
 

 

 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

Pracovné zošity                             

Katedry politológie FiF UK 

08 Fall 

I S S N : 1 3 3 8 - 1 7 8 4  

2010 06 

 

Gaps and Traps of Euro Pursuit: 

Influence of Nation State Building on 

Monetary Policy and Crisis in Latvia 

 

 

Mgr. Pavol Baboš 
 

 



 

 

 

Séria Pracovné zošity Katedry politológie FiF UK prináša priebežné výsledky výskumu 

zamestnancov, doktorandov a študentov katedry. Prepracované verzie týchto prác môžu vyjsť 

v iných publikáciách. 

 

 

Ročník I, číslo 6/2010, Bratislava 

ISSN:1338-1784 

 

 

Redakčná rada 

 

Predsedníčka 

Prof. Soňa Szomolányi, PhD. 

Členovia 

Vladimír Bilčík, MPhil., PhD. 

Zsolt Gál, PhD. 

Mgr. Pavol Baboš 

Mgr. Alexander Karvai 

Mgr. Peter Plenta 

 

 

Profil katedry  

 

Katedra politológie na Filozofickej fakulte UK v Bratislave je najstarším akademickým 

politologickým pracoviskom na Slovensku. Bola založená v roku 1990 a v súčasnosti ponúka 

štúdium v bakalárskom, magisterskom a doktorandskom stupni štúdia. 

 

 

Kontaktné údaje 

 

Adresa: Gondova 2,  POBox 1, 818 01  Bratislava 16, Slovensko 

Sídlo: Šafárikovo námestie 6, nová budova PF UK, 2. poschodie, Bratislava 

Telefón: +421-2-59 244 194 

Web: http://kpol.fphil.uniba.sk 

Email: pulcova@fphil.uniba.sk 

Facebook: Katedra politologie FiF UK Bratislava 

 
Citovať ako 

 

Baboš, P. (2010). Gaps and Traps of Euro Pursuit: Influence of Nation State Building on 

Monetary Policy and Crisis in Latvia. In: Pracovné zošity Katedry politológie FiF UK. 

Ročník I, číslo 6/2010, ISSN 1338-1784, 21 s. 

 

 
 

http://kpol.fphil.uniba.sk/
mailto:pulcova@fphil.uniba.sk


 

 

Autor  

Mgr. Pavol Baboš ukončil magisterské štúdium na Filozofickej fakulte UK v Bratislave, kde 

v súčasnosti pôsobí ako interný doktorand. Výskumne sa zaoberá otázkami kapitalizmu 

v strednej a východnej Európe a tiež politikou v pobaltských krajinách, kde absolvoval 

viacero študijných a výskumných pobytov. 

 

Kontakt 

palo.babos@gmail.com 

 

Abstrakt 

Lotyšsko prešlo v posledných dvoch desaťročiach zložitými politickými a ekonomickými 

zmenami. Táto štúdia skúma politické rozhodnutia z obdobia budovania národného štátu a ich 

vplyv na hospodársku politiku a výkon krajiny. Domnievame sa, že rozhodnutie zaviesť istý 

typ menovej politiky na začiatku 90-tych rokov bolo čiastočne presadené národnými 

politickými silami. Hoci táto politika nepochybne prispela k stabilizácii lotyšského 

hospodárstva na začiatku 90-tych rokov, jej dlhodobé uplatňovanie do istej miery sťažilo 

riešenie ekonomických problémov po roku 2000. Navyše politika fixného výmenného kurzu 

obrala Lotyšsko o dôležité nástroje menovej politiky potrebné na vyrovnávanie sa 

s ekonomickými problémami, ktoré prehĺbila svetová finančná kríza. V závere konštatujeme, 

že prípad Lotyšska ilustruje, ako politické rozhodnutia z obdobia budovania národného štátu 

môžu mať dlhotrvajúci vplyv na rôzne oblasti verejnej politiky. 

