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Dear President, Prime Minister, Governor, Managing Director, Ministers, Colleagues,

It is a great pleasure to be here with you all. I would like to thank the Bank of Latvia and the IMF for organizing this conference and giving us the possibility to share our thoughts on the difficult times we've been through. 

In my presentation I will mainly look at why the adjustment in Latvia worked and draw some lessons from this experience. 
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With the prospect of and subsequent EU accession, the Baltic countries enjoyed in the past decade double-digit growth and a huge jump in living standards. However these trends were unsustainable as shown by the current account deficit, reaching an outstanding 27% in Latvia, and the excess of domestic demand over GDP.
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By 2008, credit tightening, an accelerating recession, shrinking revenues, and the collapse of Parex banka, put the solvency of the Baltics governments into question, leading to soaring interest rates, in turn further depressing the economy. As Lithuania and particularly Estonia had run more prudent policies in the past and did not experience bank implosions, they had sufficient liquidity to go on their own through the storm. Instead, Latvia run out of money and had to ask the EU and the IMF for help. This was set up jointly with many other partners, in particular the World Bank and the Nordics, very well represented by the Swedish colleagues. The Nordic/Baltic meetings organised by Minister Borg played a key role in setting peer pressure. 
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As we lenders came in to provide help, the focus was on correcting the external, financial and fiscal imbalances. The most obvious step was to make exports more competitive by quickly compressing wages, to reverse the increases of the boom. However the high current account was also the symptom of extreme developments on the import side, fuelled by financial inflows, exuberance of citizens and last but not the least, policy mistakes. So, while quickly correcting wages was crucial, a structural adjustment and clear drop in consumption and in imports after the party of the noughties was inevitable. 
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The focus had therefore to be placed also on changes in quantities and quality, that is, on fiscal consolidation and on structural reforms to regain productivity. In short, the private sector had to (real estates, retail) had to adjust its size while improving the quality of output.  At the same time, the financial sector had to significantly deleverage, but possibly in a controlled way, which was achieved within the so-called Vienna initiative thanks also to the influence of the Swedish authorities. 
The adjustment obviously had to be carried out mainly by the public sector. But the government imploded in Latvia in spring 2009, unable to tackle the soaring deficit. This created further tensions, deposit outflows resumed, amid prophecies of devaluation, a risk of a bank run or, to the other extreme, of a full but equally undesired euroisation of the country.
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Eventually the new government led by Prime Minster Dombrovskis, not after some initial hesitations, started a strong and frontloaded fiscal consolidation in the Summer 2009, when measures amounting to well above 8% of GDP were adopted within just a few months.
A consolidation of such extent should have aggravated the recession, as the  simulations in the left panel suggest – adding a further contraction of 6% to an economy already in free-fall. But real GDP in Latvia rebounded instead, just as the consolidation kick-started, as shown in the right panel.
Why did this happen?
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One explanation is that the private sector was reassured by the steps taken by the government, our clear support to Latvia, and the definition of a new, ambitious but credible, roadmap. Confidence increased, capital outflows were reversed, and ultimately investment and consumption resumed. The rebound of the private sector likely compensated the contractionary effects of the fiscal consolidation. 
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According to our QUEST simulations, the increase in government bond yields experienced by Latvia until early-2009 may explain about 3/5 of the total GDP contraction during the burst. The renewed confidence removed such drag on the economy, as depicted in the right panel. This highlights how self-fulfilling a financial crisis can be with its impact on the economy, and how crucial is to break the vicious circle with decisive and timely action. 
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While confidence played a role, also supply-side effects materialised, though with longer delays. Cuts in both public wages and employment increased downward wage pressure in the total economy and provided further employable resources for the productive sectors. 
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Many structural reforms and measures, from which the Latvian economy is greatly benefitting now, were also implemented over the past years, many under the specific impulse of the European Commission. Accelerating the absorption of the UE funds provided  a strong boost to the economy. The Small Business Act, for example, resulted in a surprising growth of new companies in the last 2-3 years, and similarly beneficial has been the public administration reform or the revision of some social security mechanisms.
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So, how can we explain this success?

· First of all, the reallocation process was arguably helped by the extreme flexibility and dynamism of the Latvian economy and the supportive institutional setting.
· The strong and frontloaded policy decisions clearly helped to break the vicious circle.

· These tough decisions reflected the ownership of the programme, including the attachment to the peg, by the Latvian authorities. If I am allowed to refer to the role of the lenders here, it has been to help the government focus on the main objectives and understand the responsibility it had when making, or not making, their choices;
· As for the political and social sustainability of the adjustment, it was likely favoured by the eventual realisation by the Latvian citizens that the 'party was over', after the fast income growth in the boom; here pedagogy and communication on the programme and on more worrying alternatives, and management of expectations and recognition of progress and achievements did their part.
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Let me draw a few lessons from such experience. 

Crises can be overcome if, and only if, there is national commitment to address the causes of the crisis. In Latvia they were mainly fiscal and structural. Attention to distribution of the burden of the adjustment across the population can significantly increase acceptance of the adjustment. Time is a key dimension: overshooting in financial markets and the long transitions in labour and product markets, need both quick action and patience. Reallocating resources is a painful and lengthy process. With existing jobs quickly destroyed while new ones are created more slowly, unemployment inevitably surges fast, but as we see in Latvia and the Baltics, can also recede rapidly. With workers caught in the process needing assistance and retraining, deploying an effective social safety net is a must! 
A smart adjustment does not need sustained and extensive deflation, as many warned was the corollary of the internal devaluation. Instead it such adjustment can reduce interest rates supporting both growth and debt dynamics. Growth can return faster if there is a credible fiscal consolidation and structural adjustment, especially when both happen at the same time. In turn, stronger nominal and real GDP growth helps fiscal revenues making adjustment easier than planned. But plans must be made prudently, given the asymmetry of market responses. Finally, liquidity problems must not plunge a country into insolvency: it is important that in the recovery from a crisis, when the country does its part and is committed to do so, ample liquidity support and shelter is provided. Non-disbursement of the necessary funds to Latvia in June 2009, after measures above 4% of GDP had just been adopted within ten days by Parliament, would not have us here today praising this success story. I hope those sceptics about the role of the Commission will realise the impact we had in that circumstances.

Before closing, let me refer to some of the  challenges which remain for Latvia, unemployment and poverty, the reversal of emigration and the risk of complacency following the recent positive fiscal and macro developments against the country's objective to adopt the euro, which we support but still needs to be earned by showing that the achievements are sustained.
Let me conclude, the Latvian adjustment has allowed the whole Baltic region and beyond to regain stability and return to a solid growth. 
Three years ago, such outcome was against all odds. We, that is, the Latvian authorities and citizens and the lenders, have nevertheless strongly believed into it and we, each for its own part, but all together, have delivered it. 
In the midst of a crisis of confidence affecting now the other side of this continent, this is a key lesson for Europe. 
Thank you for your attention
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