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EXECUTIVE SUMMARY

Latvia remains among the countries whose rapidly in Latvia, (by nearly 9% in 20177 % in
economy is catching up fastest with the EU 2018according taCommissiorforecast)driven by
average, butaddressingpopulation decline and the tightening of the labour market
ensuring that economic growth benefits all of
society continue to be important challenges. Lat vi ads popul ato Bhonk oni s
Latvia’'s econo miperformmande #&verdge byrnearnyal®s lkaenually over the next
has been solid in recent years and governmeB0 years.That is roughly the same pace as what
borrowing has remained broadly sound. Howevehas been observed since the early 1990s. However,
growth has not been fully inclusive, as inequalityvhereas until now emigration has been the primary
has remained high and growth in peripheratiriver of population decline, in the future natura
regions has lagged behind the Riga regiormpopulation change will take the lead role.
Lat vi achallengeadver the coming decadeMMoreover, the rate of decline in the workiage
will be to ensure that its economy continues t@opulation is set to accelerate over the next 20
catch up with the EU average while coping with gyears compared with the previous two decades.
falling population. Therefore it will need to investThis will mean that the ratio of nemorking
in innovation, regional developmemind human population to workingpopulation is set to increase
capital toimprove its social, health and publicat a faster pace than before, which puts an
governance policieg). increasing burden on pension policy. Furthermore,
a declining populationtends tomake the economy
A strong rise in investment and solid consumer less efficientasthe cost of infrastructure is borne
spending carried economic growth to 4% in by fewer people.
2018. Consumer optimism and the inflow of EU
funds have fuelled domestic demand for the past@rowth in th e cost of labourin Latvia has been
yearsand are expected to support GDP growthamong the fastest in the EU over the past few
However, economic growth is set to slow down iryears. Due tothe increasing shortage of workers,
2019 and 2020 as investment gradually loses iteal wage growth (i.e. taking inflation into
dynamism. Moreover, weakening external demandccount) has exceeded productivity growth for a
i s expected t o we i g hnumleen of yeaast alréadyThis hasenotpad &

performance. At the same time, nsumer si gni fi cant i mpact on Latvia

optimism remains high thanks to strong wageo far, but if the current wage and productivity

proj ec

increases, which are expected to continue feedingend continuest he competiti veness of

consumer spending in 2019 and 2020. exports could suffein the longer termOn the
other hand, inflation remains broadly in chetlie

Strong economic growth helped increase economy’'s current account s

employment for the first time in 3 years.The growth is low thus significantly reducing the
unemployment rate fell to Z% in 2018 as likelihood ofthe economyverheating.

employment growthis forecast to haveeached

1.5%. The strong economy drew more people inttnequality remains high due to low
the labour market and therefore helped temporariedistribution through the tax and benefit

to offset the continuous decline in the workiage system. The 2017 tax reform made income
population. However, demographic trends willtaxation slightly more favourable to those on lower
make it increasingly difficult to increase the incomes, but overall the tax cuts were only partly
number of people employedVages are growing targeted at this group. Moreover, the overall tax
cut has meant less funding is available for social

() This report assesses Lat vhepéfis. Public "gntling dnmsoclal grétéction fandt h e

Eur opean C&moal Gawth Surveyspublished . . .
on 21November2018. In the survey, the Commission Callshealthcare remains low and is less effective at

on EU Member States to implement reforms to make théeducing poverty and inequality than in other EU
European economy more productive, resilient angountries. Social dialogue between employers and

inclusive. In so doing, Member States should focus thEifrade unions in the private sectatso remains
efforts onthe three elements of the virtuous triangle of

economic policy— delivering highquality investment, limited.
focusing reforms efforts on productivity growth,
inclusiveness and institutional quality and ensuring atvia is catching up fast with average EU

macroeconomic stability and sound public finance. L. . . ..
y P living standards, but with great disparities



Executive summary

across its regions.Riga and its vicinity account act i vi ti es. Latvia’'s weakest
for more than half o f inhowation which requir@direstments in @eseach t h e
country’s economic engamae&. ®KReweloompmenutr,t heirn awdaeyv el o

from Riga are both poorer and have had slowe&knowledge and skills, and in other intangible
growth. The average wage is #®0higher in Riga assets. Latvia wdd also benefit from boosting the
than in Latvia’s poor eeaconomicegpierdgial of ils goerigpherbleregiofdBh e mo st
pronounced differences, however, lie inincreasing their accessibility, and promoting
employment opportunities. In the greater Riganergy efficiency,employment and investment
area employment has increased by %2 since opportunities. Finally, investments in social
2010, while in the resbf the country it has inclusion and healthcare are neededorder to
declined by 26. These disparities have also had tackle high inequality and uneven access to
an impact on emigratigrthe population decline in employment and public servicefdditionally,
Riga and its vicinity has been significantly smalleinvestment in resource efficiencyassoneeded in
than in the rest of the country. order to speed up Latvia's energy transition.
AnnexD identifies key priorities for support by the
The budget deficit is set to increase slightlyni European Regional Development Fund, the
2019 and 2020 as a result of the tax refornhe European Social Fund Plus and the Cohesion Fund
2018 budget balance was better than expected dige the 20232027 period in Latvia, building on the
to strong economic growth. However, the 201%nalysis of investment needs and challenges
budget balance is expected to deteriorateutlined in this report.
somewhat due to the high growth in public wages,
and the tax reformtidl weighing on government Latvia has made limited progress in addressing
revenue. the 2018 countryspecific recommendations.

Latvia's performance on the indicators of the There has been some progress in the following
Social Scoreboard supporting the European areas:
Pillar of Social Rights is mixed. There are
notabl e i mpr ov dammmmarket: i | Impraeving governance: this has been achieved
the employment rate is high for both meand notably by passing the whistleblower
women, unemployment is decreasing and there are protection law and by following up on
fewer young people not in employment, education r ec ommendati ons by t he coult
or training. However, not everyone is benefiting Council to improve the insolvency process.
from the improved economic situation, and high
income inequality remains a challenge. Thd Improving accessibility, quality and cest
proportion of pople at risk of poverty is effectiveness of the health system.
deaeasing but remains high, especiallgmong
vulnerable groupsMoreover, the impact of social § Making vocational education and training more
benefits on reducing poverty is relatively limited.  relevant tolabour marketreforms have picked
Access to healthcare remains a significant concern, up pacein this areaand work based learning is
given the high number of cas where people being rolledout. Plans to develop a
especiallyin the lowest income groy@re unable comprehensive skills strategye ongoing
to receive necessary health services

Therehas been limited progress in the following
Latvia can boost its longterm growth potential  areas:
by focusing private and public investmentson
innovation, human capital and regional 9§ Improving the accountability and the efficiency
development. Latvia remains a catchingp of public administration.
economy and its main national development focus
is on increasing its GDP per capita. As evidencefl Improving taxation: some efforts have been
by falling productivity growth rates, the easy gains made to improve tax compliance, but the tax
of the early catclup stage have been exhausted. burden on labour remains relatively high.
This means that productivity groh will have to
increasingly rely on  knowledgetensive



There has been no progress in the following areas:

1

Improving the adequacy of minimum income
benefits plans to improve minimum income in
2019 have been proposédt funding has yet
to be allocated for them.

Regarding progress towards its national targets
under the Europe 2020 strategy, Latvia has
attained its employment rate target. It already met
its targets on preventing early school leaving,
tertiary education attainment and on reducing
poverty in 2016, and is performing well on
renewable energy, energffieiency and reducing
greenhouse gas emissions. However, it is far from
its public research and development investment
target, which it is unlikely to meet by 2020.

The main findings of the analysis in this report,
and the related policy challenges, asdalows:

1

The share of capital taxation is set to decline,
while the tax burden on low wages remains
high after the tax reform. The cuts in taxes on
capital and on labour income have been costly,
with significant benefits going to the richest
households Wile limiting resources for
redistributive policies. The tax burden on
labour has been reduced overall, but remains
high for lowwage earners relative to the EU
average. Moreover, the freezing thie values
used to calculate land and property taxes will
reduce the revenue share of recurrent property
taxation in GDP over time.

Despite a sharp reduction in bank deposits
by nonr esi dent s,
anti-money  laundering  strategy are
warranted, to control the remaining banking
risks. In the wakeo f t he
third largest bank ABLV due to allegations of
money laundering, Latvia banned its banks
from servicing ‘shel |l
them to come up with new business models
that would considerably reduce the exposure to
money laudering risk.While the nonresident
banking sectohasnow shed more than 6%

of nonresident depositsL at v i amosey a n
laundering frameworkstill needs substantial
improvements. An international expert report
highlighted the need to strengthen thealgy
and capacity of

Executive summary

and law enforcement bodies and its

international cooperation

The education system faces a challenge to
consolidate resources while improving
quality and efficiency. Whi | e
education system perfms well in terms of
learning achievement, access to quality
education remains dependent on the place of
residence and type of school. In addition, a
disproportionge share of resources is used for
the maintenance of the large school network
rather thanfor teaching and learning. The
higher education system is fragmented and
while tertiary education attainment rates are
high, the proportion of science, technology,
engineering and mathematics graduates is low.
Vocational education and training is being
moderiised, but the share of students in this
type of education and their employability are
below the EU average, as is participation in
adult learning. The low level of digital skills
among the labour force limits the use of digital
technologies by businessawdathe potential for
innovation.

Latvia's labour market performance is
positive overall but employment conditions
differ across regions and skill levels.
Unemployment is significantly higher in
regions furthest away from the capital, and
moving for work remains a challenge. Older
people with outdated skilllso encountemore
difficulties. Participation and spendingin
schemes whichelp the unemployed find work
are still lagging behind. Efforts have been

i mpr ov e nm@detts reaich vulheeabley groapds outside the

labour market, but this remains a complex task.

c | o s uf eTheadequdcydf so¢iahbersefits remains low.

Benefits rose only marginally andio not
contributea lotto alleviating the high levels of
povestyrgndi inegualsy. Amldtioud govermrkeatd
plans to raise the minimum iome level have
been shelved due to a lack of funding. The
large share of lowvage earners and
widespread undereporting of wages mean that
& isizeable part of the population has only
minimal social coverage. Despite some
increases in the lowest pensionss&ring their
adequacy remains a challenge, while the

Lat vi groportios of the elderly staisk wf,povertpand r o |

Latvi
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social exclusion are increasing. Moreover, the l andl ords’ interests i n t h
social protection of people with disabilities  housing.
remains weak. Social housing is scarce and not

alwaysfit for living. 1 Latvia is close to meeting itsrenewable
energy target for 2020, but more efforts are
Low public spending for healthcare, and needed to improve energy efficiency.A

unhealthy lifestyle choices, are the main comprehensive programme for improving the
reasons for t he popul anergycefiidescy g dwellings has delpedcbut

Additional public financing has resulted in energy consumption trend in the residential and
tangible improvements in the availability of transport sector§s growing. Latvia is also on
health services and reduced \ivgt times in track to achieve its 2020 target for the share of

some areas. However, public spending plans energy produced from renewable sources,
for 2020 remain well below the EU average. although the support schemehas proved
Reforms to boost efficiency and quality in  expensive

healthcare are progressing karein an early

phase. Ifthe new health insurance system{ Latvia's recycling rate is low and there is
comes into effect, it rls reducing access to little progress in recent years Latvia still
care for those who cannot afford to make landfills most of its municipal waste. Poor

voluntary health contributions. coordination of policies and lack of financial
incentives are the main reasons behind its
Latvia invests very little in research and struggle to increase the share of recycling.

