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Abstract 

Fiscal policy is one of the most important tools of country's economic policy. Fiscal policy, 

consistent with country`s current position on the business cycle, is crucial prerequisite for the 

economy`s sustainable growth. Latvia`s ability to implement independent monetary policy is 

constraint by participation in the Exchange Rate Mechanism II (ERMII). Under such 

circumstances fiscal policy becomes the core element of Latvia`s economic policy, implying 

the necessity to pay considerable attention to its stance and its impact on the economy.  

The objective of the promotion paper is to evaluate fiscal policy implemented by the 

Government of Latvia since this country regained its independence, with the particular focus 

on the recent pre-crisis period as well as to elaborate an econometric model aimed at 

estimating the impact of Latvia`s fiscal policy on its economy. 

The promotion paper and elaborated DSGE model are meaningful on both theoretical and 

practical grounds and could be used by fiscal authorities when designing an appropriate fiscal 

policy strategy. Based on the results of the paper the author presents numerous proposals to 

the Ministry of Finance and the Ministry of Welfare. Suggestions for further development of 

the DSGE model are provided, giving an opportunity for the Bank of Latvia to use the model 

for the analysis of fiscal policy changes.   

The results of the promotion paper imply that Latvia’s fiscal policy during the period of 2006 

– 2008 was clearly pro-cyclical that jeopardized developments of Latvia’s economy and 

triggered budgetary crisis of 2009 – 2010. It is crucial in future to avoid such policies by 

introducing national fiscal policy rules (budget balance and expenditure rules) aimed at 

ensuring that implemented fiscal policy is both counter-cyclical and sustainable in the long-

run. Budget balance rule should be expressed in terms of structural balance, preferably 

estimated using the methodology that takes into account composition of economic growth. In 

order to ensure counter-cyclical reaction of budget balance to macroeconomic developments 

automatic stabilizers should be strengthened and discretionary fiscal policy should be 

implemented in exceptional cases only. In addition, the findings of the promotion paper show 

that shifting the tax burden from direct taxes to indirect taxes would contribute to economic 

growth in Latvia. 
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1. Introduction   

 

Topicality. Fiscal policy is one of the most important tools of country's economic policy. The 

term ”fiscal policy” implies the combination of tax policy, expenditure policy, debt 

management policy, as well as other public finance activities aimed at reaching certain 

economic goals. Fiscal policy, consistent with country`s current position on the business 

cycle, is crucial prerequisite for economy`s sustainable growth. 

When Latvia joins the Economic and monetary union the Bank of Latvia will not be able to 

implement its own, independent, monetary policy, therefore fiscal policy will be the only 

available tool of economic policymaking. Even now, when Latvia is not part of the euro area, 

its ability to implement independent monetary policy is constraint by Latvia`s participation in 

the Exchange Rate Mechanism II (ERMII). Under such circumstances fiscal policy has 

already become the core element of Latvia`s economic policy, implying the necessity to pay 

considerable attention to its stance and its impact on the economy.  

The topicality of the paper is further supported by the following considerations. First, in 2009 

– 2010 Latvia experienced substantial budgetary crises giving rise to the necessity to study the 

cause and consequences of the crisis and elaborate proposals aimed at avoiding such a crisis 

in future. Second, Latvia`s Government has agreed upon the euro adoption strategy, whereby 

budget deficit has to be lowered below the Maastricht threshold of 3% of GDP by 2012. 

Third, demographic challenges are expected to bring about an increase in the level of budget 

expenditure on old-age pensions and health care, implying that fiscal reserves should be built 

up in the medium term.  

The impact of Latvia`s fiscal policy on the economy has not been studied sufficiently so far. 

Fiscal policy decisions, for instance, concerning tax policy changes or the structure of 

austerity measures, have been made based on certain political considerations without regard to 

scientific investigation of how it is expected to affect real economy. Therefore elaboration and 

estimation of an econometric model enabled to provide an insight into the impact of fiscal 

policy on Latvia`s economy is deemed to be of high value added both to fiscal authorities and 

to the Bank of Latvia as an economic advisor of the Government. 

The most powerful tool for such an analysis is Dynamic Stochastic General Equilibrium 

(DSGE) model, that enables to estimate the impact of fiscal policy on the economy at 

different assumptions regarding the policy regime (rule), as model`s structural parameters and 

policy parameters are estimated separately from each other. To the author`s knowledge at the 
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moment being there is no a DSGE model in Latvia containing fiscal variables. At the same 

time DSGE models are widely used in central banks and various international institutions 

(such as the European Commission and the IMF) as well as across large universities. 

Therefore the objective of the promotion paper is to gauge the fiscal policy implemented by 

Latvia`s fiscal authorities since Latvia regained its independence with the particular focus on 

the pre-crises period (2006-2008) and to elaborate an econometric DSGE model aimed at 

modeling the impact of fiscal policy on Latvia`s economy.  

For achieving the objective of the Paper the following tasks have been set forth: 

 To study theoretical aspects of the impact of fiscal policy on the economy envisaged 

by various macroeconomic schools in order to identify modeling framework that is 

most appropriate for Latvia`s economic and institutional environment, 

 To lay down arguments for fiscal policy coordination in a monetary union and make a 

critical review of fiscal policy rules in the European Union, bearing in mind that they 

are binding for Latvia as well,  

 To evaluate Latvia`s tax policy and expenditure policy, the stance of Latvia`s fiscal 

policy, debt management policy as well as sustainability of Latvia`s public finance in 

light of the ongoing process of ageing population,  

 On the basis of econometric tools to estimate Latvia`s General Government Budget 

structural indicators in order to evaluate Latvia`s fiscal policy stance and cyclicality,  

 To elaborate Dynamic Stochastic General Equilibrium (DSGE) model, to estimate its 

parameters by using Bayesian econometric technique and to provide an economically 

meaningfull interpretation of these parameters,  

 Within the framework of the elaborated DSGE model to estimate the impulse 

responses of GDP, inflation, interest rates and other macroeconomic indicators to the 

exogenous shocks of direct taxes, indirect taxes and government consumption.  

The research object of the Paper is Latvia`s fiscal policy.  

The research subject is Latvia`s fiscal policy stance, it`s cyclicality and it`s impact on 

Latvia`s economy.  

The theoretical and methodological basis of the promotion paper consists of scientific 

literature, research publications of Latvian and foreign economists in leading economic 

journals, methodological literature, as well as legislation of the Republic of Latvia and the 

European Union. Statistical data of the Statistical Bureau of Latvia, State Treasury, Ministry 
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of Finance, the Bank of Latvia, EUROSTAT was used in calculations of the promotion paper. 

Calculations were performed by applying the following software: Microsoft Excel, E-Views, 

Matlab and Dynare. In the course of work on the promotion paper the wide range of 

quantitative and qualitative methods was applied, among them the analysis of economic 

literature, legislation, historic documents, statistical and econometric analysis.  

