the Latvian government
would default on their loans may remain unchanged.
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future devaluations and that would add to the already high risk premium.
The Latvian economy would be affected in the same way as in the case of
a massive depreciation. Devaluation would increase the competiveness of
the Latvian export industry and that would increase profits and employ-
ment. Imported goods would however, become more expensive.

What should Latvia do? According to Latvijas Banka, the fixed exchange
rate must be defended by all means. By all means in this case would be massive
budget cuts that lead to the closure of schools and hospitals, high interest rates
that discourage investments and the risk of a balance of payment crisis and
capital flight10. On the other hand, abandoning the fixed exchange rate or
devaluating the currency might not solve all of Latvia’s problems. It would
definitely not improve their chances of becoming a member of the EMU and the
fact that Latvian export goods would be cheaper might not improve the current
accounts, since their export industry remains small compared to other countries
(see figure 1). It would also increase the risk of many Latvians defaulting on their
loans which would have catastrophic consequences for foreign banks investing
in Latvia. It seems the interests of the international banks are more important
that those of the Latvian people11. Whatever do happens, this crisis will have
long term consequences on unemployment and growth.

10Krugman & Obstfeld (2009)
11www.international.sp.nl
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Figure 1: Export as a percentage of GDP for the Baltic countries (Source:
www.cia.gov)

4