development. In 2017, the share of

expenditure on research and development wds Latvia has slightly improved its score on the
0.51% of GDP (against 2.1 % in the EU corruption perception index, but corruption
average) This level was among the lowest in remains a concern.The recent adoption of the
the EUand rather stablever the last decade.  whistleblower law marks a positive step. The
Moreover, research funding relies almost ¢ ount r ycomsuptiom nbbdy has also
entirely on EU funds. Latvia is a moderate gathered momentum recently thanks to it
innovator with some strong points like its  uncovering a number of high profile corruption

information, communications and tediogy cases. Nevertheless, govemrnt decision

infrastructure, but its performance is lagging making is still perceived to be influenced by

behind in human resources, public-private favouritism and the procurement process

sector cooperatign and in investment in susceptible to corruption Delays in the
intellectual pr oper ty implenieatationi ofthesantiorruptiorostrategyi o n
performance could benefit fronthe more and the Il ack of verificatio
active involvement of its largeststateowned assetsleclaratios still raise concerns

companies, which have the resources to afford
substantive investmengpacity

Better internal labour mobility is crucial to
economic growth outside Riga.Moving for
work to places outside the capital region is
made difficult by a lack of rentdousing. This
has often led people who cannot find work
where they live to move abroad rather than
move within Llatvia. Despite the lack of
adequate and affordable housing, investment in
housing in places outside Riga has been low
due tothepopul ation’s | ow purchasing power
and the lack ofong-term financing Investment

in housing has also been hampered by lengthy
construction processes and poor protection of



1 « ECONOMIC SITUATION AND OUTLOOK

GDP growth slow exporj[s and government consuroptrelative
to the previous 2 years.
Strong GDP growth continued in 2018 as
investments and private consumption pushed it
above 4% for the second year in a row.
Consumer optimism and EU fund inflows haveSolid private consumption is set to remain the
determined the growth conditions for the past 2ore of economic growth over the forecast
years and are expected to positively influence GDRorizon. In 2018, household consumption is
growth going forward. Exports performed forecast to have grown b%.5%, surpassing the
relatively well, considering the expected slowdowrprevious year's growth asrieceived a boost from
from financial services and transit servicesstrong employment growth. Consumption was
Government consumption increased at a solid paderther aided by rapid investment growth which
too and employment growth picked up in 2018ed to a steady increase in durable goods
after several years of stagnation supported bgonsumption. Optimism remains well above the
strong gowth in construction activity. At 2.6% longterm average and is expected to carry private
growth, inflationremainedabout the same as theconsumption growth at a healthy pace going
year before. forward. However, weak employment growth will
slow it down somewhat.

Consumption

Graph 1.1:  GDP growth and components' contributions

30 Investment

The inflow of EU funds and office space

20 I construction are driving investment growth in
I Latvia. In 2018, investment is forecast to have
10 I ! i l | grown by 11.2%, slightly down from 13.1% the
” I I o iy = year before. Office space and Huhded nomn
g ]_I_._i_-_._._.i residential  construction were the biggest
S I I I I \ i contributors to investment growth. At the same
10 | time, investment in intellectual propertyas

infrastructure investment is set to slow but pemt
demand for office space and housing should ensure
investment growth of aroun®-3% over the
forecast horizon (Graph.2).

\ stagnant in 2018. As inflows of Efuinds peak,
» I
1

-30
03 05 07 09 11 13 15 17 19
= |nventories investment === |nyvestment (GFCF)
Consumption = Net exports
Real GDP growth
Source: European Commission

The Commission's Winter Forecast projects
growth to slow down to 3.1% in 2019 and to
2.6% in 2020. The core growth drivers- above
average consumer optimism and the favourable
investment dynamic- are expected to remain
present over the forecast horizon. However a
number of other factors will mean that growth will
slow conpared with 2017 and 2018. Most
important among them, investment growth is
expected to slow to singldigit pace as the EU
fund inflows peak. Furthermore, less dynamic
external demand and limited fiscal space are set to



2. Progress with country -specific recommendations

Graph 1.2:  Investment growth and contributions, % 7.% in 2017 and continued growing at around the

same pace in the first half of 2018. The rapid wage
Forecast ~ growth has gradually pushed the services price
inflation up, but otherwise it has been slow to
translate into wider inflation. 12019,energyprice
increass, recovering food price growttand a
continued push from services prices are expected
to lift inflation to 2.7%, before slowing down in
2020 as the energy price increase halts.

40 | y-0-y%
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Graph 1.3:  HICP inflation and contributions, %y -o0-y
change
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Trade 2
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Export performed strongly in 2018, but .
weakening foreign demand and a structural
decline in S 0 me of Lat v8i8&
suggest a slowdownExports is forecast to have s [lusrial goods Energy
grown by 3.6% in 2018, delivering a positive = Unprocessed food Processed food
surprise given that the decline in pexts of — Sorvices — Total

financial services and transport services was
expected to weigh heavily on Latvia's overalfource: European Commission

export performance. Financial service exports

which amounted to aro_und 1% o_f_GDP in 2017_ arBoductivity and unit labour costs

expected to have declined significantly following

thegovernmet ' s deci si on t o Qyarateer pasta Fouple ef e Veys datviah e
banking sector E§ clienxspbp sPipgugtivity growghohps accelerated, which

banning banks from serving shell companiesdampened the high unit labour cost growth.

Transport exports, are in a long term structurdfroductivity growth reached 4.7% in 2017, putting
decline due to Russi a’latvigi amongs they gountrigs Vdtithe dighest most o f
its cargo to its own post Besides these Productivity growth inthe EU. This is also up from
developments, the exports are forecast to perfortie 2.4% average growth of the preceding 3 years.

well despite expected slowdown in externallhe productivity growth is broabased across all
demand. main economic activities like industry, trade and

the public sector. As a result, the ulgbour cost

) growth slowed to 3.2% in 2017, compared with an
Inflation average growth of around 5% since 2012.
Energy and services prices are expected to HOWeVer, over 3 years its grOVVth rate of 14.7%
dominate the inflation dynamics over 2019 and remains among the highest in the EU. Looking
2020.The 2018 inflation figures of 206 was forward, productivity growth is set to slow along
driven by increases in energy and services pricedith overall @DP growth, but is expected to
This is slightly less than 2.9% in 2017 whenfemain robust. The unit labour cost growth is not
substantial oneff increase in food prices createdeXpected to abate significantly over the forecast
upick in inflation.Wage growth in Latvia has horizon as the falling labour supply is set to remain
been among the fastest in the Elit increased by @ permanent factor. But the cooling off of the




2. Progress with country -specific recommendations

investment growth may easthe labour demand rate falling t09.8 % in 2" quarter 0f2018 (below
pressure somewhat.

Labour market

the EU average of 15%), down from 36.24 in
2010. The share of young people not in
employment, edcation or training (NEET) also
decreased by 0.9 pp (yeanyear) to 10.3% in

Latviabs economy nmaket s B0d7 (closh ® thelEld dverage level of 1%P

activity rate and employment but a further
decline of thelabour force seems inevitableln
2018, the rapid growth in constructi@md trade

Demographic developments

drove an increase iemployment. At the samelL at vi ads popul ati on i s
time, thelabourforce continued to decline, albeit declining by around 1% annually, but the
at a slower pace than in previous years as tluecline in the waking age population is set to
strong economy helped increased the activity raiatensify. Latvia's population has been declining

among 2664-yearolds, which stood at35 % in

since 1991 at an average rate of slightly above 1%

3 quarter 0f2018, exceeding its previous peak inannually. Emigration has accounted for roughly
2008. The unemployment rate continued to fall antwo thirds of the depopulation, while natural
was 7.1% in 3 quarter of 2018, well below its change has accounted for thengéning third. The
historical average, buslightly above the EU average pace of the population decline over the

average. As a result of the tight labour markemnext 20 years is expected to be about the same as it

wage growth continued & rapid pace spurred in has been over the past three decadpst above
part by a significant increase in the minimuml% annually. However, migration is projected to
wage. Looking forward, wage growth is expectedgradually balance, while natural cha&ngis
remain elevated although it should easexpected to worsen. Also, the decline in working
somewhat as the pressure from the constructicage population is set to intensify. Whereas since
sector eases.

to

Graph 1.4:  Selected labour market indicators
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Since 2010, there has been a

steady

1990, the working age population has decreased on

average at the same rate as the total population, the

rate of decline is set to increase. Over thet 126x
years the average annual pace of working age
population decline is projected at 1.6%, while the
average total population decline is projected at
0.9% annually. The decreasing share of the
working age population means the -@lde
dependency ratio is sdo increase faster than
before. The ratio of over 65 year olds to those
between ages 20 and 64 was about 0.2 in 1990, is
0.33 now and is projected to increase to about 0.57
by 2040. The population decline and increasing
dependency ratio bring important oly
challenges in a number of areas: fiscal
sustainability ¢ee Section 3.1.4)labour supply
(see Section 3.3.1healthcaregee Section 3.3.3)
education gee Section 3.3.4jproductivity, energy
and public administration (see European
Commission, 208h).

improvement in most labour market indicators.

The longterm unemployed rate continued its
downward path in 2018 and stood at B0n 3°
quarter of 2018, close to the EU awgga Young
people also benefit from the improvement in the
|l abour mar ket , with thi

S

group’s

unempl oyment

proje
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Graph 1.5:  Population change and its drivers, % Graph 1.6:  Selected so cial inclusion indicators
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Income inequality remains well above the EU
average.In 2018, the income of the richest 20
Overall poverty and social exclusion have of the Latvian population was &.times higher
decreased to precrisis levels, but vulnerable than that of the poorest 26; a significantly more
groups are being left behind.In line with the uneven distribution than in the EU as a whole (5.1
gradual improvement in the labour market, theimesin 2017%. The redistribution through taxes
share of people living ivery low-work intensity and social transfers in Latvia hadower impact
households has been falling since 2010 aneh income inequality than in other Member States,
reached &% in 2018, down from the peak of due tothe limited adequacy of social protection
12.6% recorded in 201@011¢). Moreover, system andhe limited progressivity of tax system
severe material deprivation has been steadilySection 3.1.3. on taxation and Sect®B8.2 on
decreasing since 2011 and has fallen below prgocial policies).

crisis levels 9.5 % in 2018 as compared to 2% in

2007). However the atrisk-of-poverty rate, a Wealth inequality in Latvia is among the
measure of relative povertig still abovepre-crisis  highest in the EU. With a Gini coefficientfor
levels (B.3% in 2018 as compared to 21% in  distribution of wealt®) of 78.5, the wealth
2007). More broadly, the risk of poverty or socialinequality in Latvia is among the highesof
exclusion has decreased steadily since 2012 amkmber StatesAround half of the wealth reflects
was at historically low of 28% in 203. ownership of the main residence and a quarter
However, the risk of poverty or social exclusiorreflects ownership of other real estate, which is
has been increasing for the elderl the similar to the EU average. Share of wealth as
unemployed and persons with disabilitiesinancial assets is somewhat lavie Latvia, but it
(Section3.3.2). The atrisk-of-poverty rate is is mostly owned by the richest householdsin
higher in rural areas, and in 2017 the mediathe rest ofthe EU. The high wealth inequality in
income of rural dwellers was only 76% that ofLatvia persists despite low levels of housing
urban dwellers, against an EU average of 84%. related debt and a high rate of home ownership in
the general population (81%), including among
the population who are-gisk-of-poverty (74.2%).