Limitation of the research. The concept of fiscal policy is quite broad and there are different 

fiscal policy tools. Fiscal policy stance is constantly changing due to changes in the 

Government`s policy targets, preferences of economic agents, economic circumstances, 

institutional framework as well as due to other reasons. Therefore it is not possible to pay 

attention to all aspects of fiscal policy conducted in Latvia since it regained its independence 

in one research paper. The promotion paper pays particularly large attention to Latvia`s tax 

policy, fiscal policy stance and cyclicality as well as to the sustainability of Latvia`s public 

finance. The author highlights the events during the period 2006 to 2008 due to the fact, 

approved by findings of the paper, that fiscal policy of that period laid the foundation to the 

budgetary crisis of 2009 – 2010.  

The practical part of the promotion paper covers the period from 1995 to 2008. Some data, for 

instance, the economic breakdown of tax revenue according to the ESA95 methodology, are 

available only for the period up to 2008, as data for 2009 will become public at the end of 

2010. Data available for 2009 are still being provisional. Nevertheless, bearing in mind 

important macroeconomic developments of 2009 – 2010, that brought about substantial 

changes to Latvia`s tax system, expenditure structure, one section of the paper is devoted to 

fiscal policy developments during that period. Finally it should be noted that Latvia`s General 

Government cyclically adjusted budget balance was estimated by applying statistical HP-filter 

that envisages an end-point problem. In order to avoid fallacious conclusions due to the 

asymmetric bias at the beginning of the time series, estimates of Latvia`s General 

Government cyclically adjusted budget balance are provided for the period of 2000 onwards, 

omitting the first 4 years of the series. In its turn, solving the same problem at the end-points 

of the series asks for prolonging them using projections up to 2014.  

As regards the elaborated DSGE model it should be noted that the main limitation is related to 

time constraints, as development of such a model is time-consuming and usually involves 

more than one person. In order to apply the model to address more advanced problems, than 

those reflected in the paper, some important modifications, explained at the end of the paper, 

are needed. 
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The following hypothesis has been proposed in the promotion paper: Latvia`s fiscal policy 

has been pro-cyclical, that could probably become one of the major reasons of instability in 

Latvia`s economy.  

On the grounds of the promotion paper conclusions, the following theses are defended:  

1. Latvia’s fiscal policy during the period of 2006 – 2008 was clearly pro-cyclical that 

jeopardized the developments of Latvia’s economy and triggered budgetary crisis of 

2009 – 2010.  

2. It is crucial in future to avoid such policies by introducing national fiscal policy rules 

(budget balance and expenditure rules) aimed at ensuring that implemented fiscal 

policy is both counter-cyclical and sustainable in the long-run. Fiscal policy rules 

should come into force after Latvia`s economic crisis is over.  

3. Budget balance rule should be expressed in terms of structural balance, preferably 

estimated using the methodology that takes into account the composition of economic 

growth.  

4. In order to ensure counter-cyclical reaction of budget balance to macroeconomic 

developments automatic stabilizers should be strengthened and discretionary fiscal 

policy should be implemented in exceptional cases only.  

5. The distortive effect of direct taxes on the decision making of economic agents is 

larger than that of indirect taxes, giving rise to the conclusion that shifting the tax 

burden from direct taxes to indirect taxes would contribute to economic growth in 

Latvia.  

The promotion paper consists of an introduction, four chapters, conclusions and proposals, 

and the bibliography. The total size of the paper, annexes exclusive, is 163 pages. The paper 

contains 14 tables, 45 figures and 4 annexes. The bibliography contains 90 sources of 

literature as well as other sources of information and statistical data. 

The promotion paper is structured in four chapters. Chapter 1 is dedicated to critical review 

of several theoretical aspects of the impact of fiscal policy on the economy envisaged by 

various macroeconomic schools (from the neoclassical paradigm and the New Keynesian 

macroeconomic theory to highly controversial Non-Keynesian approach appeared recently) in 

order to identify the modeling framework that is most appropriate for Latvia`s economic and 

institutional environment. The separate section is devoted to different theoretical views 

regarding the impact of fiscal policy on prices. Chapter 1 provides the theoretical basis for the 

application of the New Keynesian version of the DSGE models to modeling fiscal policy in 



 10 

Latvia by arguing that the new neoclassical synthesis framework is the most appropriate for 

Latvia`s institutional design. 

Chapter 2 is dedicated to the analysis of fiscal policy framework of the EU, bearing in mind 

that it is binding for all EU countries, including Latvia. Fiscal policy in Latvia should be 

implemented by respecting EU fiscal policy rules. The chapter starts with providing the 

theoretical arguments for the necessity of fiscal policy coordination in a monetary union and 

eventually shows that fiscal policy rules contained in the Maastricht Treaty and the Stability 

and Growth Pact of the EU have not been strong enough to ensure fiscal discipline across the 

EU countries during the period of strong economic upswing. All in all Chapter 2 argues that 

the EU fiscal policy framework should be complimented by national fiscal policy rules in 

particular in those countries where fiscal slippages during the period of „good times” was the 

major cause of the recent budgetary crisis.  

Chapter 3 focuses on the thorough analysis of Latvia`s fiscal policy. It first discusses the 

fiscal policy conducted by Latvia`s Government during the period between two world wars, 

when independent Latvia first arose. Then several aspects of fiscal policy implemented in 

Latvia after it regained its independence are being investigated: tax policy, expenditure 

policy, stance and cyclicality of fiscal policy, sustainability of public finance as well as 

Latvia`s budgetary crisis of the period 2009-2010, its causes and implications for future 

policies. The author estimates various structural fiscal indicators, with the purpose to separate 

the impact of macroeconomic fluctuations on the developments of fiscal variables. Chapter 3 

plays a prominent role in the promotion paper by showing the fiscal policy stance before the 

crisis, during the crisis and indicating challenges to Latvia`s fiscal policy in future. 

Finally Chapter 4 lays out the New Keynesian Dynamic Stochastic General Equilibrium 

(DSGE) model with fiscal variables: direct and indirect taxes, and government consumption. 

It first describes the content of the model, then it estimates the model`s parameters and gives 

economically meaningful interpretation of the parameters. Then impulse responses of several 

macroeconomic variables to the exogenous shocks in fiscal variables are estimated and 

thoroughly analyzed. The author calibrates fiscal policy parameters in order to distinguish 

between pro-cyclical and counter-cyclical response of fiscal variables to macroeconomic 

developments. It enables to estimate fiscal multipliers at different assumptions regarding 

fiscal policy regimes.  

The paper ends with conclusions and proposals for the Ministry of Finance, Ministry of 

Welfare and the Bank of Latvia.  
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The promotion paper presents the following scientific novelties: 

a. Application of modern econometric technique (such, for instance, as Kalman filter, 

that enables to estimate unobservable macroeconomic variables) allows to estimate 

structural fiscal indicators and use them in the analysis of Latvia`s fiscal policy, that 

has never been done before in Latvia. 

b. By developing the first DSGE model for Latvia that contains fiscal variables and 

estimating it by Bayesian approach, for the first time in Latvia the impact of fiscal 

policy on the economy is analyzed in terms of consistent general equilibrium 

framework. New Keynesian DSGE models enable to analyze the impact of fiscal 

policy taking into account interaction of all sectors of the economy. In contrast to 

partial equilibrium macroeconometric models it is not vulnerable to Lucas critique, 

that allows to evaluate the effect of fiscal indicators within different fiscal policy 

frameworks.  

c. Application of Bayesian approach to fiscal policy modeling enables to estimate the 

model`s parameters by combining prior information about the population parameters 

with information inherent in the sample (actual time series).  