 

Kľúčové slová 

Lotyšsko, euro, menová politika, svetová hospodárska kríza, budovanie národného štátu  

 

Abstract 

During the last two decades Latvia has undergone a long way of political and economic 

transition. This paper examines the influence of political decisions in the early stage of nation-

state building process on economic policies and performance of the country. We argue that 

decision to employ a certain monetary policy in the early 1990s was partly driven by national 

political forces. Although this had undoubtedly positive effects on the stabilization of Latvian 

economy in 1990s, pursuing the same policy has to a certain extent contributed to economic 

hardships in the second decade of Latvian modern history. Moreover, the policy of fixed 

exchange rate regime has deprived Latvia of important tools to deal with the economic 

problems, even worsened by the global financial crisis. The paper concludes that Latvian case 

illustrates how political decisions made during the nation-state building might have serious 

consequences in other fields of public policy for a longer period of time. 
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Introduction 

The post-communist countries represent different and interesting stories of monetary 

policy of the last two decades. Two of the states are currently members of the Eurozone 

(Slovakia and Slovenia). Some countries, using the floating exchange rate regime claim not to 

become the member at least until 2019 (Poland and Czech republic). And there is also a group 

of the states with fixed exchange rate regime willing to introduce euro as soon as possible.  

All three of the Baltic states were in the past part of the Soviet Union and therefore they 

shared the only official currency – Russian rouble. Consequently, none country of the Baltic 

trio held responsibility for the monetary policy in their own hands. After the demise of the 

Soviet Union and restoring the independence of the Baltic states the problems related to 

building a nation-state were among the hottest questions to answer. The process includes 

defining the state borders, securing the safety of its citizens, or building own political 

institutions. Last but not the least, the issues of economic and especially monetary policies 

needed to be solved too. Latvia had an array of possibilities how to deal with the problem its 

monetary policy, from electronic currency, rouble stamps or some of non-cash methods. 

However, these solutions were refused due to „likely political clashes with Russia.“
1
 

Solutions of economic difficulties in short- and medium-term are based on two pillars: 

monetary and fiscal policies. This paper aims to show how nation-state building process and 

independence struggles influenced the monetary policy-making in the early 1990s and 

subsequently this decision set the country on the path which deprived of very useful economic 

tools to response flexibly to economic and social challenges linked with the painful economic 

and political transitions. We argue that this decision in the end has considerably worsened the 

great economic difficulties Latvia has been undergoing and especially facing now in time of 

the global economic crisis. When Latvia decided the fixed exchange rate regime, the central 

bank was basically deprived of important tools of monetary policy. To put it in other words, 

political decisions from the early stage of nation state building process has had far reaching 

effects on other areas of economic public policy. 

The next section examines the most important parts of national state building and 

minority problems in Latvia and tries to explain how these decisions influenced country´s 

monetary policy. In the third section Latvian “road to euro” and its side effects are presented. 

                                                           
1
 Interview for the Latvian Central Bank, part of  ,,The Money World," exposition, recorded in Riga, March 

18th, 2009 
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The final part attempts to link the economic problems Latvia has been experiencing recently 

with the critical decisions from the past. The general government budget deficit reached 9 % 

in year 2009. Unemployment rate in the first quarter of 2010 has exceeded 20 %. Salaries in 

the public sector has dropped by almost 15 %, considering data from January 2010.
2
  

 

Nation State, Politics and Policies 

Restoring independence in the post-communist states, including the Baltic region was 

accompanied by a considerable turmoil in the countries. As Offe puts it, “the rapid flow of 

events not only broke out unexpectedly: they were also not guided by any premeditated 

sequence, or by proven principles and interests about which the participants would be clear.“
3
 

Comparing to the past examples of democratic transition the case of post-communist states is 

quite unique. Except of the political and constitutional matters there was also economy that 

needed to be reformed. What made it even more difficult was the need for all the changes to 

take place as soon as possible. Except of the nation-building process also very important 

political and economical decisions were to made. Offe explains:  

“At the most fundamental level a "decision" must be made as to who "we" are; that is, a 

decision on identity, citizenship, and the territorial as well as social and cultural boundaries 

of the nation-state. At the second level, rules, procedures, and rights must be established that 

together make up the constitution or the institutional framework of the "regime." It is only at 

the highest level that those processes and decisions go on that are sometimes mistaken for the 

essence of politics, namely, decisions on who gets what, when, and how—in terms of both 

political power and economic resources.“
4
 

In the effort to dissociate themselves from the Soviet Union, the Baltic states attempted 

to define its nationhood, statehood and other consequent decisions. For example, after 

declaring independence the states "defined themselves as "restored" rather than "new" 

states."
5
 In the issue of citizenship the Baltic states acted again clearly in order to show its 

attitude toward the Russian federation. Its laws refused to grant citizenship to Russian 

immigrants and their descendants and consequently became a subject of strong criticism from 