Social developments

(® Income data from ELSILC refer to the previous year for
all Member States except frolld and UK

(® The Gini coefficient is an indicator that ranges between 0
and DO. Lower values indicate higher equality. In other
words, a value equal to 0 indicatémt everyone has the
samenet wealth a value equal to @0 indicates that one
person owns theholewealth
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2. Progress with country -specific recommendations

Unequal opportunities persist in access to slowest in Latvia over the past 15 years or so.

education and healthcare. Income poverty However, whereas wages and GDP pgiteshave

between children of lovgkilled parents and those risen in all regions (albeit much faster in Riga),

of high-skilled parents has been graduallyemployment opportunities have diverged the

narrowing since 2009: in 28lit stood at 2.1 pps, Riga metropolitan region's share of total

below the EU average of 53o®s in 2017 employment has increased from 52% in 2008 to

Li kewi se, t he di f fer e55% i@ 2017. hatgal2 8ntl KBurzeme have &ared tke’

performance in science in the OECD Programmeorst. Contrary to the rest of the country

for International Student Assessment that could bemployment in these regions has shrunk compared

expl ai ned b y-ecenbnicdstatug veas to 280d0¢ theoyear the economy hit its lowest point

among the lowest in the EU. However, wherduring the crisis.

looking at how affrdable education is for the

different income groups, Latvia fares worse than .
. . . External position

the EU average, with Latvians reporting more

difficulty overall in affording educatiof). In The current account has remained balanced

addition, there is a clear gap in labour markedlespite accelerating GDP growth.In 2018, the

participation between ethnic mintes and ethnic cumrent account is forecast to haleen balanced

Latvians. Moreover, access to healthcare islightly lower than the 0.7% of GDP surplus in

unequal among income groups the low income 2017. The current account has remained roughly

groups report a much higher level of unmet needsalanced since 2014, largely due to a better trade

for medical services than the high income groupkalance. From the investmesdvings perspective,

(Section3.3.3). higher housetlds' net savings rate has been the

main contributor to balancing the current account

compared to 2016- 2014. As a result, the net

international investment position (NIIP) also

Economic develpment and employment continued to improve and stood at minus 50% of

opportunities  differ considerably among GDP at the end of 2018. Whilélkrelatively high,

Latvian regions. In 2015, GDP per capita in Riga the associated economic risks are limited, because

stood at 167% of the national average, while in ththe NIIP is mostly composed of foreign direct

other regions it was below the national averagmvestment, while the investment position

with the poorest region Latgale— producingonly  excluding equity was close to balance at the end of

56% of the national average. However, the GDR018.

per capita figures are influenced by the large

amount of commuters coming to Riga and by the

fact that all of the largest statevned enterprises

are registered in Riga, while producing economic

output al over Latvia. Therefore, the differences in

wages arguably provide a fairer view of regional

disparities. Workers in Riga earn 113% of national

average, while workers in Latgale receive 69% of

the national average. Furthermore, the difference

in GDP per apita and wages with Riga has

narrowed for most regions, the exception being

Latvia's western regior Kurzeme— where the

growth of GDP per capita and the wages has been

Regional perspective

(Y From the EUSILC module on Access to Services (2016)
in 2016, persons paying for formal education iatvia
reported much greater difficulty in affording it compared to
the EU. In latvia 8% reported great difficulty, 26%
moderate difficulty, and 33.% some difficulty in paying
for formal education, whereas these figures for-Z8J
stood at: 6.80 (great dficulty), 12% (moderate
difficulty) and 22.3% (some difficulty).
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Graph 1.7:  Current account and its ¢ omponents, % of
GDP

30

% of GDP

00010203040506070809101112131415161718*

[ Capital account

/3 Secondary income balance
Primary income balance

I Trade balance - services

mmm  Trade balance - goods

—— Trade balance

Current account balance (CA)

----- Net lending/borrowing (CA+KA)

Source: European Commission

Public finances

The general government balance remains
negative despite strong GDP growth. The
general government recorded a deficit of%. of
GDP in 2018 as a sizeable tax cut and increase in
defence ad healthcare spending drove the slight
surplus of 2016 back into deficit. The government
balance is set to deteriorate further in 2019 before
improving somewhat in 2020. The Commission
estimated that the output gap remains substantially
positive, making e current deficits contribute to
pro-cyclical fiscal policy stance.
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2. Progress with country -specific recommendations

Table 1.1: Key economic, financial and social indicators
forecast
2004-07 2008-12 2013-15 2016 2017 2018 2019 2020

Real GDP (y-0-y) 10,2 -2,6 2,4 2,1 4,6 4,7 31 2,6
Potential growth (y-o-y) 7,4 0,0 15 2,3 3,0 3,4 3,6 3,7
Private consumption (y-o0-y) 12,5 -3,3 3,0 1,4 4,1
Public consumption (y-o-y) 4,0 -2,8 1,8 3,9 4,1
Gross fixed capital formation (y-o-y) 21,6 -7,2 -2,2 -8,4 13,1
Exports of goods and senices (y-0-y) 14,5 4,5 3,4 4,4 6,2
Imports of goods and senices (y-0-y) 19,1 -2,5 1,2 4,4 8,9
Contribution to GDP growth:

Domestic demand (y-0-y) 14,9 -4,9 1,6 -0,3 5,8

Inventories (y-o-y) 0,1 -1,1 -0,5 2,4 0,3

Net exports (y-0-y) -4,9 2,9 1,3 0,0 -1,5
Contribution to potential GDP growth:

Total Labour (hours) (y-0-y) 0,3 -1,1 -0,6 0,0 0,2 0,5 0,6 0,7

Capital accumulation (y-0-y) 3,8 1,4 0,8 0,4 0,8 1,1 1,1 1,0

Total factor productivity (y-o-y) 3,4 -0,2 1,2 1,9 2,0 1,8 2,0 2,0
Output gap 6,3 5,6 02 02 1,8 24 21 1,3
Unemployment rate 8,7 15,2 10,9 9,6 8,7 7,3 6,7 6,5
GDP deflator (y-o-y) 12,5 2,0 1,1 0,9 3,2 3,7 2,1 2,7
Harmonised index of consumer prices (HICP, y-0-y) 7,4 4,6 0,3 0,1 2,9 2,6 2,7 2,1
Nominal compensation per employee (y-0-y) 24,4 15 7,3 7,3 8,0 7,1 5,8 5,8
Labour productivity (real, person employed, y-0-y) 7,4 1,4 1,6 2,4 4,7 . . .
Unit labour costs (ULC, whole economy, y-0-y) 15,9 0,1 5,5 4,8 3,1 4,4 2,8 2,9
Real unit labour costs (y-0-y) 3,0 -1,9 4,4 3,9 0,0 0,7 0,7 0,2
Real effective exchange rate (ULC, y-0-y) 11,2 -2,1 4,3 3,9 2,6 3,6 0,2 0,4
Real effective exchange rate (HICP, y-0-y) 2,0 1,1 0,8 1,3 -0,2 3,7 0,1 -0,1
Sawvings rate of households (net saving as percentage of net
disposable income) 9,1 -4,5 -12,0 -4,0 -5,8
Private credit flow, consolidated (% of GDP) 27,3 -0,2 -3,4 0,3 0,3
Private sector debt, consolidated (% of GDP) 86,3 1154 92,6 880 835

of which household debt, consolidated (% of GDP) 32,5 43,3 26,9 23,6 22,2

of which non-financial corporate debt, consolidated (% of GDP) 53,8 72,1 65,7 64,4 61,3
Gross non-performing debt (% of total debt instruments and total
loans and advances) (2) . 9,9 6,1 5,2 4,7
Corporations, net lending (+) or net borrowing (-) (% of GDP) -9,5 6,1 6,5 2,4 3,4 2,9 2,6 2,1
Corporations, gross operating surplus (% of GDP) 30,8 29,9 30,2 264 266 26,1 248 245
Households, net lending (+) or net borrowing (-) (% of GDP) -5,6 -0,3 -3,9 0,1 -1,3 -0,2 0,1 0,6
Deflated house price index (y-0-y) 16,9 -11,3 4,2 4,7 55
Residential investment (% of GDP) 4,5 2,8 2,4 2,1 1,9
Current account balance (% of GDP), balance of payments -16,4 -1,9 -1,6 1,6 0,7 -0,2 -0,6 -0,6
Trade balance (% of GDP), balance of payments -16,6 -4,7 -1,9 1,2 0,1 . . .
Terms of trade of goods and senvices (y-0-y) 1,4 -0,3 0,0 2,8 0,7 1,4 -1,1 0,3
Capital account balance (% of GDP) 1,3 2,2 2,8 1,0 0,8
Net international investment position (% of GDP) -60,0 -76,1 -65,4 -58,4 -56,3
NIIP excluding non-defaultable instruments (% of GDP) (1) -30,2 -37,8 -17,2 -9,8 -7,6
IIP liabilities excluding non-defaultable instruments (% of GDP) (1) 93,8 132,4 127,0 134,5 128,2
Export performance vs. advanced countries (% change ower 5 years) 105,1 50,6 15,2 6,2 2,9
Export market share, goods and senices (y-o0-y) . . 0,5 3,9 2,3
Net FDI flows (% of GDP) 5,1 -2,6 -1,7 -0,1 -1,9
General government balance (% of GDP) -0,6 -5,5 -1,3 0,1 -0,6 -0,8 -1,0 -0,7
Structural budget balance (% of GDP) . . -1,3 0,0 -1,2 -1,8 -1,7 -1,2
General government gross debt (% of GDP) 10,8 36,9 38,9 40,3 40,0 37,1 35,5 35,7
Tax-to-GDP ratio (%) (3) 28,4 28,6 300 314 31,4 308 306 308
Tax rate for a single person earning the average wage (%) 29,0 29,7 29,6 29,1
Tax rate for a single person earning 50% of the average wage (%) 26,3 27,3 27,4 27,0

(1) NIIP excluding direct investment and portfolio equity shares

(2) Domestic banking groups and stand  -alone banks, EU and non -EU foreign -controlled subsidiaries and EU and non  -EU
foreign -controlled branches.

(3) The tax -to -GDP indicator includes imputed social contributions and hence differs from the tax -to -GDP indicator used in the
section on taxation

Source: Eurostat and ECB as of 31 -1-2019, where available; European Commission for forecast figures (Winter forecast 2019 for

real GDP and HICP, Autumn forecast 2018 otherwise)
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2. Progress with country -specific recommendations

2 « PROGRESS WITH COUNTRSPECIFIC RECOMMENDATONS

Social policy reforms have not advanced much,
mostly due to their costs. Minimum social
Since the start of the Ewopean Semester in benefits remain very low and only a marginal

2011, 85% of all country-specific  increase has been adoptedt-Feaching minimum
recommendations addressed tolLatvia have income reform has not been introduced, primarily
recorded a t | east 0 s haoleng atr dug rtee #ss tost. Public expenditure of and

how Latvia has implemented its CSRs in the yeansarticipation in  activation = measures for
since they first began to be issued, 84% of all thtneunemployed remain limited, while outdated
recommendations addressed to Latvia have skills and insufficient knowledge of the Latvian
recorded at | east 21)s olanguage reman ebsswmcles (oG rerapoyment.
Latvia has achieved substantial progress and fullpdating vocational education and training
implementation by maintaining fiscal discipline,curricular has been accelerated and whaked

adopting thelomestic fiscal framework and by learning is introduced. Participation in adult
improving macreprudential supervision of the learning although increasing, remains low.

banking sector. Financing for public healthcare is increasiin
20182019, but its level is still low relative to other
Graph 2.1:  Multiannual implementation  of 2012-2018 countries and service needs.

country -specific recommendations to date

The public administration reform plan adopted

15% in November 2017 is being slowly rolled oyt
No Progress aiming for streamlining of central government
Limited Progress as well asgreater efficienoy and quality of
Some Progress services, but no such plans have been presented

for the local authorities. Streamlining of central
government has been launched, aiming for greater
efficiency and quality of services, but no such
plans have been presented for the locaherities.