The elaborated model presents wide range of practical novelties for fiscal policy 

formulation: 

1. The results of the DSGE model provide arguments in favour of introduction of 

national fiscal policy rules as well as argue for the shift of tax burden in Latvia from 

direct taxes to indirect taxes.  

2. The elaborated DSGE model could become the baseline model for further in-depth 

investigations in the field of fiscal policy in Latvia. After some technical 

developments (for instance, after introducing additional fiscal policy tools into the 

model) it could be used by the Monetary Policy Department of the Bank of Latvia for 

the analysis of changes in tax and expenditure policy as well as for international 

projects within the European System of Central Banks.   

 

Approbation: 

The results of the promotion paper have been approbated: 

1. At the chair meeting on 22 April 2010. 

2. At the extended chair meeting on 3 June 2010. 
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2. The Main Tenets of the Promotion Paper 

2.1. The impact of Fiscal Policy on the Economy in the Framework 

of Different Macroeconomic Theories  

The first chapter of the promotion paper is dedicated to the critical review of several 

theoretical aspects of the impact of fiscal policy on the economy envisaged by various 

macroeconomic schools (from the neoclassical paradigm and the new Keynesian 

macroeconomic theory to highly controversial non Keynesian approach appeared recently) in 

order to identify the modeling framework that is most appropriate for Latvia`s economic and 

institutional environment. The separate section is devoted to the analysis of different 

theoretical views regarding the impact of fiscal policy on prices. The first chapter provides the 

theoretical basis for the application of the new Keynesian version of the DSGE models to 

modeling fiscal policy in Latvia by arguing that the new neoclassical synthesis framework is 

the most appropriate for Latvia`s institutional design. 

Generally speaking modern macroeconomic theory distinguishes between three most widely 

recognized schools of economic thought concerning the impact of fiscal policy on the 

economy: the new classical theory, the new Keynesian theory and Ricardian equivalence. In 

addition to that, the non Keynesian theory is becoming popular nowadays as several 

policymakers tend to refer to the non Keynesian effect as to the main argument for fiscal 

consolidation.  

The Chapter shows that the impact of fiscal policy on the economy depends on the initial 

budgetary position (the level of public debt and/or budget deficit), institutional framework 

that determines mechanisms of price and wage setting, as well as on how rational economic 

agents are and how developed the financial and capital market is. Government expenditure 

multiplier in the short-run can be positive and the fiscal policy can have the so called 

Keynesian effect (if all the assumptions of the Keynesian theory hold), can be equal to zero (if 

Ricardian equivalence holds) and can be negative (if assumptions underlying non Keynesian 

theory are valid). Lon-run expenditure multiplier according to the new classical theory is 

negative. In contrast to the Keynesian theory new classics refer to the long-run effect of fiscal 

policy. It should be stressed that some of the assumptions may hold in one country while 

being inapplicable in another country. Similarly the period under scrutiny may be of large 

practical importance.  
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During the last decade of the twentieth century, macroeconomics began to evolve into the 

„new neoclassical synthesis”. The central elements of this new synthesis involve both new 

classical and new Keynesian elements, namely:
1
 

 The need for macroeconomic models to take into account intertemporal optimization; 

 The widespread use of the rational expectations hypothesis; 

 Recognition of the importance of imperfect competition in goods, labour and credit 

markets, 

 Incorporating costly price adjustment into macroeconomic models. 

The Chapter 4 of the promotion paper deals with Latvia`s fiscal policy modeling using DSGE 

approach. At present two competing schools of thought form the bulk of DSGE modeling: the 

RBC models that build on new classical theory and new Keynesian models that build on new 

neoclassical synthesis. The author prefers new Keynesian models and considers those as most 

appropriate for Latvia`s institutional and economic environment. Notwithstanding the 

theoretical and practical importance of RBC models, the new Keynesian counterparts received 

more popularity in central banks, international financial institutions and academic world.  

2.2. The institutional framework of the European Union: 

justification, core elements and drawbacks in ensuring fiscal 

discipline  

 

In 2005 Latvia became part of the ERM II. Latvia`s participation in the ERM II is a necessary 

prerequisite for joining the Economic and Monetary Union after all criteria of the Maastricht 

Treaty are eventually satisfied. Initially euro adoption was planned for 2008, but Latvia was 

unable to satisfy inflation criteria and its participation in the EMU has been postponed. Thus 

at the moment Latvia`s ability to implement independent monetary policy is constraint by 

Latvia`s participation in the Exchange Rate Mechanism II (ERM II). After Latvia joins the 

EMU fiscal policy will become the only tool of economic policy. However Latvia`s fiscal 

policy should be conducted in compliance with the EU fiscal policy rules. 

 

 

                                                 
1
 Snowdon, B, Vane, H.R. Modern Macroeconomics: Its Origins, Development and Current State. Edward 

Elgar, UK, pp. 1-807, 2005 
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Chapter 2 provides the theoretical arguments for the necessity of fiscal policy coordination in 

the European Union. One of the sections is dedicated to the analysis of the EU fiscal policy 

rules, bearing in mind that the rules are binding for Latvia too. The chapter shows that fiscal 

policy framework has not been strong enough to ensure fiscal discipline across the EU that 

triggered budgetary crisis in several EU states. The chapter argues that the EU fiscal policy 

framework should be complimented by national fiscal policy rules in particular in those 

countries where fiscal slippages during the period of „good times” were the major cause of the 

budgetary crisis of recent years.  

As shown by Levin
1
, expansionary fiscal policy conducted by one country of a monetary 

union brings about a negative effect on other member states` economies. It implies that any 

monetary union should be based on clear fiscal policy rules which ensure that all member 

states of a monetary union are obliged to fiscal discipline. It corresponds to interests of all 

member states. Such a rationale laid down legislative foundations of the EU with the majority 

of member states participating in the Economic and Monetary Union. 

EU fiscal policy framework is governed by Article 104 of the Maastricht Treaty and the 

Protocol on the Excessive Deficit Procedure annexed to it. Provisions under Article 104 are 

supplemented with the Stability and Growth Pact (SGP). 

Article 104 stipulates that "Member States shall avoid excessive government deficit". The 

compliance of a Member State with this requirement is assessed on the basis of deficit and 

government debt reference values (3% and 60% of GDP, respectively). Excessive deficit 

procedure, outlined in the Treaty, is defined in more detail in the Stability and Growth Pact. 