                                                           
2
 According to the Statistical office of Latvia it is 14,8%, year-to-year comparison  

3
 Offe, C.: Capitalism by democratic design? Democratic theory facing the triple transition in East Central 

Europe. Social Research, Vol 71, No. 3, Fall 2004, pp. 503 
4 
Same, pp. 506 

5 
Chinn, J., Truex, L.A.: The Question of Citizenship in the Baltics. Journal of Democracy, Vol. 7, No. 1, 1996, 

pp. 135 
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several international institutions like CSCE or EU. Moreover Latvia adopted "the most 

exclusionary process."
6
  I argue that the citizenship laws are the most visible, although not the 

only one proof that Latvian policies in early 90s were driven by attempts to strengthen a 

nation statehood by exclusionary positions towards many thing related to Russia. Kolstø 

believed that for the Baltic states „the key question as to how the nation should be defined 

revolves around the nontitular groups, primarily the Russians and the other Russian 

speakers...“
7
 

Latvian elites had very small, if any experience with governing a sovereign national 

state. The same applied to the field of economic policies of the newly restored Latvia. Shortly 

after declaring independence there was no clear consensus on how to institutionally arrange 

the monetary policy in Latvia. International Monetary Fund had a very reserved attitude 

toward national currencies at that time. According to Feldmann, the consensus on national 

currencies was "home-grown"
8
 and in the Baltics a major role was played by economists who 

returned from emigration (George Viksnins in Latvia). This indicates that the decision for a 

certain monetary policy was driven by home actors, who prioritize also national symbols of 

sovereignty, not only economic transformation.  

Despite the fact that Latvian parliament hurried to pass the law establishing a central 

bank and gave it the right to issue money on the Latvian territory, the common practice was 

different and the Russian rouble was a valid currency for the first couple of months after 

restoration of a national state. However, the value of the rouble was considerably decreasing 

every day without Latvian government having any tool to deal with it. According to Ivars 

Godmanis, former prime minister, ,,hyperinflation of the Russian rouble that could have not 

been controlled neither stopped was one of the reason to introduce own currency.“
9
  

 

 

 

 

 

 

                                                           
6 
same, pp. 137 

7
 Kolstø, P.: NationBuilding in the Former USSR. Journal of Democracy, Vol 7, No. 1 (1996), pp. 118-132 

8
 Feldmann, M.: Baltic States: When stability culture is not enough. IN: Dyson, K.: The Euro at 10. 

Europeanization, Power and Convergence. Oxford University Press, New York, 2008. pp.245 
9 
Interview with Ivars Godmanis - made for ,,The Money World" exposition, visited in Riga in March 18th, 2009 
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Graph 1: 

 

Source: Eurostat 

 

The Committee for currency reform was set up by Latvian parliament in 1992. Its task 

was to stabilize the currency and outline the next steps. The Committee was composed only of 

three persons and ,,all its decisions were later transformed into official laws.”
10 

 The presence 

of the nationalism in arguments for the reform was present. 

In order to overcome the initial problems with hyperinflation the temporary currency of 

“Latvian rouble” was introduced for a short period of time. Latvian lat was put to life only 

after the period of stabilization came successfully to an end. 

Latvia found itself at a „critical juncture“ concerning the monetary issues in 1992. Elites 

at that time decided for country's own currency. The feelings of national pride and the will to 

clearly dissociate Latvia from Russia played a very important role in the decision-making 

process. The words of the then prime minister Godmanis illustrate the situation: ,,The 

independence element was present, of course. How could you talk about an independent state 

or a market economy without completing the independent monetary system?“
11 

The Soviet-

Latvian line of conflict might be also documented by support for the new monetary system. 