62% The fight against corruption has been ramped up
under the new leadership of The Corruption
Prevention and Combatting Bureau, with

® Substantial Progress

m Full Implementation

Notes: The multiannual CSR assessment looks at
the implementation since the CSRs were first adopted until

the 2019 Country Report. investigations launched in several large corruption
The assessment excludes an assessment of compliance with cases. However, verification @fssetdeclarations

the Stability and Growth Pact. . ). . .

Source: European Commission of the public officials still raises concernsThe

recent adoption of the Whistleblower Protection

Latvia maintains fiscal discipline and has Law provides an opportunity to increase
somewhat reduced tax burden on low wages. transparency and the efficiency of the public
Fiscal targets are set with a tight margin to th@dministration.

rulesbased requirements. A fiscal framework has

been set up and implemented. Th&verall, Latvia has made limited progress’) in
recommendation since 2012 to shift taxation frondddressing ~ the 2018  country-specific
low wages to other sources less detrimental t&commendations. It made some progress on
growth was partly addressed by the 2017 tagirengthening the accountability of public
reform. While the tax wedge on low ges has administration,  notably by  passing the
been reduced, it is still high in Latvia. Moreover Whistleblower Protection Law, by following up on
the taxcutting measures were only partly targetedecommendations from its Judicial Council to
towards low income groups, while the reform cost§nprove the insolvery process, by increasing the
limit resources for public services, including forProvision of public healthcare services, and by
distributional policies. Tax compliance has
improved over time as a result of the tax
administration’

%) Information on the level of progress and actions taken to

address the policy advice in each respective subpart of a
s ef f or t scsristrésdntedlin dBeriiel @ble i the AideR Thik € n g e .
overall asessment does not include an assessment of
compliance with the Stability and Growth Pact.
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proceeding with the reforms in the vocational
education. Only limited progress was made on
reducing the tax wedge on lewcome earners, on
improving the efficiency of public adimistration.

No progress wamadeon improving the adequacy
of minimum social benefits, as the planned
increase in minimum income benefits has not been
funded.

2. Progress with country -specific recommendations

Table 2.1: Summary table of 2018 CSR assessment

Latvia

Overall assessment of progressith 2017 CSRs: Limited

CSR 1:Achieve the mediwterm budgetary objective in 2019, takir
structural reforms for which a temporary deviatiorgisnted.

sources, particularly capital and property, and by improving tax
compliance.

Limited progress(1)
into account the allowances linked to the implementation of the | q

Reduce taxation for loncome earners by shifting it to other q

Limited progressn shifting the tax burden away frolow
wages to other sources
Some progress in improving tax compliance.

CSR 2:Improve the adequacy of minimum income benefits, minin

Increase the labour market relevance of vocational education and
training, and feter upskilling of lowskilled workers and jobseekers

healthcare system

Increase the accessibility, quality and ceffectiveness of the f

Limited progress
old-age pensions and income support for people with disabilities.|

1

No progressn improvingthe minimum income benefits,
minimum oldage pension and income supgortpeople
with disabilities

Someprogress in improving the labour market relevanc|
of vocatioral education and training

Someprogress in improvinghe accessibility, quality and
costeffectiveness of the healthcare system

CSR 3: Strengthen thefficiency of the public sector, in particular
with regard to local authorities and statevned enterprises.
Strengthen the accountability of public administration by protectin
whistleblowers, preventing conflicts of interest and followingon
the resilts of the ongoing assessment of past insolvency proceedi

Some progress

1
1

1
1

Substantiaprogress irprotectingwhistleblowers
Some progress in followingp on the results of the
assessment of past insolvency proceedings
Limited progress on increasitige accountability of
public administration.

Limited progressn increasing the efficiency of local
authorities and statewned enterprises

(1) The assessment of CSR1 does not include an assessment of compliance with the Stability and Growth Pact.

Source: European Commission
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2. Progress with country -specific recommendations

Box 2.1: EU funds and programmes contribute to addressing structural challenges and to
fostering growth and competitiveness in in Latvia

Latvia is one of the countries benefiting most from EU supportThe financialallocation from the
European Structural and Investment Funds (ESIF) to support Latvia in facing development challe
amounts to EUR.63 billion under the current multiannual financial Framework. This is equivalent t
around 3% of t he llycAs ofrihe eng bf 201& Eofe EURRT hilloon (around B% of

the total) had already been allocated to specific projects. In addition, Latvia benefits from other
programmes such as: {fje Connecting Europe Facility, which allocated ERBR.4 million to specific
strategic transport network projects; and Kigrizon 2020, under which 290 participants have receivec
funding of EUR53 million (including 47 SMEs, accounting for funding of about ELfRmillion).

EU funding has helped to address paty challenges identified in the 2018 countrgpecific
recommendations.The European Social Fund is being used to upskill and reskill the labour{fasea
result, so far more than ®®0 unemployed people and almoi® employed people have improvedithe
qualifications and skills. The quality of vocational education and training (VET) has improved as V
school network optimisation is completed, curricula reform is ongoing and ®@# 4tudents have enrolled
in work-based learning. The implementatianf Latvia’s heal th refor n
contributing to improving the accessibility, quality and eefféctiveness of the healthcare system. For
example, to address regional disparities in access to healthcare, 133 medical practitiondnsauveesn
attracted to rural areas and to cities outside Riga.

EU funding is contributing to major developments in the Latvian economyby promoting growth and
employment via investments in areas such as research, technological development and inbosaiess,
competitiveness, sustainable transport, employment and labour mobility. By 2018, investments driven b
ESIFhad already led to the building or modernisatioomofre than 30&m of roads, both at regional level
and in connection with the TEN network. Over 40 supported research project supported by the Europe
Regional Development Fund (ERDF) have been commercialised, and support has already been approy
3111 businesses, including 382 stapls, generating 665 new jobs. ESIFs have alsotributed to
areduction of greenhouse gas emissions By@tonnes of C®

In addition, the Commission can provide tailormade technical support upon a Member State's
request via the Structural Reform Support Programme to help Member States implementrgwth-
sustaining reforms to address challenges identified in the European Semester process or other
national reforms. Latvia, for example, is receiving support to improve its tax administration, assess &
improve the overall performance of its health atelvelop its capital markets. The Commission is also
assisting the authorities in their efforts to fight money laundering through the implementation of a trair
programme. In addition, in 2018, work has started on improving the efficiency of the puddic e the
Ministry of Interior in particular. Furthermore, support is being provided to strengthen the coordination
monitoring framework of statewned enterprises.

EU funding contributes to the mobilisation of private investment ERDF alone mobities additional
private capital by allocating about EURO0 million in the form of loans, guarantees and equity. This ig
expected to leverage additional private investment amounting to20Rnillion. Altogether, 2.85% of the
ESIFs allocation was paid ihe form of financial instruments.

In addition, the overall volume of approved operations by the European Investment Bank with
backing from the European Fund for Strategic Investments (EFSI) amounts to EUR29 million,
which is set to trigger a total of EUR 966 million in additional private and public investments
(February 2019). Latvia ranks & as to the overall volume of approved operaias a share of GDP. 9
projectsinvolving Latvia have so far been approved under the infrastructure and innovatidavwwvof
EFSI. They amount to EUR 207 million in total financing, which should, in turn, generate EUR 567 milli
in investments. Under the SME component, 8 agreements with intermediary banks have been approve
total of EUR22 million, which should mioilise around EUR 39%nillion of total investment. 7 298MEs
and midcap companies are expected to benefit from this support.
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2. Progress with country -specific recommendations

EU action strengthens national, regional and local authorities and the civil societffUR101 million
have been allocated to stigthen the capacity of publamministration at different levelsnd to enhance

cooperation with stakeholders.

More information athttps://cohesiondata.ec.europa.eu/countries/LV
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3 « REFORM PRIORITIES
3.1. PUBLIC FINANCES ANDTAXATION

adopted tax measures calls for a lower expenditure

3.1.1. FISCAL POLICY growth.
The government 0s f i s ccadh 3.1.2:pE@dndiur€gigwth andxhadBeretionfye e n
expansive at the time of cyclical upturn in the fiscal effort
economy.The fiscal policy stance appears to have 4% 12%
amplified volatility of the economy by the fiscal
. - - 10%
tightening in 2016, when the economy was s
temporarily affected by a drop in investment, and 8%
by the precyclical expansion in 20.17 gr_1d 2018 6%
(Graph3.1.1). Moreover, the fiscal stimuli in 2017 <
and 2018 added to wage and inflation pressures i .. 4% £
. . = [=)
the economy, and reduced fiscal capacity to3 2% S
= <
counteract, when the cycle turns. ©
0% 0%
Graph 3.1.1: The fiscal stance and the economic cycle -2%
-1%
2 -4%
A . C—Revenue effort (DFE)
Pro-cyclical Counter-cyclical 2% == Expenditure effort (DFE) 6%
tightening tightening == GDP deflator
2016 N Real potential growth
=== Actual expenditure growth (rhs)
= 1 Expenditure benchmark arowth (rhs)
% (1) Discretionary fiscal effort (DFE) consists of revenue and
= expenditure effort. (1)=(2)+(3)
2 (2) Revenue effort represents discretionary revenue
L; & measures. In this graph, positive revenue  effort means
G .1 2 3 expansionary fiscal stance (deficit  -increasing).
,5 2019 (3) Expenditure effort shows the gap between the growth of
5] 2014 public spending and smoothed potential growth over 10
2 =~ 2015 years.
Q -1 (4) Expenditure benchmark growth follows the notion of the
2018 expenditure ben chmark in the EU fiscal framework (nominal
smoothed potential growth adjusted for discretionary
Counte(—cyclical 2017 revenue effort).
expansion Pro-cyclical For further details on the methodology see Carnot, N. and F.
-2 expansion de Castro (2015). 06The Discret
Output gap Assessment of Fiscal Policy and its Output Ef
Commission, Economic Papers 543, February.
Source: European Commission & Autumn 2018 forecast Source: European Commission & Autumn 2018 forecast

Government spending has been volatile and has Latvia spends less on health and social
deviated from a prudent expenditure path.As protection than other Member States on
aresult of positive revenue surprises andverage. The government expenditure structure
underspending, Latvia achieved a fiscal surplus ihas changed very little between 2014 and 2018,
2016 compared to a planned deficit of 1% of GDPexcept for an increase in defence spending and
However, rather than safeguarding the improvetbwer expenditure on economic  affairs
starting base, the budgets in 2017 and 2018 wef€raph3.1.3. The national defence spending
marked by strong expenditure growth and théncreased due to the commitmerggarding the
introduction of tax cuts, which exhausted the fiscaNorth Atlantic Treaty Organizatiomo attain the
space. Government expenditure growth went frofarget of 2% of GDP. This is partly offset by a
0.2% in 2016 tdl0.9% in 2017 and 8.6% in 2018recent decline in the level of subsidies for the
(Graph3.1.2, exceeding a prudent expenditureenergy sector, although these are still higher than
pah based on smoothed potential growth ovein other Member States (see SeciB#h.2 on
10years and actual inflation. In 2019 and 2020mandatory procurement of electricity). Public
expenditure growth is projected to moderate tspending on social protection and health services
around 5%, while the expansionary effect of thén Latvia has slightly increased, but remains
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3.1. Public finances and taxation

among the lowest in the EU. Such expenditure isBhe 2018 annual egenditure review has
channel for redistributive policies, for which delivered some savings, but it not yet used for
Latvia scores low. Sectidh3 covers social and the broader public sector reform. The review

health expendifre in greater detail. identified expenditure savings of 0.2% of GDP to
be used for rallocations of other spending
Graph 3.1.3: Government primary expenditure by function priorities for 2019. Notable examples includermo
20 costefficient management of statavned real
S estate and consolidation of information technology
ELV 2014 oLV 2018 (IT) infrastructure which will bring further gains in
15 the medium term. Completion of the pilot project
SEU2016 & EE 2016 A for -based’ b u dgaeetlibrarigs  f
& launcted in 2017 has been further postponed to
% 10 o LT 2016 2019, highlighting difficulties in applying the
B % method across public services. The expenditure
° review process has not yet fed into public sector
5 reform, intended to streamline  public
administration and readjust poji priorities. The
o State Chancellery is expected to lead the process,
o5 2 K0 0 @ A @ (0 1o with administrative support from the Ministry of
o 56&06%;?‘(;22&‘:??{2? \§&®®§§“€§°@&GG\O Finance and other ministries.
e"b\\)\) b\\oo‘ (,,cp:&e“g)é\“g &&\o“ godb
I v R\ ks ‘o