First, it specifies more precisely in which cases and under what terms the government deficit 

reference value of 3% of GDP stipulated by the Treaty can be exceeded; second, it stipulates 

sanctions that can be imposed under Article 104(11) of the Treaty, if an EMU member 

country does not comply with the rules. For the purpose of safeguarding EU Member States 

from excessive government deficits, ECOFIN has established a mechanism for fiscal policy 

surveillance, the details of which are set forth in the SGP. It stipulates that all full-fledged 

EMU Member States shall submit stability programs on a regular basis, with the other EU 

countries submitting convergence programs. Medium-term objectives of budgetary positions 

and the targeted adjustment path (for budget surplus or deficit correction) must be defined in 

                                                 
1. Levin, J.H. “A Model of Stabilization Policy in a Jointly Floating Currency Area” // Bhandari, J.S, 

Putnam, B.H. Economic Interdependence and Flexible Exchange Rates. MIT Press, UK, pp. 329-349, 

1983 
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the program. The medium-term budgetary objectives should be differentiated for individual 

euro area economies as well as ERM II members, with the country-specific medium-term 

budgetary positions being set within the range from –1% of GDP to a balanced or in excess 

budgetary positions in cyclically adjusted terms, excluding one-off and temporary measures to 

take into account "the diversity of economic and budgetary positions and prospects". 

If the medium-term objective position is not satisfied then the pace at which a country is 

approaching it is 0.5% of GDP per annum. A temporary deviation from it is possible in 

exceptional cases when a country is implementing major structural reforms, which have direct 

long-term cost saving effects (e.g. for old-age pensions), including by raising potential growth 

of the economy. The improvement of the cyclically adjusted budget balance (excluding one-

off and other temporary measures) should be higher in economic good times, while in 

economic bad times the adjustment could be more limited. The SGP stipulates that EU 

countries should avoid pro-cyclical expansionary policy.  

Recent events in the majority of the EU economies showed that non-compliance with the SGP 

provisions during the period of economic upswing could trigger budgetary crisis. During the 

period of strong economic growth (well above the potential) vast majority of the EU countries 

fell short of their budgetary medium-term objectives and thus appeared unprepared to 

economic and financial crisis that resulted in a considerable deterioration of their budgetary 

positions. It should be noted that in 2007 the cyclically adjusted budget balances were much 

worse than medium-term objectives (envisaged in convergence/stability programmes) in 20 

out of 27 countries of the EU.  

The author believes that the SGP has to be strengthened at the national level, by introducing 

national fiscal policy rules. There are few examples of successful fiscal policy frameworks 

across the EU, for instance that of Sweden, that allowed those member states to achieve sound 

fiscal position over quite a considerable period of time. At the time of writing the paper 

Sweden was one of few countries, whose budgetary position was prudent despite considerable 

economic meltdown and against which excessive deficit procedure had not been initiated.  

The third and the fourth chapter of the promotion paper show that fiscal policy rules should be 

designed in such a way that they are able to address two major problems of fiscal policy: first, 

they should address the problem of pro-cyclicality in fiscal policy by introducing such 

provisions regarding budgetary process that ensure that fiscal policy is counter-cyclical, 

second, they must take into account projected increase in budget expenditure in the context of 
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ageing population. Other words, the rules must ensure that fiscal reserves are built up in the 

medium term in order to address the consequences of ageing population. 

 

2.3. Assessment of Latvia`s fiscal policy over 1995-2009 

 

Chapter 3 focuses on the thorough analysis of Latvia`s fiscal policy. It first examines the 

fiscal policy conducted by Latvia`s Government during the first years of its existence between 

the two world wars (1920 – 1940). Then several aspects of Latvia`s fiscal policy are under 

investigation: tax policy, expenditure policy, stance and cyclicality of fiscal policy, 

sustainability of public finance as well as Latvia`s budgetary crisis of the period 2009-2010, 

its causes and implications for future policies. The author estimates various structural fiscal 

indicators in this Chapter that helps to disentangle the impact of macroeconomic fluctuations 

on the developments of fiscal variables. The Chapter plays a prominent role in the promotion 

paper by showing the fiscal policy stance before the crisis, during the crisis and indicating 

challenges to Latvia`s fiscal policy in the future. 

During the period between 1995 and 2008 Latvia`s General Government budget deficit 

exceeded the Maastricht threshold of 3% of GDP only twice: in 1999 and 2008 (Figure 1). 

Budget deficit in 1999 reflected the consequences of Russian economic crisis that brought 

about a fall in the budget revenue ratio to GDP. Over the period between 2000 and 2007 

budgetary position has improved, albeit in nominal terms only, followed by a decline in 

economic activity in 2008 that resulted in a considerable deterioration of the General 

Government budget balance, with the deficit exceeding the 3% of GDP threshold.  

As regards public debt, its level has historically been one of the lowest in the whole EU. In 

2008 the ratio of public debt surged dramatically to 19.5% of GDP, reflecting budgetary 

consequences of economic crisis and the necessity to provide financial assistance to the 

banking sector. Even that large it still was far below the Maastricht threshold of 60% of GDP. 



 20 

0

5

10

15

20

25

1
9
9
5

1
9
9
6

1
9
9
7

1
9
9
8

1
9
9
9

2
0
0
0

2
0
0
1

2
0
0
2

2
0
0
3

2
0
0
4

2
0
0
5

2
0
0
6

2
0
0
7

2
0
0
8

%
 o

f 
G

D
P

-2

-1

0

1

2

3

4

5

%
 o

f 
G

D
P

Public debt (LHS) Budget deficit (RHS)

 

Figure 1. Latvia`s General Government budget balance and public debt compliance with the Maastricht 

criteria  

Source: Eurostat 

 

The above story is far from being complete, since nominal indicators of budget balance and 

public debt are not so informative in economic analysis. Much focus should be devoted to 

structural variables of fiscal policy, such as cyclically adjusted budget balance (as implied by 

the SGP). 

CABB is the difference between the actual budget balance and its cyclical component, i.e. the 

component of the budget balance that remains after the effect of the economic cycle has been 

removed. CABB is therefore the component of the budget balance that is consistent with the 

potential level of the economy, i.e. that level of the economy when the output gap is zero. 

Estimation of the CABB is based on an assumption that cyclically sensitive components of 

budget revenue are personal income tax, social security contributions, indirect taxes (VAT, 

excise tax etc.), corporate income tax, while there is only one component of budget 

expenditure which is sensitive to macroeconomic fluctuations, namely, unemployment 

benefits. Cyclical component of budget balance is the higher, the larger are budgetary 

elasticities, the bigger are macroeconomic variables gaps, the larger is the ratio of tax revenue 

to GDP. 

In practice, no uniform CABB assessment methodology exists. A number of international 

institutions have been engaged in working out such methodologies: ESCB, EC, OECD and 

IMF among them. The developed methodologies primarily differ in their approach to the 

estimation of the economic growth potential and of cyclical sensitivity of budgetary revenues 

and expenditures to economic growth. 
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For the assessment of CABB, the paper makes use of two methodologies: the ESCB 

methodology and the OECD methodology since all other existing methodologies are similar 

to the one used by OECD.  