As Godmanis puts it: ,,There was a broad consensus of experts and public for economic 

stability, the only refusal came from Soviet side, and some economists from the old soviet 

school.“
12

 

                                                           
10 

Interview with Ojars Kehris – Committee member,  made for ,,The Money World" exposition, visited in Riga 

in March 18th, 2009 
11 

Interview with  made for ,,The Money World" exposition, visited in Riga in March 18th, 2009 
12 

Interview with  made for ,,The Money World" exposition, visited in Riga in March 18th, 2009 
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The lat was then introduced in 1993 and the Latvijas Banka (Latvian central bank) has 

chosen the strategy of a fixed exchange rate. Latvian national currency was pegged to IMF´s 

Special Draw Rights in February 1994, of which the ECU composed 35 per cent at that time. 

De facto it was the start of the fixed exchange rate policy that (if overlooking some minor 

changes) the Latvijas Banka is still sticked to. The bank explains such a strategy is ,,one of the 

most effective instruments for reducing inflation, stabilizing the macroeconomic environment 

and strengthening the public's confidence in the national economic policy during the initial 

phase of the economic reforms in transition economies.”
13

  

What does peg really means and why is it important? Monetary policy is of a great 

importance for the real economy, at least in short run. The fixed exchange rate regime, or a 

currency board was believed to be the best option for the Baltics in the early 90s. To put it 

simply, having such a regime central bank must back every lat with reserves in either gold or 

foreign currency. On top of that it guarantees its free convertibility and consequently makes 

currency stable. The benefits of such a system are that in especially in early stages of 

transition it provided economy with relatively stable exchange rate and limited pressures for 

issuing new, unbacked money to finance government deficits.. Apparently, the commission 

and government were guided by efforts to establish credible currency and increase 

international reputation. 

When looking at the development of the inflation in 1990s one must admit that the 

Latvijas Banka was successful in pursuing its main goal – the price stability. However, I 

argue that keeping the peg started to have a negative impact on the Latvian economy later on. 

In order to secure the monetary stability Latvijas Banka decided to peg its currency and thus 

introduced a fixed exchange rate regime. As mentioned above, such a regime is widely used 

for small economies to stabilize the currency and protect it against speculative attacks. 

Latvijas Banka allows the lat to fluctuate +/- 1 % around the fixed exchange rate.  

                                                           
13

 http://www.bank.lv/eng/main/all/monpolicy/exchange_rate_policy/; 12.1.2010 

http://www.bank.lv/eng/main/all/monpolicy/exchange_rate_policy/
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Stability, Pride and Pursuing Euro 

Graph 2 shows that the monetary policy chosen to target the inflation proved right. 

From 1993 Latvian price level was continuously decreasing and was under three per cent 

level in the end of century.  

 

Graph 2: 

 

Source: Eurostat 

 

Similar stabilization occurred in all of the Baltic countries. However, in the end of 90s 

there was an expert discussion whether the states should abandon its fixed exchange rate 

regime. Lithuania has gone further in this way and a draft of law was introduced to the 

Lithuanian parliament in 1998. However, the Asian crisis and consequently Russian rouble 

crisis discouraged political elites from leaving the peg. Especially after it became a pillar of 

stability. 
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Inflation was not the only one attribute showing the stabilization of Latvian economy 

As shown in graphs 3 above and graph 4 below. Unemployment decreased from 1996 to 2003 

by half, and GDP per capita kept continuously growing during the same period. 

All new member states have committed themselves to adopt the European single 

currency euro by signing the Accession Treaty. However, no legally binding document sets 

the date  the new member states are obliged to do so. Therefore it is the responsibility of each 

single government to choose a strategy on how to fulfill the criteria and enter the Economic 

and Monetary Union.  

As noted above, two years after Latvia joined the EU the government approved the 

document called „Latvia´s National Euro Changeover Plan.“ The document stated several 

measures dealing with the technical details of changeover, how to deal with public debt, 

budgetary issues, consumer protection, etc. A special commission  was also established with 

aim to prepare a specific strategy of Euro-zone entry and to coordinate different stakeholders´ 

steps. The commission included representatives from central bank, statistical office and 

economy ministries.  