<«

3.1.3. TAXATION

Source: European Commission, 2019 Draft Budgetary Plan

Latvia relies on labour and consumption tax
revenue, while capital is less taxed. a t vtaxa ' s
revenue share in GDP is lower than the EU
average. Labour and consumption taxes are the
main revenue sources, but taxes on capital
represent alow share of total revenue, even

3.1.2. FISCAL FRAMEWORK ANIEXPENDITURE
REVIEW

The fiscal framework is broadly followed, but

expenditure limits are occasionally disregarded
in budget implementation. The budgetary compared t% o;her I\f/;err:ber Statfc;,-s (Graghéy.
planning is based on the fiscal rules set by th lie crossporder €fiects are often used as an

fiscal discipline law and takes into account?rgument in favour of setting low tax rates, only in

theallowed deviations for implementing structural ew cases Iovx_/enmphcrg tax rateq(’) on capital
reforms. However, applying theational budgetry have gained disproportionately larger revenue. For

rules is problematic in two areas. Firstly, th ost countries, including Latvia, the relationship
Latvian authorities treat theansitional costs of etween level of tax rates and tax revenue -broadly
the tax reform as oreff measures, while they are holds. Moreover, a lower tax burden on capital has

not recognised as such by emmission because regressive distriltional effects, considering that
the adopted measures are deliberate policy actiojg.h'gmlncon;e house?olds h‘ljtlr? a Izrger share of
Secondlyauthorities tend to reallocate expenditur ihancial and property wealth and earn more

from budgetary positions the fiscal discipline law/cOMe from capltal;_ and (ilpwer capltgl Fax .
allows to fluctuate, to expenditure positions fixed €VENUE reduces public resources for redistributive

through predetermined limits. The apparentpoliciessupporting more losmcome households.

breaches of the fiscal discipline law requirements

are fagged by théndependent Fiscal Discipline A growth-friendly g.nd revenue-neutral tax shift
Council(?), but this has not yet led to IOOIiCyWould have positive employment and GDP

change. Disregarding the expenditure limits ha ror\:\/'ih effec(;jts. Latv:a stands outt n terms of |(th d
contributed to theecent rapid expenditure growth 'gh tax wedge on low wages, It IS recommende
and undermines principles of fiscal prudence.

() The implicit tax rates measure the actual areetive
average tax burden levied oradirent types of economic
income or activies.

(® http:/fiscalcouncil.lv/council
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3.1. Public finances and taxation

that it shifts this tax burden to capital and pmtype wealth (Sectionl). Moreover, lower public
(Section2). A model simulation shows that revenues limit resources for public services on
arevenueneutral tax shift from low wages to which vulnerable groups rely.
property would increase employment and GDP
growth, while also reducing income inequalityThe labour tax measures do not significantly
(European Commission, 2017). Moreover, aseduce income inequality and poverty The2017
property tax evasion is more filifult than labour tax reform only partly targets loimcome earners,
tax evasion, it could also benefit tax compliance. as the adopted measures are not well suited for
reaching the lowest income households, which
Graph 3.1.4: Tax revenue and implicit tax rates (2016) tend to be unemployed, inactive or include
60 pensioners with low pensions. For lémcome
© capital consumption 4 labour earners with dependent children, a large share of
© their taxableincome was already covered by tax
free allowances before the reform; they gain little
from the personal income tax reduction and the
R increases in allowances. One third of pensioners
o an pa2a had lower pensions than the allowance for
% a AﬁLV pensioners before the reformhigh means they do
A not benefit from an increase in the allowance. Such
pensioners are concentrated in the poorest 20% of
households. Therefore, social transfers seem better
suited to reaching the poorest households
o (Section3.3.2). At a similar cost as tlaEopted tax
reform, increasing minimum social benefits has
0 10 20 20 40 50 0  apotential to significantly reduce poverty and
Revenue, % of total taxation i ne qua | it Yy i n-T d&mad Svii (an e( levta S & hi
2018).
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Source: European Commission fi Taxation trends in the
European Union

The share of capital taxation is set to decline
The tax measures adopted in 2017 are costly, under the current policies. Revenue from taxes
while the tax wedge, while smaller, remains ON capital is estimated to decline from 3.6% of
high on low wage.Personal income taxation hasGDP in2017 to around 3% of GDP by 2020. This
become more progressive, but also lower ofostly reflects the costs of the corporate income
average. The tax Wedge on low income has beéﬁx reform, which is somewhat offset by inCI’eaSing
reduced as a result, but for a single person earnif@j rate on interest and capital gainkeTshare of
50% of the average wage in 2020siteistimated at recurrent property tax revenue is also projected to
36%, which is still high relative to the EU averagedecline; this is connected to hesitation in updating
of 32.5% in 2017 (European Commission, 2018hyproperty values used for taxation to bring them
The net costs of the tax cutting and revenudnto line with market values.
increasing measures are estimated at a total of
1.1% of GDP over 2018020. The richest Property taxation is based on outdated values.
household and capital owners seem to be the maiRRecurrent prperty tax accounts for 0.8% of GDP
beneficiaries of the reforms. Notably, reducing thén 2018, below the EU average of 1.6% of GDP in
standard personal income tax rate from 23% t8017. Around 60% of property tax revenue comes
20% costs 0.8% of GDP, of which 60% goes to th&om land, 10% from housing and 30% from other
richest 30% of -Tamo PiatyRuidiagsy(GraptB.E3 dhereal estate cadastral
al., 2018). Transfoning the corporate income values used as a basis for taxation are set to follow
taxation regime is estimated to cost 0.7% of GDthe market values. However, updating of cadastral
by 2020 While some of the cost will be values has been postponed for several years and
transitional, the cut in the effective Corporate ta*axation still reflects market values of 2012/2013.
on profits and dividendsbenefits the richest The proposed, but notlapted, update of cadastral
households (WhO own most of the finandia values for 2018 based on 2015 market values

would have increased total cadastral values by

20



3.1. Public finances and taxation

34%, corresponding to some 0.3% of GDP irestimates (GrapB.1.6. However, estimates also
property tax revenue. The largest differenceshow a large measurement uncertainty, even
between cadastral values and market values are fwinting in different directions at some points.
agricultural land and newly built apartments.

Distortions in property taxation lead to unequal
treatment of taxpayers. Similar properties can s al ar i es

Nevertheless, the

share

of undeported

economic activity is higher in Latvia than in other

Baltic States.

In particular,
(‘“envel ope

underreporting of

have notably different property tax liabilities. Thisconstruction sector, accounts for a large share of
is linked to freezing of the cadastral values anthe shadow economy. Undegported work could
special tax treatment by some local authoritieshe reducedas a result of: (i) aectoral wage
which set different tax rates ranging from 0.2% tagreement in the construction sector setting a
1.5% and grant tax rebates up to 90%. Moreinimum wage higher than the national minimum
affluent municipalities tend to grant more tax(Section 3.3.1); and (ii) electronic registration of
rebates and use them as tool for attractingrorking hours on large construction sites.

residents, thus gaining theincome tax revenue.
Property tax expenditure accounted for 0.1% oOfraph 3.1.6: Estimates of Latvia 6 s
GDP in 2016 (Ministry of Finance, 2017). While
some 40% are socially motivated, a notable share 40
of revenue is foregone for a blanket rebate for ;5
residents in theeaside resort of Jurmaland

shadow of e

dedicated rebates for companies in the special 30 \

economic zones and municipal companies in Riga.
Various distortions hinder the uniform application o
of property tax and equal treatment of all Latvian© 5,
taxpayers irrespective of their place of residences
Cadatral value freezes and blanket rebates have 15
as property
income

regressive distributional impacts,
wealth is concentrated in higher
households.

Graph 3.1.5: Property tax revenue and cadastral values in

2012 and 2018
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Fighting tax crimes remains a priority for the

authorities. Several

measures to combat the

shadow economy came into force in 2018, such as:
(i) disclosure of information on employers paying
average salaries that are lower than the state
minimum wage; and (ii) disclosure of information

on employers penalised for ypa n g ‘
taxpayers

wages and

not

time. By the order of the Prosecutor General, chief

prosecutors are

requested

to intensify the

prosecution of financial and economic crimes and
the previously lenient approach to penaltiess h

been stiffened. However, implementation of some
measures faces difficulties, as new ways of tax

Tax evasion has declined, but remains relatively o\ asion are being uncovered, e.g. updating cash

high. The share of the shadow economy appears [@gisters takes more time than planned, as new
have declined over the past years by different

envel

wages’' ),

ope
subm



3.1. Public finances and taxation

problems are discovered in already certified cash welfare pressures are considered, risks to
registers. fiscal sustainability appear higher. Healthcare
and longterm care spending is projected to
The tax administration has been strengthened increase by some 3% of GDP by 2070 due to-non
to work more efficient and on more complex demographic cost drivers pushing up costs, under a
cases The World Bank has launched, with themore adverse scenario in the 2018 Ageing Report.
support of the European Commission, a technicdihis reflects on the currently low public spending
assistance project on tax audit, VAT control anédn healthcare (Sectidh3.3) and the expected
fraud risk assessment, and review the legal increase in demand for health services as living
framework for VAT compliance. Specifically, standards rise. Moreover, the currently very low
Latvia is advised to: (i) legislate joint and severapension adequacy is projected to worsen in the
liability in the case of fraudulent transactionlong run, which may not be socially and politically
chains; (ii) create a bsustaingde (Sectidh3R2y. eThes 'avegen fotal wi t hi n
State Revenue Service; and (iilvestigate VAT pension (including both public and private pension
taxpayers not submitting tax returns instead dhcome from themandatory individual schemes)
applying automatic deregistratigf). stood at 24% of the average wage in Latvia in
2016, below th&U average ratio of 43.5%%).
The micro-enterprise tax regime has become The 2018 Ageing Report projects that the ratio for
more restricted, but is still abused as a tax Latvia will decline to 18.6% by 2070, indicating
optimisation tool. The maximum annual turnover that income from mandatory individual schemes
for the micreenkerprise tax regime has decreasedvould not suffice to compensate for lower public
from EUR100000 to EUR40000. A higher tax pension benefits. The structural fiscal costs
rate is applied for turnover exceeding this amouninvolved in maintaining theenefit ratio at its
but the overall tax wedge remains still morecurrent level would ammt to around 2% of GDP.
attractive than that under the general labour tabcreasing it to th&U average would entail a cost
regime. The micreenterprise taregime dominates of 10% of GDP.
in sectors with a high share of labour input, like
taxi drivers, arts and sporting activities. The
number of micr%nterprise taxpayers decreased ”ﬁg) The EU average benefit ratio is for public pensions only.
20172018, but still accounts for som&sb of
employees. These taxpayers have lower social
contributions and social protection as a result.