In accordance to the ESCB methodology cyclical component of Latvia`s General Government 

budget balance is estimated, using estimates of budgetary elasticities with respect to 

corresponding macroeconomic variables (either assessed using econometric technique or 

assumed based on tax legislation) and the difference between actual levels of corresponding 

macroeconomic variables and their potential levels (estimated by using HP filter with lambda 

30). It should be noted, that ESCB methodology assumes that only that part of tax revenue, 

which comes from private sector, is subject to macroeconomic fluctuations. Author's 

estimates, are presented in Table 1. 

Table 1. Latvia`s General Government budget balance, cyclical component and cyclically adjusted 

component (according to ESCB methodology) 

Year Budget balance 

(% of GDP) 

Cyclical component of 

budget balance 

(% of GDP) 

CABB 

(% of GDP) 

2000 -2.8 -0.9 -1.9 

2001 -2.1 -0.8 -1.3 

2002 -2.3 -1.1 -1.2 

2003 -1.6 -1.1 -0.5 

2004 -1.0 -1.1 0.1 

2005 -0.4 -0.4 0.1 

2006 -0.5 2.8 -3.3 

2007 -0.3 6.4 -6.7 

2008 -4.1 5.0 -9.2 
Source: CSB, Author`s estimates 

Calculations show that beginning with 2000 fluctuations of macroeconomic variables have 

played a significant role, especially in 2006-2008. Despite reaching a position of close to 

balance in 2007 in nominal terms, Latvia`s General Government budget recorded a substantial 

deficit in cyclically adjusted terms (6.7% of GDP). Notwithstanding relatively small tax 

burden and proportional tax rates in Latvia, macroeconomic turbulence was so substantial, 

that macroeconomic gaps were dramatically high.  

Cyclical components of Latvia`s General Government budget revenue and expenditure are 

shown in Figure 2. In Latvia, the cyclical component of the budget balance is most affected 

by indirect taxes that constitute the largest group of taxes. The impact of SSC and personal 

income tax on cyclical fluctuations cannot be neglected either. Particularly large contribution 

of these two taxes was recorded in 2007 – 2008, attributable from a very large difference 

between actual and potential levels of an average wage in private sector and a number of 

private sector employees. 
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Figure 2. Cyclical components of Latvia`s General Government budget revenue and expenditure (ESCB 

methodology) 

Source: CSB, Author`s estimates 

 

CABB assessment using the OECD methodology is based on the estimation of the output gap 

(and not on the gaps of separate macroeconomic variables). Budgetary elasticities are also 

estimated relative to GDP, not relative to macroeconomic variables. In addition, the OECD 

methodology does not foresee the exclusion of the public sector share from budget revenues 

and expenditures. Estimates of GDP potential are based on estimates of the production 

function coefficients and natural level of unemployment, whereas Phillips curve is assessed 

by exploring econometric Kalman filter.  

Table 2 depicts estimates of the actual budget balance, its cyclical component and CABB, 

based on OECD methodology using econometric estimates of output gaps and budgetary 

elasticities. These estimation results along with the abovementioned ones clearly indicate that 

macroeconomic fluctuations in Latvia have been strong enough to have a significant impact 

on the budget balance, in particular during the years of economic boom.  
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Table 2. Latvia`s General Government budget balance, cyclical component and cyclically adjusted 

component (according to OECD methodology) 

 

Year Budget balance 

(% of GDP) 

Cyclical component of 

budget balance 

(% of GDP) 

CABB 

(% of GDP) 

2000 -2.8 -0.4 -2.4 

2001 -2.1 0.1 -2.2 

2002 -2.3 -0.1 -2.1 

2003 -1.6 -0.3 -1.3 

2004 -1.0 -0.2 -0.8 

2005 -0.4 0.1 -0.5 

2006 -0.5 1.0 -1.5 

2007 -0.3 1.8 -2.1 

2008 -4.1 -1.3 -2.8 
Source: CSB, Author`s estimates 

Figure 3 shows that in some years there are significant differences between CABB estimates 

using ESCB and OECD methodologies. The cyclical components determined by the OECD 

methodology are smaller by their absolute value than those determined using the ESCB 

methodology across almost the entire reviewed period, which can be basically associated with 

the fact that fluctuations of some macroeconomic variables exceed those of GDP. Particularly 

important this observation is for the pre-crisis years, when growth rates of private 

consumption and average wage were substantially higher then GDP growth rates (implying 

that GDP growth was domestic demand driven reflected also in a surge in imports). 

To author`s point of view the ESCB methodology, by allowing for composition effect to be 

taken into account, is more correct and better suits Latvia`s macroeconomic environment 

which tend to be characterized by substantial biases in economic developments. Furthermore, 

CABB estimation by applying OECD methodology relies on several subjective decisions that 

may seriously change CABB estimates. This room for maneuver appears when choosing 

specification of the production function, Phillips curve and parameters of Kalman filter, as 

well as during econometric estimation of elasticities of macroeconomic variables with respect 

to GDP. This provides economic policymakers an opportunity to influence estimation results 

in a way that better fits their policy.  
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Figure 3. Estimates of the budget balance cyclical component and CABB according to the ECBS and 

OECD methodology 

Source: Author`s estimates 

As already mentioned, EU member state`s fiscal policy, according to the SGP provisions, 

should be aimed at achieving the medium term objective in cyclically adjusted terms. CABB 

should achieve and attain the position in the range between -1% of GDP and surplus. It is 

stated that pro-cyclical fiscal policy must be avoided, implying that during the period of 

economic upswing, when GDP exceeds it potential level, cyclically adjusted primary budget 

balance (i.e. CABB excluding interest payments) should be improved. 

As illustrated in Figure 4, over the period 2006 – 2007 Latvia`s Government conducted pro-

cyclical expansionary fiscal policy (with pro-cyclicality stronger if gauged on the basis of 

CABB estimates by ESCB methodology owing to its ability to take composition effect into 

account). Furthermore CABB estimates by ESCB methodology indicate that in 2008 Latvia`s 

Government was on track to continue such policies which were both in conflict with the EU 

fiscal policy rules and detrimental for Latvia`s economy, that experienced huge internal and 

external imbalances. By further stimulating booming economy with fiscal tools these 

imbalances were deepened and became unsustainable. Eventually pro-cyclical fiscal policies 

resulted in a considerable budgetary crisis in 2009 - 2010. Such countries, as Sweden or 

Estonia, which were able to build up fiscal reserves, by recording significant budget surpluses 

during the period of economic upswing, could more easily cope with budgetary problems 

when strong economic growth was reversed. 
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a) ESCB methodology b) OECD methodology 

Figure 4. Latvia`s fiscal policy stance and cyclicality according to ESCB and OECD methodology 

Source: Author`s calculations 

 

In 2009 - 2010, when economic activity fell dramatically and GDP declined well below its 

potential, budget revenue decreased as well. In order to stabilize budgetary developments and 

prevent budget deficit from becoming unsustainably high, Latvia`s Government was under 

pressure to adopt austerity measures totaling to 14% of GDP. These measures were aimed at 

both lowering budget expenditure and increasing some tax rates and broadening tax bases. It 

helped to cope with emergency situation resulted from imprudent fiscal policies of 

economically „good” years. However in order to reduce still high budget deficit and achieve 

fiscal policy targets, as laid down in the Maastricht Treaty and SGP, further adjustment of the 

budget balance is needed, which will partly be contributed by the revival of economic growth 

and partly by continuing structural reforms.  

