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Latvia, a Baltic country of 2.2 million that
most people could not find on a map, has sud-
denly gotten more attention from economists
involved in the debate over the future of Eu-
rope and the global economy. I responded in
a column last week to remarks by Christine
Lagarde, IMF Managing Director, who on
June 5 said that Latvia’s policies in response
to the economic crisis had been a “success sto-
ry.” Paul Krugman has also weighed in sever-
al times, and has been joined by Harvard in-
ternational economist Dani Rodrik, and now
by the IMF’s Chief Economist Olivier
Blanchard.

The reason it’s important to have an honest
and realistic assessment of what happened in
Latvia is that for the first time since the coun-
try suffered the world’s worst economic losses
during the world recession (2008-2009), there
are mainstream voices suggesting as Lagarde
did, that it “could serve as an inspiration for
European leaders grappling with the euro cri-
sis.” Prior to the last week or so, it was only
right-wing economists such as Anders Aslund
who were willing to even consider this idea.

This is terrible because if there’s one simple
lesson that most of the world — if not the Eu-
ropean authorities — seems to be learning from
the prolonged crisis in Europe, it’s that fiscal
tightening is not the proper response to a re-
cession. So I hope the reader will forgive me
for including more technical detail than nor-
mal in what follows, because it is important to
get this straight.

First, all are agreed that the social and human
costs of what Latvia did were huge for the
country. Latvia lost about a quarter of its na-
tional income. Unemployment rose from 5.3
percent to over 20 percent of the labor force
and, counting the people who dropped out of
the labor force or were involuntarily working

part time, unemployment/underemployment
peaked at more than 30 percent. Official un-
employment remains at more than 16 percent
today, even after the economy finally grew by
5.5 percent last year (it is projected to grow
just 2 percent this year). And about 10 per-
cent of the labor force has left the country.

The first big question is whether Latvia could
have done better with another strategy, which
would have included a devaluation of its cur-
rency. Blanchard says that we “we shall never
know.”

Of course this is technically true, but not all
that relevant. For example, most economists
would scoff at the idea, held by hardcore sup-
ply-siders, that if the U.S. Congress had given
Ronald Reagan everything he asked for in
terms of budget policy, the economy would
have grown so fast that it would
have produced budget surpluses instead of
huge deficits.

In the case of Latvia, we can compare their
results under “internal devaluation” — keeping
the exchange rate fixed and going through a
deep recession to lower wages -- to other
countries that had financial crises and reces-
sions associated with external devaluations.
These are shown in the table below. As can
be seen, some of these are large devaluations,
with very severe financial crises — including
the Asian financial crisis of 1997-99 (Indone-
sia, Thailand, South Korea, Malaysia) and Ar-
gentina (2001-2002).

The Argentine case is in many ways analo-
gous to the choice that Latvia was facing
when its economy began to shrink. Argentina
tried an “internal devaluation” for three and a
half years, and the economy continued to
worsen. After its default and devaluation in
December 2001/January 2002, the country



suffered a serious financial collapse. But it
only lasted for one quarter and was followed
by rapid growth; within three years the coun-
try was back at pre-crisis GDP.

The table shows that Latvia’s decline under its
austerity strategy was quite severe not only
compared with Argentina, but to all of the
other countries that devalued. On average,
they lost about 4.5 percent of GDP, while Lat-
via lost 24 percent. Similarly, three years af-
ter devaluing, the average economy was up
6.5 percent of GDP from its pre-devaluation
level of output, while Latvia was down 21.5
percent three years after its recession began;

Blanchard lists a number of reasons why Lat-
via’s strategy wouldn’t work in the eurozone,
and these are valid. But it is important to see
that the policies didn’t lead to recovery in
Latvia, either. In fact Latvia might still be in
recession if the government hadn’t abandoned
the austerity policies that plunged the country
into depression.

But the Latvian government didn't do the huge
budget tightening that it promised the IMF in
2010. Rather, the deficit was reduced after the
economy started growing again. This is also
vitally important when considering whether
the strategy “worked.” And there was also a
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losses have been huge by any comparison with
countries that devalued. Blanchard’s state-
ment that Latvia “satisfies some definition of
success” because the economy is recovering,
is misplaced. [ also disagree with Dani
Rodrik’s more qualified conclusion that it is
“too early to say Latvia has been a failure.” 1
think the relevant comparison is with what the
country could have done — not whether the
economy eventually recovered. Almost all
economies do eventually recover.

any help from its trade balance. This com-
pletes the argument that “internal devaluation”
didn’t work. For an internal devaluation to
work, the steep recession would have to lower
labor costs enough to increase exports and/or
reduce imports, to boost the economy through
an improving trade balance. Krugman pro-
vides further evidence that this didn’t happen,
and isn’t happening in the eurozone.

Ironically, although Blanchard doesn’t say it
explicitly but rather hints at it, the IMF itself
was opposed to the Latvian government’s



strategy, and favored devaluation. Although
devaluation also has costs and risks, if the
IMF and European authorities were willing to
provide funds to help manage the transition, it
is likely that Latvia would have done even
better than other countries in similar situa-
tions. Of course the Fund may have been
overruled in any case, since the Swedish
banks — which own much of Latvia and also
have a strong influence among the European
authorities — may have rejected this route be-
cause of the losses they would have taken on
lending there.

But the bottom line is that no country with
three times the unemployment rate that it had
before the world recession, and Latvia’s huge
income losses, should be considered even a
qualified success story. It would be a shame if
these unwarranted conclusions from Latvia’s
experience were to help prolong the unneces-
sary suffering in the eurozone.
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