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Despite Latvia being hailed
by bankers as a shining
example of how to pay off
debts, the true picture is far
from rosy; Latvia provides no
. magic solution for indebted
-economies.

The “Latvian option” is the buzz-
word of the moment among European
bankers and financial journalists. In
October, the Latvian peaple voted in
a coalition headed by the incumbent
prime minister Valdis Dombrovskis,
whose government had savaged social
benefits, cut pay and inflated unem-
ployment in 2009. Was this proof that
austerity measures could not only work,
but actually be popular? Was Latvia the
model that Greece, Ireland and Spain
should emulate?

The Wall Street Journal, for one,
has published several articles promot-
ing this view. Most recently, Charles
Doxbury advocated Latvia’s internal
devaluation and austerity strategy as the
model for Europe's crisis nations to fol-
low. The view commonly argued is that
Latvia’s economic freefall (the deepest
of any nation from the 2008 crisis) has
finally stopped and that recovery (albeit
very fragile and modest) is under way.

What does Latvia’s
election result mean?

On politics, the standard narrative
{as rolled out in the Economist recently)
is that Latvia's taciturn and honest
prime minister, Valdis Dombrovskis,
won re-election in October even after
imposing the harshest tax and austerity
policies ever adopted during peacetime,
because the “mature” electorate realised
this was necessary, “defying conven-
tional wisdom™ by voting in an austerity
government.

The problem with this interpreta-
tion is that the election was not a
referendum on economic policy, but
a contest primarily driven by ethnic
considerations and the desire to punish
a select group of oligarchs. Bankers,
the financial press, and Latvia’s Central
Bank, however, would like to portray
Latvia's October election as a vindica-
tion for austerity policies. Bankers want
to get paid. The financial press pines
for a return of the fairytale that markets
self-correct and austerity brings prosper-
ity. Latvia's Central Bank, about which
even the IMF has expressed concern
over the stridency of its neoliberal radi-
calism, wishes to run a vict’ory lap, thus
absolving itself for policies that imposed
massive suffering on Latvia's people.

Despite these ringing endorsements
for Latvia's austerity policies, they
are not replicable, First, Latvia has no
labour movement to speak of, thus little
possibility of mobilising people against
austerity. Indeed, there is little tradition
of activism based on anything other
than ethnicity. Therefore, countries
with labour movements and traditions
of activism on economiic issues can
expect very different results. Latvia’s
election turned on ethnic issues, as iis
politics have since 1991. Indeed, the
election results were not a referendum
on economic policy, but on ethnicity.
Ethnic Latvians {the majority) voted
for the ethnic Latvian parties (mostly

neoliberal}, while the sizeable 30%
minority of Russian speakers voted
with similar discipline for their party,
Harmony Centre (loosely Keynesian),
Three days before the election a spate
of stories were released suggesting
Kremlin ties to Latvia’s ethnic Russian-
dominated party that opposed austerity
measures. These reports may, or may
not, eventually be confirmed; however,
released right before the election they
moved many ethnic Latvians who were
on the fence regarding who to vote for
away from Harmony Centre.

Twenty years after independence,
the consequences of Russian emigra-
tion to Latvia under Soviet cecupation
still shape voting patterns, Unless other
economies can draw upon similar
ethnic division as a distractive cover,
political leaders pursuing Latvian-
style austerity policies are doomed to
electoral defeat.

Depopulation

While the economic crisis was deep
enough to drive even Latvia's depoliti-
cised population into the streets in the
winter of 2009, most Latvians soon
found the path of least resistance to be
simply to emigrate. Neoliberal austerity
has created demographic losses exceed-
ing Stalin's deportations back in the
1940s (although without the latter’s loss
of life). As government cutbacks in edu-
cation, healthcare and other basic social
infrastructure threaten to undercut
long-term development, young people
are emigrating to better their lives rather
than suffer in an economy without jobs.
More than 12% of the overall popula-
tion (and a much larger percentage of
its labour force) now works abroad.

Children (what few of them
there are as marriage and birth rates
drop) have been left orphaned behind,
prompting demographers to woader




how this small country can survive. So unless
other debt-strapped European economies with
populations far exceeding Latvia's 2.3 million
peaple can find foreigri labour markets to ac-
cept their workers unemployed under the new
financial austerity, this exit option will not be
available.

Austerity Medicine

So what about the much-quoted 3.3%
growth rate? Projected for 2011, it is often cited
as evidence that Latvia's austerity mode] has
stabilised its bad-debt crisis and the chronic

- trade deficit that was financed by foreign-
currency mortgage loans. But the real question
to ask is whether 3.3% is really enough. Given
a 25% fall in GDP during the crisis, such a
growth rate would take a decade to just restore
the size of Latvia's 2007 economy. Is this “dead
cat” bounce sufficiently compelling for other
EU states to follow it over the fiscal cliff?

The method by which the EU’s creditor na-
tions and banks would like to resolve this crisis
is “internal devaluation”: lower wages, public
spending and living standards to make the debt-
ors pay. This is the old IMF austerity doctrine
that failed in the developing world. It loolks like
it is about to be reprised. The EU policy seems
to be for wage earners and pension savers to
bail out banks for their legacy of bad mortgages
and other loans that cannot be paid — except by
going into poverty.

So do Greece, Ireland and perhaps Spain
and Portugal understand just what they are
being asked to emulate? How much “Latvian
medicine” will these countries take? If their
economies shrink and employment plunges,
where will their labour emigrate?

Apart from the misery and human tragedy
that will multiply in its wake, fiscal and wage
austerity is economically self-destructive. It
will create a downward demand spiral pull-
ing the EU as a whole into recession. Whalt is
needed is a reset button on the EU’s economic
and fiscal philosophy. Bank lending inflated
its real estate bubbles and financed a transfer
of property, but not much new tangible capital
formation to enable debtor economies to pay
for their imports. -

How Europe handles this crisis may deter-
mine whether its history follows the peaceful
path of mutual gain and prosperity that eco-
nomics textbooks envision, or the downward
spiral of austerity that has made IMI planners
so unpopular in debtor economies.
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