In addition to that, as shown in Chapter 3 of the promotion paper, Latvia will meet budgetary 

consequences of ageing population. Notwithstanding rather successful old-age pension system 

reform (partly reversed during recent crisis), implemented by Latvia`s Government at the end 

90s, old age related spending is projected to increase over the following 40-50 years. In order 

to build up fiscal reserves, necessary to cope with future budgetary problems and ensure 

sustainability of public finance in Latvia, General Government budget balance should be set 

at the level of 2.2% of GDP in the medium-term, as gauged by the European Commission. 

The author stresses that this estimate entails some risks, as projected increase in budget 

expenditure could turn out to be underestimated. 

 

2008 

2007 2006 

2006 

2007 
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2.4. Econometric Modeling of Latvia`s Fiscal Policy within the 

Framework of Dynamic Stochastic General Equilibrium (DSGE) 

Model 

 

In Chapter 4 of the promotion paper new Keynesian version of the DSGE model for Latvia is 

developed and estimated by Bayesian approach. The model includes fiscal policy variables: 

direct taxes, indirect taxes and government consumption. Parameter values are estimated 

using Latvia`s macroeconomic data and are further explored in evaluation of the impact of 

fiscal policy under two different fiscal policy rules. Thus fiscal multipliers are estimated for 

different fiscal policy rules and different fiscal policy tools.   

DSGE models describe preferences of households and firms reflecting technological and 

institutional constraints. They explicitly formulate fiscal and monetary policy rules. DSGE 

models are theoretically sound since they are founded on microeconomic principles of 

constrained decision-making. Crucial advantage of DSGE models is their ability to separate 

between “deep” structural parameters (describing preferences and technology) and policy 

parameters (for instance fiscal and monetary policy reaction on the output gap). Therefore 

DSGE models avoid Lucas critique of macroeconometric models and can be used in the 

analysis of change in economic policy. It means if we want to estimate the effect of fiscal 

policy change or compare the simulation results under different fiscal policy rules DSGE 

model is the only suitable econometric tool.  

To evaluate different fiscal policies for Latvia, the author developes new Keynesian DSGE 

model using a canonical version of DSGE model by Gali and Monacelli as a reference 

framework which was initially developed for monetary policy studies. The crucial advantage 

of Gali and Monacelli model is its simple structure as well as its design, suitable for countries 

with small open economy.  As the model was initially designed for monetary policy analysis 

the author extended it with fiscal policy variables: direct and indirect taxes and government 

consumption. It should be noted that this is the first attempt to devise the DSGE model for 

Latvia which contains fiscal policy variables and can be used for fiscal policy analysis. 

DSGE model developed in Chapter 4 contains the whole number of elements characteristic of 

new Keynesian macroeconomic theory. It enables to study Latvia’s fiscal policy in the new 

neoclassical synthesis framework which is supposed to be the most appropriate for Latvia`s 

institutional design. The model is based on an assumption that a representative household 

maximizes its utility given budget constraint, while firms maximize their profit, given demand 

http://en.wikipedia.org/wiki/Microfoundations
http://en.wikipedia.org/wiki/Constraint_%28mathematics%29
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for goods and services they provide. Some of the key elements of the model are as follows: 

monopolistic competition, price stickiness, features of open economy. The world economy is 

modeled as a continuum of small open economies represented by the unit interval.  

DSGE model developed in the promotion paper consists of the following log-linearised 

equations used for estimation: 

Open economy dynamic IS curve: 
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Open economy dynamic IS equation implies that output ( tŷ~ ) depends on the expectations of 

future output ( 1
~̂

tt yE , where Et is expectations operator, but 1
~̂

ty  is next period`s output), the 

expectations of change in future foreign consumption ( *

1
~̂
 tt cE ), domestic government 

consumption ( 1
ˆ
 tt gE ), domestic and foreign indirect tax rates ( I

tt tE 1
ˆ
  and *

1
ˆI

tt tE   

accordingly), terms of trade ( 1
ˆ
 tt sE ), as well as on the real interest rate ( tr̂ ) and 

technological changes ( tẑ ). z  reflects persistence of technological changes, yc  is the share 

of private consumption in GDP, and yg  is the share of government consumption in GDP. 

Parameters Θ and   are defined as follows: Θ=ω-1, 0
)1(1








 , and 

    11 , where 1/ σ households consumption intertemporal elasticity of 

substitution, but α[0, 1] is openness indicator. 

New Keynesian open economy Phillips curve: 
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is potential output. 
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It models inflation ( t̂ ) as a function of the following factors: current and future changes in 

the terms of trade ( tŝ  and 1
ˆ
 ts  accordingly), next period`s inflation expectations ( }ˆ{ 1ttE  ), 

output gap  f

tt yy ~̂~̂  , government consumption ( tĝ ), direct and indirect tax rates ( D

tt̂  un I

tt̂ ). 

Change in output gap positively effects real marginal costs and therefore inflation. Parameter 

λ affects the slope of the Phillips curve and represents one of the most crucial deep parameters 

assessed in the model.  

Equation reflecting purchasing power parity: 

*)1( tttt se                                                                                                           (3)             

Assuming that relative PPP holds, inflation ( t ) can be modeled as function of world inflation 

( *

t ), change in terms of trade ( ts ) change in nominal exchange rate ( te ). 

Monetary policy equation: 

R

ttttRtRt eyrr    ]~)[1( 3211                                                                     (4) 

This equations implies that monetary policy is described by interest rate rule where the central 

bank changes it`s policy rate ( tr ) in response to inflation ( t ), output gap ( ty~ ) changes in 

nominal exchange rate ( te ). Monetary policy coefficients 1 , 2 , 3 reflect sensitivity of 

the policy rate to changes in above mentioned indicators. In countries, where central banks 

pursue inflation targeting strategy, parameter`s 1  value is the highest among all 

 parameters. Whereas in countries with fixed exchange rate the highest is parameter`s 3  

value. Parameter R  reflects the degree of persistence in the policy instrument. 

Fiscal policy equations 

g

tttgt ygg   
~̂ˆˆ

11                                                                                                          (5) 
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31                                                                                                           (7) 

Fiscal authorities implement fiscal policy using the following policy tools: government 

consumption ( tĝ ), direct tax rate ( D

t̂ ) or indirect tax rate ( I

t̂ ). The Government is assumed 

to implement its policy following the difference between actual GDP and its potential level 

( tŷ~ ). Parameters` 1 , 2 , 3  values are positive, if the Government responds with smaller 

consumption and higher taxes to positive output gap and with higher consumption and lower 
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taxes to negative output gap. Therefore parameters` 1 , 2 , 3  positive values imply counter-

cyclical fiscal policy. On the contrary, parameters` 1 , 2 , 3  negative values would imply 

that the Governments reacts pro-cyclically. As regards parameters g , g  and g  they show 

the degree of persistency in fiscal policy variables.  