When preparing its strategy the Latvian government had one thing in mind – adopting 

euro should happen as soon as it would be possible. Even in its changeover plan from 2006 

Latvian government stated that ,,the government wants to introduce euro on January 1
st
, 

2008,“ although changed later. Concerning the previous monetary policy adopting euro was 
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,,just next logical step, a technical problem for all the Baltic states.”
14 

According to Dyson
15

 

the adoption of euro is for Latvia – and the other two Baltic countries – another step in the 

europeization process. Among the influential factors pushing for the early euro adoption 

Dyson identified the historical experience and historical memory of the Baltic states. 

Monetary integration is in his opinion “in the shadow of Russia” and is not only part of 

monetary policy, but perceived as being the defense policy goal as well. 

 

 

 

Latvian government made a decision to adopt the Big Bang Strategy for euro adoption, 

as other New Member States did. In practice this means the changeover take place at the same 

time in all areas, including both cash and non-cash payments. This way of changeover is 

believed to bring about the least transactional costs and make the whole process the most 

effective.
16

. The Latvian national plan also provides the guide for the time period after the 

changeover in considerable detail.  

Illustrative enough, the „Action Plan for introducing the Single European Currency in 

Latvia“ was adopted as an amendment to the national plan. The Action plan gives the 

instructions what is needed to be done in order to adopt euro, when should it be done, and 

which authorities are responsible for the given tasks. All measures and steps were dated in 

                                                           
14

 Interview made on March 12th, 2009 
15

 Dyson, K.H.F.: Euro Area Entry in East-Central Europe: Paradoxical Europeanisation and Clustered 

Convergence. West European Politics, Vol. 30, No. 3,, May 2007, pp.  417 – 442 
16

 Latvia´s National Euro Changeover Plan, 2006, str.10 
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order to enter the Eurozone in January 2008. However, in 2006 Lithuania was rejected to 

become a full member of the EMU. Consequently it became clear that Latvia is not able to 

fulfill the most problematic criteria – the inflation one. This forced Latvian government to 

reevaluate the original plans. Thus the expected date for euro changeover has been postponed 

several time since 2007 and is now set for 2014.
17

 After the financial crisis hit Latvia in 2008-

2009, the inflation criteria is not the only one problem. Latvian government will have to 

tackle the budget deficit as well. According to several sources Latvia ended the fiscal year 

2009 with the budget deficit higher than 9 percent.
18

  

 

Fulfilling the Maastricht Criteria 

Maastricht criteria were agreed on in early 1990s and were based on the Treaty of 

European Union, Article 121. Fulfilling the criteria should in theory reflect a nominal 

convergence of a candidate country´s economy to the average level of economy of the 

Eurozone. Before a candidate country is to enter the third stage of the Economy and Monetary 

Union, not only the fulfillment, but also sustainability of the Maastricht criteria is examined. 

The development of the key criteria for last couple of years is showed in the graphs 

below together with the reference values. The graphs clearly show that Latvia had no problem 

with four out of five indicators before the financial crisis hit Europe. The effects of the crisis 

have, however, made it difficult to tackle also the other criteria as well. 

Concerning the level of public debt Latvian government has been acting very 

responsibly. Having in mind that Latvia did not inherit any public debt after the dissemination 

from the Soviet Union the government debt at the level of around 9 % of GDP
19

 before the 

financial crisis cannot be considered considerably high. With its currency pegged to euro 

Latvia has been for a longer time fulfilling the criterion of stable currency and participation in 

ERM II. Latvia entered the ERM II. In April 2005 and has been a member since then.  

The inflation criterion has been the biggest problem for Latvian government when it 

comes to the euro adoption. As  it is showed in the Table no.1, the growth of prices in Latvia 

has been continuously exceeding the limit set by European central bank. According to the 

annual report ,,Economic development” issued by the Finance ministry of Latvia in May 

2008, the inflation before the financial crisis was determined by several mutually 

                                                           
17 

The date was set in 2009 after the financial crisis fully hit the country 
18

 ECB Convergence Report 2010 states 9,1 % budget deficit 
19 

Data for fiscal year 2007, available on March, 1
st
, 2010 at: http://www.bank.lv/eng/main/euro/ 
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interdependent factors including the structural ones, which is correlated with the latvian EU 

membership.  