3.1.4. DEBT SUSTAINABILITANALYSIS AND
FISCAL RISKS

Under current policies, Latvia faces low fiscal
sustainability risks in the medium and long run.
Themanageable initial debt level and the limited
sensitivity to possible maciiscal shocks
underpin the assessment of low fiscal sustainability
risks (AnnexB ) . Under the 2018 Ageing Report's
(European Commission, 2018d) baseline scenario,
total ageingrelatal expenditure is not projected to
increase between 2018 and 2070 as a projected fall
in pension spending more than offsets increases for
other items.

(® Technical Assistance: Supporting the Implementation of
the Mid-Term Tax Strategy of the Government of Latvia,
World Bank Group.
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3.2. FINANCIAL SECTOR

Financial stability groups, with Swedish lenders SEB and Swedbank
the two leading names in Latvia. Theeation of
Luminor Bank AS(*®) in 2017 put in place
Latvia's second | argest
m[arket share of 1% in deposits and 2% in

The Latvian banking sector remains sound
despite the challenges over neresident banks.

S

The total capital ratio is over 22%n line with the
euro area average and well above the 10% th
banks are required to keaparder to withstand an openness and the relatively large size . of their
adverse shock. The LabPKJan b%\n.!(ln&/ §ec1hor
L . . anking systen, potential spilovers Trom shocks
profitability has until recently been ConSIderamyoriginating in those countries could be significant.
apoye the euro area average. ngever, tr}sisks mainly relate to the Nordic housing markets
W'”.d!’?g down of the nom§3|dent banking §ector and— with the exception of Finlandg- to the high
act|v!t|es coupled — with more strmgenti debtedness of their households. Risks may
requirenents for loan loss provisions has reducema,[e ialise in the fon of constrained lendin
the nonresident bankings ect or ' s AR ar})l o - o 'aing
o ctivity, shortterm’ deposit “volatility and higher
This is, however, expected to be temporary an{a;li ancing . costs for Latvian banks given  the
does not pose a risk r} t SR dsector sefl\la N
. . relatively "heavy dependence of ~ some Nordic
Finally, the share of noperforming loans (NPLs) countries on wholesale funding. In this regard
at above 5% is soméat higher than the euro area.  border SUDEIVISOrY COO eraﬁon is wanted '
average. The NPL share dropped quickly after e P y P ; '
eaking during the financial crisis in 2010 to maximise the effectiveness of national macro
aowevger unlik% in the other Baltic countries th'eprudential policy instruments, ensure a level
, ' ) ) ' . playing field for all credit institutions and reduce
figures have stopped improving and have remam({) e risk of requlatory arbitrage
broadly unchanged for the past 4 ggeaThis is g y ge.
partly due to negative credit growth during most of
that time, but primarily it is due to deterioratingCredit growth
0 Sty of tne ommene tean ity e b s hofofi ot ok ell ©-
quality o . b that of the other Baltic countries.Following the
contmued to improve W'th loans past d@@.days 20092010 economiccrisis, credit growth to
standing at fa\round 3'0.% in 2018, the quality OT thﬁouseholds was negative ,until 2017. Since then
loan portfolio of foreign customers has rapldlythe annual credit growth has hovered barely abové
. . . o i
ggtleglolgates sflrllce .2012%’;]3'”?_? arounq 1N2P/E n zero, while in the other Baltic countries it had been
(. ank of Latvia, - )- Thacreasen = around 68 % over tfe past 2 years. Credit growth
of foreign gustomers is linked to the deprecat (adjusted for sales and securitisation) to -non
of the Russian rouble. financial corporations has been on average?d.4
over 2018. Since 2010, private sector credit growth
rates on average have remained below nominal

Table 3.2.1: Financial soundness indicators

) am3 2014 2015 2016 2017 201892 GDP growth and as a consequentdegie debt has
LRl T e declined from above 13% of GDP in 2010 to just
Non-performing loans - 9,7 6,5 6,3 5,6 59 .

Non-performing loans NFC - 12,0 11,1 111 10,4 10,7 above 80)/0 n 2017

Non-performing loans HH - 12,3 10,4 7.9 5,9 5,6

Coverage ratio 793 39 877 %3 B 322 The slow credit recovery is due to both demand
Loan to deposit ratio* 132,3 119,4 109,3 107,8 102,6 104,1 . . .

Tior 1 ratio s 115 100 115 14 201 and supply factors. High credit risk (bad traqk
Capital adequacy ratio 180 202 218 204 206 224 records, weak borrower collateral and equity),
Return on equity™ 88 102 107 143 76 - shortcomings in the legal freework (lengthy
Refurn on assets” 29 20 22 45 09 insolvency procedures, reluctance over income and
*ECB aggregated balance sheet: loans excl to gov and MFI .

/ deposits excl from gov and MF! asseF disclosure) and th_e shadow economy are
**For comparability only annual values are presented considered the most important supply side

Source: European Central bank

(*% Nordea Bank (Sweden) and DNB ASA (Norway) merged

; ; i their crossborder operations in the Baltigtates into
A highly integrated and concentrated Nordie Luminor, but subsequently cut back their presence in the

Baltic b_anking system  warrants close Baltics in September 2018y selling a 6® stake to
collaboration among financial supervisorsMost Blackstone, one of the worlsl largest private equity

large Latvian banks belong to Nordic banking nvestmentfunds,.
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constraints to corporate lending, especially

3.2. Financial sector

t¢FinCen) implicated Latvia's then third biggest

SMEs, keeping banks’ | EamkdABhOVg to sdnduatidga largescalet mogdy t . At
the sane time, credit demand from ndimancial laundering. Du e to t he gravity of
corporations is volatile due to the demand for largenplications, the European Central bank revoked
amounts, as smaller investments are often financéd licence and the ABLV bank went into self
with internal resources. Subdued credit demanigquidation. Its case reinvigorated international
among households is linked to the shrinking of theoncern about the money laundering risks inherent
population, the high incidence of undeclaredto the Latvian norresident banking sect¢t)). In
incomes and to the large share of the populatiodarch 2018, the European Commission requested
that has a bad credit score, a legacy of the financidde European Banking Authority (EBA) to
crisis. investigate whether breaches of EU law were
committed by Latvia in relation to the above case.
Graph 3.2.1: Credit growth,y -o0-y % change Latvian authorities are coopaing well with the
10 EBA in this enquiry, although there has been some
Total private delay in providing the EBA with the requested
8 NFCs information. In the aftermath of the ABLV case,
----- Households the government expressed its firm commitment to
6 Mortgage credit significantly reduce the risk of money taering
4 in the Latvian banking sector. In May 2018 it
S adopted a regulation banning servicimgrtain
g 2 types of shell companies and required the
g o remaining norresident banks to change their
3 business models away from providing transactions
T2 to risky nonresident clients.
4 Due to the ban on shell company servicing and
5 banksdé business esidestl change
deposits fell significantly in 2018.In 2018 the
B a o e owm w6 o~ o o nonresident deposits in Latvian banks declined by
% T oz % % T % % = 60% from 8.2 billion euros (40 % of all deposits)
5 0 7 < 5 0 7 < 5 O in February to 3.1 billion euros (20% of all
deposits) by the end of 20{8). The decline was
Source: European Central bank due to norresident banks ceasing relationship with
the riskiest clients. The remaining deposits are split
Domestic nonbank lending is much more broadly equally. between E_U and nat client.s.
buoyant than bank lending. Although banks are Although  faeign  deposits have declined _
the main providers of funding to the LatvianS Ubstantially, they remain ab
economy, the role of nebank players such as initial target of 5% of_aII d_eposns. Morepver, they
leasing companies (e.g. for the purchase dt@ve stabilised since August

vehicles) in domestic lending is growing. Latvia
nonfinancial corpeations, particularly staips,

also use risk capital as an alternative source
funding. Crowdfunding services, mainly attractin

psuperviso(*®) believes that they are unlikely to
fall further.

of
gThe money laindering case concerning the

foreign investors and foreign borrowers, are als§BLV Bank showed that weaknesses inthe

increasing at a rapid pace.

Anti-money laundering supervision

In the wake of the downfall of its third largest
bank Latvia has taken swift action to minimise
money laundering risks. In early 2018, the
United States financial crime enforcement netwo

supervidon remain. Although, since 2015, the

MM Lat vi a’ ssectbrazanknoninglly be divided in two
parts — traditional domestic marketerving banks and
banks that focus on providing primarily transaction
services to nomesidents

(*» The share of foreign deposits had already been shrinking
since 2015 when thegeaked at over 12 billion euros or
53% of all deposits

rk®) Finance and Capital Market CommissianFCMC
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3.2. Financial sector

Finance and Capital Market Commission (FCMC)nternational sanctionand its saff was increased.

had carried out several inspections at the ABLFi nanci al | n (*® btaffi wpe Alsoe  Uni t
Bank, in the course of which various sanctiansl increased to help them oversee the ABLV

corrective measures had been imposed, apparentlyy qui dat i on and i mpl ement
these did not ensure the expected resultsecommendations. However, the law enforcement

Moreover, the 2018 Mutual Evaluation Reportoraut hor i t i es’ C a p a-maongyy t o

Latvia’'s AML sy s%oent thétylauhtering casesreina(ow. Police investigators
while all the key risk assessment and contraind prosecutors qualified in amtioney laundering
elements were in plac their scope and quality are missing, which is one of the causes of the low
were inadequate relative to the volume of financiahumber of money laundering prosecutions and
fl ows goi ng t hiesidegttbanks aconvidtians. $inally @espite improvementdjrst
(Council of Europe, 2018). The report was criticainstance court cases conceipimoney laundering
of Latvia’'s Il aw e n f ooffemcesnematn’ lsngthys (08 &l9 sJusticen
uncovering and prosecuting money ldaring  Scoreboardforthcoming.

related crime and it pointed out that the sanctions

applied to convicted individuals did not appear t?—| ) «
be dissuasive. Law enforcement bodies recognizeOUSIng market

deficienciesand are committed to putting in moreHouse price growth has picked up over the past
effort into fighting the money laundering crime.two years. The house price growth exceeded 8%

Finally, the Moneyval '’ is20%7ameantinued & thd santke pdceoim thedirst mo r e

holistic approach and for better internationahalf of 2018. By comparison, the average house
cooperation to fight money launderinglated price growth from 2010 to 2016 was 5.5%. Despite
crime. the rapid pace, house price growth has remained
broadly in line with income growth. The price to
I'n response to the Mo memye ratiodsnowroely dightly,higherathaw it a
has expressed commitment to review its anti was in 2010 and signdantly lower than it was at
money laundering strategy. To address the the height of the real estate bubble in 2008 (Graph

weaknesses identified 32y Thehdemarnddon koygnteas besn baosed o r t

Latvia has come up with a detailed action plan foby a state guarantee programme helping families
improving its antimoney laundering/counter and young professionals to get a mortgage against
terrorist financing strategy. The main prioritieslower down payment than banks would normally
listed in the action plan include eanrcing risk require. This has also helped the mortgage credit
based supervision and introducing preventivgrowth turn positive in 2017. The constractiof
measures, ensuring the required human resourasellings has also increased slightly, but over a
for the supervisory authorities, effectivelonger time frame it has been anaemic. In stark
information exchange among the investigativeeontrast with the other Baltic countries, the amount
authorities and IT solutions for timely and efficientof newly constructed dwelling space in Latvia has
data mangement, among others. The Nationahot increased much since 2010 (Gr&h3.

Risk Assessment of Latvia is also under review.

The government plans to strengthen the dialogue
between the pub“c and private sectors in order 165) The' Office for the_ Prever_lti_on of Laundering of Proceeds
ensure the necessarpformation sharing and  Derived from Criminal Activity

collaboration.