Equations of the change in terms of trade, technology and indicators of foreign economy: 

The rest of equations are as follows: equation referring to exogenous changes in terms of trade 

(8), equation describing technological changes (9), equation representing the level of foreign 

consumption (10), foreign inflation (11) and foreign indirect tax rate (12). All exogenous 

variables follow a first-order autoregressive process (AR(1)). Coefficients s , z , *y
 , *

 , 

*It
  represent degree of persistency of corresponding variable. 

s

ttst ss   1                                                                                                                     (8) 

z

ttzt zz   1                                                                                                                                                                                     (9)                                                                                                                                               
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The model is estimated over the period 1998:Q2 – 2008:Q4 using quarterly data for eight key 

macroeconomic series: output, terms of trade, interest rate, exchange rate of lat, government 

consumption, direct tax receipts and indirect tax receipts. 

It should be noted however that all variables are computed as differences between their actual 

values and average values, in order to ensure that they represent deviations from steady states. 

It is possible to assess DSGE models by using different econometric approaches, for example 

Bayesian approach, Generalized Method of Moments (GMM) or Maximum likelihood (ML) 

method. The parameters of DSGE models can also be calibrated (based on results of previous 

studies). Bayesian methodology, that combines prior knowledge with information stemming 

from actual data, has become a fairly powerful tool in DSGE estimation. Furthermore 

Bayesian methodology better suits small samples. Given that, the promotion paper estimates 
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the DSGE model using Bayesian approach with parameters` prior distributions and their 

means taken from Ajevskis and Vītola (2009)
1
 study. 

Fiscal policy parameters, that are estimated based on Latvia`s macroeconomic series, point 

out to pro-cyclicality in tax policy and a-cyclicality in government consumption`s reaction to 

change in output. However the policy may and do change over time. It has been shown that 

during the period of 2006-2008 Latvia`s Government implemented pro-cyclical fiscal policy 

that triggered budgetary crisis. The author believes it should be reversed in future. Therefore 

it is crucial to assess the impact of the change in fiscal policy regime on the economy via 

comparing simulation results and fiscal multipliers for two different fiscal policy rules: pro-

cyclical fiscal policy and counter-cyclical fiscal policy frameworks. As it has already been 

stressed DSGE ability to estimate and compare different policies represents its advantage over 

all other macroeconometric models. While coefficients of macroeconometric models depend 

on both structural parameters and policy parameters, in DSGE models structural (or “deep”) 

parameters are assessed or calibrated separately and do not depend on economic policy rules. 

Change in economic policy regime does not have any impact on structural parameters. As 

mentioned, it enables to estimate the impact of fiscal policy on the economy under different 

fiscal policy rules and compare results.        

Reaction of fiscal policy variables to changes in output is represented in the model by 

coefficients 1 , 2  and 3  ((5), (6) and (7)). The following experiment has been 

implemented in the promotion paper: parameters 1 , 2  and 3  have been assumed equal to 1 

(representing counter-cyclical fiscal policy) and then to -1 (pro-cyclical fiscal policy), while 

keeping all other coefficients at their estimated values. It enabled to show how the impulse 

response functions as well as fiscal multipliers differ. Impulse responses to the one standard 

deviation exogenous shocks were simulated to the model (transmission of each particular 

shock is discussed in the promotion paper in detail). 

Table 3 reports values of fiscal multipliers for both pro-cyclical fiscal policy regime and 

counter-cyclical fiscal policy regime across different fiscal policy tools. It can be evident for 

instance that an increase in government consumption by 1% raises GDP by 0.15% within 

counter-cyclical fiscal policy framework, while it increases GDP by 0.24% if the Government 

implements pro-cyclical fiscal policy. The short-run impact of direct and indirect taxes on 

GDP is much lower than that of government consumption.  

                                                 
1 Ajevskis, V, Vītola, K. “Advantages of Fixed Exchange Rate Regime from a General Equilibrium 

Perspective”, Bank of Latvia Working paper No. 4, 2009 
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It should be noted that the promotion paper confirms the findings of previous studies. Van 

Brusselen (2009)
1
 summarizes results of various studies carried out during the last 15 years by 

IMF, European Commission, OECD, ECB, Federal Reserve system, Moody`s as well as other 

international institutions that explored different approaches to fiscal policy modeling in the 

US, Germany, Japan, Euro area etc. He concludes that fiscal multipliers vary in a quite broad 

range, with some values even being negative (if VAR models are used). Fiscal multipliers` 

values assessed in the promotion paper are in line with Van Brusselen reported ones. The 

value of government consumption multiplier is higher than those of tax multipliers both in the 

promotion paper and in the majority of previous studies, as summarized by Van Brusselen. 

This conclusion holds irrespectively of the type of the model chosen in previous studies. As 

regards differences between different tax multipliers both the promotion paper and the 

majority of previous studies approve the fact that direct taxes are more distortive than indirect 

taxes. 

Table 3. Fiscal policy multipliers under pro- and counter-cyclical fiscal policy 

 Counter-cyclical fiscal policy Pro-cyclical fiscal policy 

Government 

consumption 

0.145 0.237 

Indirect taxes -0.006 -0.010 

Direct taxes -0.037 -0.059 
Source: Author`s calculations 

 

All in all Chapter 4 has come to the following conclusions: 

o The value of government consumption multiplier is higher than those of both direct 

tax and indirect tax multipliers, i.e. in the short-run government consumption has 

larger effect on GDP than both tax categories; 

o Expansionary fiscal policy has positive effect on GDP in the short-run; 

o The impact of fiscal policy is more pronounced if Government implements pro-

cyclical fiscal policy via stimulating the economy which already grows fast or cooling 

the economy which has already come into recession. Pro-cyclical fiscal policy 

increases GDP fluctuations and economic volatility; 

o Negative effect of direct taxes on the economy is larger than that of indirect taxes, as 

direct taxes have bigger distortive effect on economic agents` decision making 

process.  

                                                 
1
 Van Brusselen, P. “Fiscal Stabilisation Plans and Outlook for the World Economy”. European Network of 

Economic Policy Research Institutes, Working Paper No. 55, 2009 
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3. Conclusions and Proposals 

 

By summarizing the results of the research carried out and the analysis of the approbated 

DSGE model, the author has obtained confirmation for the proposed hypothesis and has come 

to the following conclusions: 

1) The impact of fiscal policy on the economy depends on the initial budgetary position (the 

level of public debt and/or budget deficit), institutional framework that determines 

mechanisms of price and wage setting, as well as on how rational economic agents are and 

how developed the financial and capital market is.  

2) Fiscal policy rules of the EU are an attempt to reach a compromise between the necessity to 

ensure fiscal discipline and the need to let automatic stabilizers to operate freely. On the one 

hand budget balance should be close to zero or in surplus in structural terms, but on the other 

hand Maastricht Treaty sets an upper limit for the nominal budget deficit. Fiscal policy rules 

however have not been respected across the EU member states.    