Martin Pašiak has described the efforts of Latvian government as insufficient and the 

measures as “passive”
20

. The inflation was drawn namely by energy prices, deregulated prices 

in specific areas and unnaturally high domestic demand. Illustrative enough, just the growth 

of natural gas price in 2008 was around 65% (y-o-y October 2008), which increases the 

heating prices of around 30%. The ECB Convergence Report from 2008 supports the findings 

of Ministry of Finance and indicates that most of the forces driving the inflation was almost 

impossible to deal with from inside. The ECB report names following factors behind latvian 

inflation: global increase of energy and food prices, adjustments in administered prices, one-

off factors related to EU accession, and later on demand pressures, strong wage increases.
21

 

Except of economic performance of Latvia the convergence report 2009 has highlighted 

some other incompatibilities concerning the law adjustments.
22

 However, this is beyond the 

scope of this article.  

 

Table no. 1: 

INFLATION 2002 2003 2004 2005 2006 2007 2008 2009 (September) 

Criteria   2,4  2,6 3,0 2,8 4,1 1,8 

Performance  

of Latvia 

2,0 2,9 6,2 6,9 6,6 10,1 15,3 6,5 

 

GOVERNMENT 

DEBT 

2002 2003 2004 2005 2006 2007 2008 2009 (September) 

Criteria 60 60 60 60 60 60 60 60 

Performance  

of Latvia 

13,5 14,6 14,9 12,4 10,7 9,0 19,5 31,3 (p) 

(p) – projection 

                                                           
20

 Pašiak, M.: A Fairy Tale with Happy Ending? The New Member States and the Eurozone entry. IN: Malová, 

D. et al.: From Listening to Action? New Member States in the European Union. Devin Printing House, 

Slovakia, 2010, pp. 76 
21 

ECB 2008: 41 
22

 ECB 2008: 43 
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BUDGET 

BALANCE 

2002 2003 2004 2005 2006 2007 2008 2009 (September) 

Criteria -3 -3 -3 -3 -3 -3 -3 -3 

Performance  

of Latvia 

-2,3 -1,6 -1,0 -0,4 -0,2 0,4 -4 -8 (f) 

(f) – forecast 

LONG-TERM 

INTEREST RATE 

2002 2003 2004 2005 2006 2007 2008 2009 (September) 

Criteria  6,4  5,9 6,4 6,43 6,24 6,06 

Performance  

of Latvia 

5,4 4,9 4,9 3,9 4,1 5,28 6,43 10,88 

Source: Central Bank of Latvia 



16 

 

Policy that Backfire 

One of the fixed exchange rate regime problems is that it brings about also negative side 

effects. Except of pressure for a strict fiscal policy it also makes inflation targeting more 

difficult.  

Many economists and analysts
23

 have shown in their studies that maintaining the fixed 

exchange rate policy deprives state of effective tools to fight the inflation. According to John 

Lewis after pegging their currencies to euro the Baltic states needed a lot of good luck when 

dealing with inflation: „Nominal convergence to the Eurozone implies that the price level in a 

CEEC will rise relative to the Eurozone over time. This further implies that the amount of 

euros needed to purchase a basket of consumer goods in a CEEC will rise over time, and that 

this “euro-denominated inflation rate” will be higher in the CEEC than in the Eurozone..“
24 

 

In other words the process of productivity convergence of Latvia produces a 

considerable pressures for increase in wages and prices, which are usually aligned through 

currency appreciation. Since neither appreciation nor depreciation of a currency is possible 

with the peg, the higher productivity growth in Latvia comparing to the anchor zone - the 

Eurozone in this case - pushes the inflation up. 

The graph below shows how the inflation in 7 new member states has developed after 

the countries joined EU. Four of them which have pegged their national currencies to euro 

(Bulgaria and the Baltic states) are marked by different shades of blue. Another three of them 

(members of the Visegrad group) kept a regime of floating exchange rate. According to 

Eijffinger (and others) the level of inflation in the Baltic states and Bulgaria should be higher. 