While supervision and control bodies have been

strengthened, I aw enf orcement authoritieso
capacity also needs to be increasedF CMC’ s

powers have been recently broadened to issuing

regulations on risk assessment mational and

(*% The report was based on an assessment carried out in
Autumn 2017, i.e. before the closure of ABLV bank and
the subsequent regulatory and operatichanges
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3.2. Financial sector

Graph 3.2.2: Price to income ratio, index 2010=100 Graph 3.2.3: Newly constructed dwelling space, m2 per
1000 people
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Source: Statistics Estonia, Central Statistical bureau of Latvia,
i Statistics Lithuania, European Commission calculations
Undeclared wages, cumbersome construction

regulations and weak protection of landlords Investment in housing is crucial to facilitating

h0|d .back. |.nvestment n hoysmg.Smce thg better internal mobility and access to quality
financial crisis of 2009, banks in Latvia are tak'ngobs in the peripheral regions.A large share of
a m.uch more pruden.t approach to granting cre é)RNneFoccupied buildings means there are few
against undeclared incomes and theyrrently options for people who wouldké to move for

identify this as one of the main obstacles to high bbs outside of the Riga metro area. Moreover, the
mortgage credit growth. Furthermore, investor ’

pomtl ,I.O Iengtrlly a?: cumbersomil conjt:uctlp ommercial residential development not viable.
regulations maxing the process costly and 'eaving,s iy tyrn  hinders regional growth and

investors less agile to respond to growing deman hcourages emigration. The experience of the city

Finally, weak protection of landlords discourage%f Valmiera(**) shows that there is a high demand
more investment into rental housing (Europealfl

. or affordable rental housing and that it can be a
Commission 2018a). The government _has”prepar% werful policy tool to attract people to the
a draft rental law Fhat would S|gln|_f|cantly municipality, providing employees to local
strengthen the protection of landlords' interest

H th that th | usinesses. However, it also suggests that
OWeVer, fere ereoncems thar e ProPosdesidential development is only bie if cheap

would shift the balance of protection too much "]ong-term financing is available. Inspired by

favour of landlords. Val miera's example, the
has put forward a state support programme aimed
at helping municipalities finance rental housing
projects. However, this has yet to be approved by
the government.

(*% In 2018 Municipality of Valmiera built 150 flats on its own
land without involving a real estate develgpgbus making
the flats cheaper than they ettvise would be. Within a
couple of months 90% of the flats had been rented out. The
city cites lack of longerm financing as the primary
obstacle to building more apartments.
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3.3. LABOUR MARKET, EDUCAION, AND SOCIAL POUCIES

3.3.1. LABOUR MARKET well-paid jobs should reverse the net emigration by
2023.
In line with the favourable macroeconomic
environment, the labour market performance is Labour shortages are reported across various
overall positive. The employment rate increasedsectors. Most shortages are irestors related to
on the back of declining unemployment andscience, technology, engineering, and mathematics
growing activity rate. The lonterm unemployed (STEM fields), including ICT, as well as in the
and young people continue to benefit from thdealthcare sector (see Sect®B.3 on healthcare
steady improvement in the labour marketand Sectior8.3.4 on education) (European
(Sectionl). However, the shrinking pool of the Commission, 2018a). Labour shortages are also
working age population is contributing tobecoming more pronounced in the construction
increasing labour shortages, in particular in Rigasector following its recent stronger growth
Population projections suggest a further decreagMinistry of Economics, 2018). In 2018, vacancies
in the working age popui@n and an increase in registered at public employment services doubled,
the share of the elderly in the population imreaching precrisis levels, of which nearly 80% in
themedium and long term (Ministry of the Riga regionSince February 2018, incentives
Economics, 2018). In addition, structural gaps imre provided to employers to recruit highly skilled
employment based on skills level, ethnicity andvorkers from nofEU countries in occupations

regions persist. E n s u r wherg a sigrificaht Isheortage oflapqui isyprojected. one o f
the main areas where demand for investmerithe education and skills governance systems are
remains significant. also being reformed (Seoti 3.3.4)

Emigration is motivated by working and living  Graph 3.3.1: Job vacancies and labour shortage indicators
conditions, and it contributes to skill shortages.

Between 2009 and 2016, the outflow of skilled 30 vacancies/jobs (rhs) 3.0
labour (those with at least a medium level of = shortages industry

education) amounted to 1200 people. More than shortages construction
a half of emigrants had tertiary education, —— shortages services
equivalent to 17.4% of the higgducated segment /\ 20
(ECE, 2018b). Although the outflows have

decreased in recent years, still about half of theg}, 15 15
country’s fnefs due aet emgration esc

)
a
N
o

% of occupied and vacant posts

N
o

bour shortage

(Sectionl). Emigration of skilled labour ° o 10
contributes to skills shortage€OECD 2017). é
Emigration is motivated by low wages and“g 5 05

financial difficulties in Latvia, as well as

dissatisfaction with quality of life and social safety

nets (Hazans, 2015). The rapid wage growth N e e o A

(Sectionl) in Latvia could discourage emigraton ~ © © ® & & & H P

and incentivise teirn migration. The Ministry of — ,
. ource: European Commission (Eurostat, Economic

Economics (2018) assumes that the stead¥niment indicator)

economic growth and increase of qualitative and

o
o
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3.3. Labour market, education, and social policies

Box 3.3.1: Monitoring performance in light of the European Pillar of Social Rights
The European Pillar of Social Rights is designed as a compass for a renewed process of upward conv

towards better working and living conditions in the European Unjolt(sets out 2@ssential principles and
rights in the areas of equal opportunities and access to the labour market; fair working conditions; and

protection and inclusion. The analysis this report

has been carried out in

Early leavers from education
and training (% of population
Equal aged 18-24)
opportunities Gender employment gap
Income guintile ratio
(s80/520)

Latvia faces challenges on a number of indicators
of the Social Scoreboard supporting the European
Pillar of Social Rights. Despite the improvements in
the labour market, challengeseemain on equal

and access to

“'e"‘ﬁt“’ e e o watch opportunities, labour market access, and Ssoci
> '::‘:J:E"’r“[;;{%t‘otal protection and inclusion. Disparities in employmen
ou
population aged 15-24) On average across regions and skills levels persist, whilg
Emum:e":a:;l: On average participation in adult learning and active labour

: pop! ag ) L ; .

Dynamic T o market policies is lower than in other Eduntries.

3 n average . q q Afl
labour _P_"M%l_ Wages are increasing at a rapid pace and the minimy

markets and Long-term unemployment On average . - - - f

fair working | _GDHI per capita growth On average Wage. was .ralse.d in 2018. However, |ncome.|n§qugllt

conditions e remains high, in part due to the low redistributive
: da:"'Hime Weak butimproving | nower of the tax and benefits system. Although th
single worker earning AW . . .

e o e T risk of poverty or social exclusion ak been

(other than pensions) on decreasing, it remains elevated for people wit
) poverty reduction A TPg
Social Children aged less than 3 on averaze disabilities, the elderly and the unemployed.
protection and ears in formal childcare 5 i

inclusion  |Self-reported unmet need for Access to affordable healthcare is a challenge

medical care Although selfreported unmet needs for medical care
Individuals' level of digital skills To watch

are decreasing, they remain high. In 2017, people
EMCO and SPC Committees. The methodalagy locks jointly at levels and changes of the |0WeSt Income qUIntIIe reported a mUCh hlghe
the indicatars in comparisan with the respective EUl averages and classifies Member IeVel Of unmet needS fOI’ medlcal and dental care dl.
States in seven categaries [from "best performers” to "critical situation”). Far instance, a to cost (9 . 9% and 25 . 5% respectively) thal‘l peo ple
country can be flagged as "better than average” if the level of the indicatar is close ta

EU average, butit iz improving fast. For methadaolagical details, please consult the draft the h Ig hest |ncome q u | ntl |e (O . 9% and 3 3%
Joint Employment Report 2013, COM (2018) 761 final. Data update of 23 January 2013, respect|ve|y) .

MEET: neither in employment nor in education and training; GOHL: gross disposable

Members States are classified according to a statistical methodology agreed with the

haouzehald incame.

The Youth Guarantee is effectively suppding
young people in the labour market.Implementation of the Youth Guarantee in Latvia started in 2014
targeting young people not in employment, education or training age8 $8ars. The employment offers
provided under the scheme are mostly subsidésegloyment in the regular labour market. The educatior
of fers emphasise sever al vocational tracks, a
help young people with their career choices. The Youth Guarantee is implemented using fuatitznahe
European Social Fund and the Youth Employment Initiative. It has helped significantly reduce the rat
young people not in employment, education or training, which in 2017 fell to 10.3%, below the EU ave
of 10.9%.

() The European Pillar of Social Rights was proclaimed ohd#ember 2017 by the European Parliament, the Coundil
and the European Commissidmtps://ec.europa.eu/commission/priorities/deepetfairer-economieandmonetary
union/europeaipillar-sociatrights/europeaspillar-sociatrights-20-principles_en

Employment conditions differ across regions
and internal mobility remains a challenge.

Uneven regional diribution of jobs and vacanciest a k e
is one of the key challenges the country is facingapital region, with the result that 10% and 15%
(Ministry of Economics, 2018). The employmentrespectively of their employed residents work in
rate in Riga is higher (73.4%) than in othemRiga. The regional mobility support programme
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regions, in particular Latgale (62.2%). This
encourages residents of Vidzeme &wmgale to
advantage of

t hose

regio
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provides commuting or relocation support, but theoordination between public employment services,
uptake remains low, as the amount of supporocial services and educational institutions is
(cumulatively EUR400 for first 4 months) does insufficient, which results in poor monitoring of
not sufficiently compensate for relocationschootto-work transitions and success on the
expenses and the support is temporary. Lack tdbour market. Acoordinated approach aimed at
affordable and quality rental housing is #ey longterm activation of people furthest away from
bottleneck for internal mulity in the country the labour marketcould be improved The
(Section3.2). coverage of the active labour market policies and

the capacity of the public employment service are
Gaps in employment based on skills level and linked to funding, therefore the demand for
ethnicity persist. Theemployment gap of 15@8ps investment will remairsignificant.
between people with high and medium
educational attainment in Latvia is among th&he prevalence of occupational diseases is
highest in the EU. This is linked to thmelatively increasing and the fatal accident rate is high.
low employment rate of mediweducated men. The rapid rise in victims of an occupational disease
More than 35% of registered unemployed haveesults in partial or full workability loss and
vocational education and training background andontributes to the increasing rate of persons with
half of them are over 50 years old, thus indicatinglisabilities. While the fatal accident rate is among
outdated skills. The employment gap betweethe highest in the EU, the very low rate of non
Latvians andcitizens from ethnic minorities has fatal incidents is explained by the poor accident
narrowed to 3.®ps, but theethnic employment reporting  culture.  High  prevalence  of
gap remains at 65ps and is wider for the older underreported work contributes to the under
generations. More than 40% of ethnic minoritieseporting of accidents at work and heightens
over 55 year old have no knowledge of the Latvianccupational risks (Sectidhl1l.3). The State
language or their profice ncy i s | ow L@bdur e Indpectarate tcardes . qut ypeative
2017). In addition, participation in adult learningmeasures, but has limited capacity and high staff
for the 5564 age group is only 3.5% (2017).turnover. To pursue the Social Pillar principle on a
Further investment in upskiling the olderhealthy and safe work environment, further
generations and in the Latvian language trainingpvestments may contribute to ensure healthier and
could support the labour supply aggtinthe longer working lives.
backdrop of the negative demographic trends.