3) Tax burden in Latvia decreased over the period of 1995 – 2008. Labour income tax ratio 

had declined as a result of lowering the social security contributions rate and raising the share 

of SSC channeled to the fully funded old age pension scheme. The rest of decrease in tax 

revenue ratio by 2008 had been brought about by positive impact of economic cycle.  

4) During the period of 2006 – 2008 Latvia`s fiscal authorities were implementing pro-

cyclical expansionary fiscal policy whereby extra revenue brought about by strong economic 

growth (above potential) were used to increase the base of structural expenditure – the result 

approved by using estimates of structural fiscal indicators calculated by both ECBS and 

OECD methodology. Difference between these two methodologies` estimates stems from the 

observation that economic developments during that period of time was strongly biased in 

favour of surge in domestic demand. 

5) In 2009 - 2010, when economic activity fell dramatically and GDP declined well below its 

potential, budget revenue decreased as well. In order to stabilize budgetary developments and 

prevent budget deficit from becoming unsustainably high, Latvia`s Government was under 

pressure to adopt austerity measures totaling to 14% of GDP. These measures were aimed at 

both lowering budget expenditure and increasing some tax rates and broadening tax bases. It 

helped to cope with emergency situation resulted from imprudent fiscal policies of 

economically „good” years.  
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6) In order to build up fiscal reserves, necessary to cope with future budgetary problems and 

ensure sustainability of public finance in Latvia, General Government budget balance should 

be set at the level of 2.2% of GDP in the medium-term, as gauged by the European 

Commission. This estimate entails some risks, as projected increase in budget expenditure 

could turn out to be underestimated. 

7) Dynamic stochastic general equilibrium (DSGE) model containing fiscal policy variables 

has been developed for Latvia and estimated using Latvian macroeconomic series by applying 

Bayesian econometric approach. The impulse response functions to the one standard deviation 

exogenous shocks in fiscal variables were simulated to the model that has led to the following 

conclusions:  

o The value of government consumption multiplier is higher than those of both direct 

tax and indirect tax multipliers, i.e. in the short-run government consumption has 

larger effect on GDP than both tax categories; 

o Expansionary fiscal policy has positive effect on GDP in the short-run; 

o The impact of fiscal policy is more pronounced if Government implements pro-

cyclical fiscal policy via stimulating the economy which already grows fast or cooling 

the economy which has already come into recession. Pro-cyclical fiscal policy 

increases GDP fluctuations and economic volatility; 

o Negative effect of direct taxes on the economy is larger than that of indirect taxes, as 

direct taxes have bigger distortive effect on economic agents` decision making 

process.  

 

On the grounds of the conclusions obtained in the course of the scientific research, the author 

proposes suggestions for the Ministry of Finance, Ministry of Welfare and the Bank of 

Latvia: 

Ministry of Finance: 

1) Fiscal policy should be counter-cyclical, aimed at stabilizing the economy during cyclical 

swings. When next time Latvian economy experiences economic upswing, fiscal authorities 

should record budget surpluses in order to build up reserves for the period of economic 

meltdown.  

2) On of the ways how to achieve that budget balances improves automatically when the 

economy experiences “good times” is to strengthen automatic fiscal stabilizers. There several 
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mechanisms for enhancing automatic stabilizers, to be considered by the Ministry of Finance, 

that do not imply increasing tax burden. 

3) An alternative to automatic stabilizers is counter-cyclical discretionary fiscal policy. The 

author believes however that this type of fiscal policy should be implemented in exceptional 

cases only, during the period of very strong economic upswings or downswings. Furthermore, 

during recessions this type of fiscal policy could only be implemented provided that necessary 

fiscal reserves have been built up and initial fiscal policy conditions are sustainable. Fiscal 

authorities should bear in mind that discretionary fiscal policy typically involves 

implementation lags and usually is not automatically reversed when economic developments 

change. 

4) In order to ensure that discretionary fiscal policy nevertheless reverse is to automate it. 

Ministry of Finance could initiate a Law that states that some elements of discretionary 

response (for instance comprehensive social safety nets, changes in unemployment benefits 

rules etc.)  are triggered by economic developments. It would help to minimize political 

interference and implementation lags.  

5) It is necessary to introduce national fiscal policy rules (budget balance and expenditure 

rules) aimed at ensuring that implemented fiscal policy is both counter-cyclical and 

sustainable in the long-run. Fiscal policy rules should come into force after Latvia`s economic 

crisis is over. Budget balance rule would define medium-term budget balance target in 

cyclically adjusted terms based on European Commission`s estimates of the level of primary 

balance (2.2% of GDP) necessary to address ageing population consequences. Expenditure 

rule would ensure that during the period of economic upswing extra revenues are not used to 

increase structural expenditure.  

6) Defining the balance target in cyclically adjusted terms Ministry of Finance will have to 

constantly update estimates of the CABB. Therefore it will be necessary to agree upon certain 

methodology of estimating CABB. The author suggests using a methodology that is able to 

take into account composition effect of economic growth, since economic growth in Latvia 

has historically been biased.  

7) Fiscal policy rules should contain a mechanism preventing macroeconomic and budgetary 

projections from being exposed to political pressure. This goal could be achieved by creating 

independent Fiscal Council that will critically assess macroeconomic and budgetary 

projections of the Ministry of Finance.  
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8) Some changes to tax legislation in Latvia are deemed necessary. Model`s estimation results 

imply that shifting the tax burden from direct taxes to indirect taxes would contribute to 

economic growth in Latvia. The author believes that tax burden on labour income (especially 

that on income of lower-paid employees) should be decreased. It could be achieved by 

increasing basic allowance of the personal income tax. This has several positive effects. First, 

it strengthens automatic stabilizers and the ability of fiscal policy to reduce economic 

volatility. Second, it stimulates the demand for labor bringing about a positive impact on the 

number of employees. Third, it strengthens vertical equity, as the impact of this measure is 

mainly felt by lower-paid employees.  

9) Taking into account relatively low share of capital income taxes in Latvia`s tax revenue 

structure an increase in several capital income tax rates, aimed at compensating smaller tax 

burden on labour, could be considered. This strategy should be implemented carefully in order 

not to impede long-term investments. 

Ministry of Welfare: 

The author has expressed concerns that the costs of ageing population as assessed by the 

European Commission are on the low side and entail significant risks to both the old-age 

pension expenditure projections and health care expenditure projections. Ministry of Welfare 

is advised to develop and regularly update alternative projections of the costs of ageing 

population. This would allow to timely update the General Government budget balance target. 

Bank of Latvia: 

Using intellectual capacities of the Bank of Latvia there is a need to continue work on fiscal 

policy modeling within the DSGE framework. The DSGE model developed by the author 

could become a base for future research on fiscal policy issues at the Bank of Latvia. In order 

to expand the scope for future research the following additions to the author`s developed 

model are deemed necessary: introduction of the labor market processes, introduction of 

households with liquidity constraints, description of frictions in financial markets, 

introduction of additional fiscal policy tools. 

 