In order to see the pattern clearly the two groups are visually differentiated. Comparison of 

the selected sample is providing very solid ground to take the theory seriously. However, the 

requests and calls for a change in Maastricht inflation criteria were strictly refused several 

times.
25

  

                                                           
23 See Lewis, Eijffinger, Buitter, Feldmann (and others) 

24 same, pp. 8 
25 TASR, December 12th, 2008, available the same date at http://ekonomika.sme.sk/c/4221181/estonsko-

navrhuje-zmenu-inflacneho-kriteria-pre-prijatie-eura.html 
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An usual instrument used by central banks to address inflation is the interest rate 

adjustment. Basic logic behind the monetary rules of modern central banks is that increase in 

interest rate should cause decrease in consumer credit and private investments and thus press 

down the price level through wage channel. However, Latvian long-term peg policy made this 

mechanism highly ineffective.  

In the first half of the first decade of this century people in Latvia believed its 

government that euro zone is at reach. The real situation created incentives for people to avoid 

high interest rates when taking a loan in Lats by setting up accounts and make financial 

operations in euros. Consequently the more central bank increased interest rates, the more 

people turned to euros as a currency in use. The graph 6 shows how the interest rates 

developed recently. Taking a loan in Lats has been clearly more expensive than using euros. 

Beneath the graph 7 present the development of the loan structure of Latvian households and 

enterprises by currency.  
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High inflation and consequently interest rates during the longer period of time has 

caused that in 2009 almost 90% of credit provided to households and enterprises were euro-

denominated. Due to high inflation Latvia was loosing its competitiveness even before the 

financial crisis fully hit the Baltics. However, the crisis made things even worse. 

Unemployment rate was attacking the 20 per cent level and GDP shrank by almost the same 

level.  

Thus, Latvian decision-makers found the country in a big trap. Price level in Latvia was 

still too high to attract the investors, or make exports cheap. And increasing of 

competitiveness through the currency devaluation was almost impossible. Devaluation of lat 

would high up the euro-denominated loans in a moment. On top of that, monetary policy tools 

are practically in hands of ECB, which must adjust its steps primarily to Eurozone needs. The 

so long celebrated fixed exchange rate regime thus found its limits but cannot be removed 

without deep political and economic consequences. The fiscal policy during the recent decade 

was not adjusted to hold the economy, once the tools of monetary policy were out of the 

game. In his study, Pašiak cites his research respondent from Latvia: “We weren’t really 

working on that. When there were good times, we were just spending, and as a result, we have 

a situation that we have.”
26

 

 

 

                                                           
26

 Pašiak, M.: A Fairy Tale with Happy Ending? The New Member States and the Eurozone entry. IN: Malová, 

D. et al.: From Listening to Action? New Member States in the European Union. Devin Printing House, 

Slovakia, 2010. pp. 76 
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Conclusion 

Reducting the functions of a state was the focal point of economic debates in 1980s and 

1990s. The post-communist governments were not an exemption and so-called neo-liberal 

reforms swept through many of the central and eastern European countries. After 20 years of 

the fall of communism it is clear that building of a state is equally important. 

This paper examined the decisions on monetary policy made in the early stage of 

building the Latvian state. Facts are showing that key political decisions in the process of a 

state building might have serious consequences in other social-economic areas in a further 

future. Decision of Latvian elites to introduce the fixed exchange rate regime helped to 

stabilize the national economy and protected it against speculative attacks on financial 

markets. On top of that, international credibility and reputation was dependent on stabilizing 

Latvian economy. However, keeping the peg after the stabilization period has had several 

negative effects on the country’s economy. First time the monetary policy contributed to a 

high inflation and thus slowed the process of euro adoption. Second time it deprived country 

of its key monetary policy tools necessary to fight the consequences of the global financial 

crisis. This has contributed to incapacity to address economic shocks in short-run. 

This paper has no intention to assess the steps of Latvian authorities. Its aim is just to 

point at the importance of decisions made during the national state building process and its 

relation to public policy-making in the later periods. Latvian story explains how controversial 

the fixed exchange rate policy might be. Illustrated on the Latvia, we argue that the peg 

proved to be an appropriate tool for the transition period and gaining international credibility. 

However, the efficiency of such monetary policy is highly disputable in an open small and 

relatively advanced economy.  

Latvian experience might be valuable for other countries in the early stage of nation 

building process. The question is if the experience of Latvia can influence the governments 

preferences towards euro adoption. And if not to introduce the euro, is there any other option 

for Latvia now? 
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