A sectoral wage agreement irthe construction
The spending on and coverage of active labour sector is a novelty in Latvia, but it requires
market policies remains low, limiting the amore flexible legal framework. The agreement
activation of those furthest away from the was reached in 2018, setting a minimum wage for
labour market. Latvia has made progress onthe sector of EUR80 (higher than the national
integrating the londgerm unerployed into the minimum of EUR430) and reducing a surcharge
labour market with longerm unemployment rates for overtime work to 50%. The current legal
at the EU average. However, participation in activeequirement for a surcharge is 100% of contractual
labour market policies remains low at 5.8 per 10@&vage. Amendments to the Labour Law allowing
persons wanting to work. Low public expenditurgfior a smaller surcharge for overtime if the
on active labour market policies, at or}y6% of minimum wage in a sector is substantially
GDP (2016) contributes to this situatif). increased were adopted by the Rament, but
Employment services can also be difficult towere rejected by the President, thus putting on
access, especially for more disadvantaged workensld the sectoral agreement. This agreement would
in rural areas, as the low adequacy of socidle a novelty for the Latvian industrial relations
assistance benefits hampers regular contasystem, as so far there have been no collective
between jobseekers and employment officeagreements at sector level in the private sector
(OECD, 2016a). Information exchange and Four additional agreements in transportation, wood
processing, pharmaceuticals and
(*) Aimost 70 % of ALMP spending is financed by the telecommunications will be facilitated through an

sEr?qra?llrze?én Social Fund so thational contribution is even EU-funded project, thus strengthening social
dialogue at sectoral level.
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The institutional setup for social dialogue is averagg™®). According to the national data, out of

well established, but the capacity of social the first (lowest) income quintile, 68.3% report

partners is limited. In 2016, membership of trade difficulties making ends meet; however, only

unions continued to decrease, fallingto just 10.79%4, 6 . 2% have received the stat.!

while the density of gimpy | them access to social) assistesandtonlp ' ha's

been increasing in recent years, reaching a figuf7% receive guaranteed minimum income. People

of 44% Eurofound, 2018). The institutional sgp  from quasijobless households at risk of poverty

for national level social dialogue is well developedace more difficulty accessing certain services in

and social partner involvement in policymakingLatvia compared to other EU Member Stafés

has improved. However, social partners lackhe concept paper adopted in 2014 envisaging a

financial and human resources and their capaciggnificant increase in benefit adequacy has not

to participate in th legislative process remains abeen implemented and the plan to improve the

challenge. In this context, investment in capacityinimum income support system has not been

building of social partners is important to ensur@dopted, although revised and resubmitted to

the effectiveness of social dialogue. thegovernment multiple times (latest version
submitted in May 2018).

3.3.2. SOCIAL POLICIES The minimum income level reform could bring
inequality and poverty in Latvia more in line
Income inequality and poverty remain high and with the EU average. The reform targets low
spending on soi@l protection is low. According income households and can notably address
to the Social Scoreboard (B8@3.1), Latvia faces poverty and inequality concerns. However, simply
challenges on equal opportunities, social protectiomaking benefits more generous couldgatively
and inclusion. In 2016, Latvia spentorl2 % of af f ect the beneficiaries’ i nc
GDP on social protection, well below the EUcurrent withdrawal of meangsted benefits at the
average 0f19.1%. Given the low spending on same rate as work incomacreasesmpacts on
social protection, the impact gocial transfers is incentives to take up work. This can be mitigated
limited. In 208, social transfers (excluding by a more gradual withdrawal of the medested
pensions) reduced the risk of poverty rate bpenefits. At a similar cost as the 2017 tax reform,
19.1% in Latvia vs. 33.2% on average 2017 in the reform of the minimum income level, with
the EU. Likewise, the impact of social transfers omore gradual transition from meatested benefits
inequality was only 19.3%, among the lowés to labour income, has the potential to close the gap
the EU and well below the average (of 40.4%). Ito the EU average in terms of poverty and
order to accelerate progress towards inclusivimequality while improving incentives to work
growth, significant investments would be required | v a STkaanotSé otné et al , 2018) .
to foster active inclusion and social integration of
people at risk of poverty or social exclusionA relatively high and increasing share of the
including access to integrated soaatvices, food elderly are at risk poverty and social exclusion.
and material aid for the most deprived. The atrisk-of-poverty or social exclusion rate for
theelderly continued to deterioratend at 9.0%
The adequacy of social assistance benefits(2018) was significantly above the EU average of
remains low and they contribute little to 18.2% (20%). From 2013 to 204 the rate of
alleviating high poverty and inequality. From poverty and social exclusion among women of 65
January 2018, the guaranteed minimimsome
tops up income to EUR3 (Some municipa”ties (18) According to the Benchmarking Framework on Minimum

. . . . Incomes conducted within the SPC Committee. For details,
voluntarily provide higher benefits). The average ... 'e draft Joint Employment Report 2019, COM(2018)

housing benefit is less than EUR per person per 761 final. The figures relate to single persongeholds.
month, while the calculated poverty threshold fof*) Information relates to gaps in sedfported unmet needs for

2017 was EURS67. The adequacy of the medical examination, housing cost overburden rate, and
. . ) . . nonparticipation in training related to professional activity
minimum incone benefits is below the EU between individuals (189) at risk of poverty from quasi
jobless households and the rest of the population aged 18
59 (The draft Joint Employment Report 2019, COM(2018)
761 final).
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years of age and older has increasedl®g pps. The unemployed are at high risk of poverty, in
Mostly, these are pensioners who retired beforparticular if the duration of unemployment
1996 under the previous pension law, whichincreases. Unemploymen benefits are paid for
produced very low benefit amounts that werehefirst 9 months of unemployment and are
further devalued by low indexation. Moreover, thegradually reduced in the meantime. Both the
poverty gap, which measures the intensity ofeplacement rate and the duration of
poverty (i.e. how poor the poor are), is among theanemployment benefit (for a yelmg work
highest in Europe. This imainly because pensionsrecord) correspond to the EU averd@®
lag behind the growth in labour incomes whileHowever, the atisk of poverty rate of
there are no adequate safety nets for the elderly. unemployed persons is high at9.86 and
increasing. The low social insurance contributions
Graph 3.3.2: At-risk-of-poverty or social exclusion rate by of employees often result in low unemployment
age groups benefits. Moreover, the low social assistance
benefits, which support unemployed people
experiencingdng unemployment spells, contribute
to high poverty among the unemployed.

70
Children (<18y)

o2}
o

Working age (18-64)

The social security system does not cover all
people in employment, and the selémployed
contribute little to their pensions. Some 8% of
Latvian workers are se#mployed without
employees, as compared to tBE average of
10%. They are not covered by unemployment
benefits scheme or insured against accident and
occupational injuries. Almost all (90%) self
employed pay social insurance contributions from
0 income that are equal to theinimum wage.

& Thelow social contributions will result in very low
old-age pensions (European Commission, 2018c).
Source: European Commission (Eurostat In addition, casual workers are not covered by
sickness benefits and seasonal workers are not

The adequacy of pensions is low and is insured against the majority of social risks.
projected to remain low in the long run. In

2018, Latvia took some steps to improve situatiofccial protection for persons with disabilities is

for pensioners by: (i) increasing pensions for oldereak The share of persons with disabilities at risk
pensioners; (||) raising income tax a||owancesf)f poverty or social exclusion in Latvia is 42.5%,
(iii) making indexation rules more faurable for ©one of the highest in the EU (EU average 30.1%).
pensioners with longer service records; an#atvia has one of the highest gaps in the EU
(iv) introducing a timd i mi t ed s ur v ibgtwepr e atpisk-af sppvgrty . rate and social
In addition, a right to inherit stafeinded pension exclusion rate for persons with and without
capital if the deceased has not reached pension &§jgabilities (20.8ps vs. the EU average of
will be effective as of 2020. However, the9-2pps). Disability pensions are low and 43% of
generosity and coverage of the measures aP&rsons with disabilities receive pensions below
limited. The minimum pension and state sociaFUR120 per month. The state csal security
security oldage allowance have not beenbenefit, which serves as a base for calculating the

increased. The minimum pension remains at thi@validity pension, has not been revised since 2006
2006 level in a range from EURD.43 to and currently stands at EUS2.03 per month, or

EUR 108.85 per month, depending on teegth of = Accord — _ |

T ; ; ; ccording to the benchmarking exercise on unemployment
Conmbu,tlons' The pension a}dequacy I,S prOjecte(d benefits and active labour market policies conducted within
to remain one of the lowest in the EU in the long the EMCO CommitteeSee the draft Joint Employment
run (European Commission, 2018c). Report 2019 for details.
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EUR106.72 per month for people who have beerequirement set by law to provide one social work
living with disabilitiessince childhood. specialist per D00 inhabitants. National social
care centres face a large staff turnover, especially
The transition from institutional to community- in jobs directly related to customer care
based care has startednstitutions for children in (caregivers, social caregivers, social rehabilitators
outof-family care and adults with special careand social workers). One fifth of carers receive
needs are costly and have poor social outcomdabeminimum statutory wage, and many other
Those are set to be replaced by commubéiged employees are paid only slightly higher than that.
services atdcal level and famibfike care. In
2018, financial support for foster families wasAccess to adequate housing, particularly for
increased and emmunication campaign to low-income groups is a challenge.15.2% of
overcome prejudices about adults with mentahepopulation experiences severe housing
disabilities was launched’he policy is supported deprivation, significantly above the EU average of
by the EU funds, however, only an of overall 4.5%. Half of those below the poverty risk
needs for communitpased care services isthreshold live in poor housing conditiofs).
covered and further investment would be needethhabitants of rural areas, in particular ihet
In addition, th@mplementation of Ebfunded Latgale region, live in worse housing conditions
projects has been delayed for almost 2 yearthan the urban population. While the housing cost
putting at risk its planned completion by 2023overburden rate in Latvia has been declining, still
(State AuditOffice, 2018). almost onethird (32.9%) of households report that
housing costs impose a heavy burden (CSB
Access to longerm care is improving but 2018a).
remains weak.Despite progress in the delivery of
home care services, unmet needs for homeca®oacial housing is scarce and often not fit for
services due to financial reasons was 37.9% dif/ing. In 2016, social housing constituted only
households in need in 2016, above the EU avera@e4% of social housing stock compared to the EU
of 322%. The municipalities are responsible foraverage of 8%. This is insufficient to respond to
services, which are mostly delivered indemand and currently there are000 people
institutional care centres. Low remuneration ofwvaiting for a homeLocal governments, with few
social workers and low population density is axceptions, invest little to improve the technical
challenge for quality care services in rural regionsondition of social housing and as a result, one
(ESPN, 2018). third of vacant premises are not fit for living.
Statefunded grants for social housing have not
Access to childcare facilities is low in the been available since 2009.
countries®éd main centres of economic activity.
Availability of affordable (mainly public) There is little data on homelessness and this
kindergartens is a challenge in Riga and othgshenomenon is not addressed at national level.
larger cities, where young people tend to migrat&here is no national strategic document addressing
(Eurofound, 2018). In 2017, 28.4% all 0-3 year homelessness, and the scope of existing policy
olds were enrolled in formal childcare, which isdocuments only addresses the provision of night
below the Barcelona targets of 33% and below thehelter servicesAccording to national data, in
EU average of 34.2% (ESILC). Compensation 2017, more than 800 people used municipal and
for inability to provide elace in municipal private shelters. These service providers are mostly
kindergarten does not cover the costs of privatecated in the largest cities of Latvia and data on
child-minding services, which can cause people thomelessness nationwide is lacking. To address
choose not to work over accepting lovage the issue of homelessnesand improve the
employment. provision of social housing, investment would be
needed, in particular at municipal level.
Poor prestige, low remuneration and heavy
workload result in high staff rotation and
recruitment problems at social service @) Deprivat'ion measures include'a Iegking roof, d_amp \_/valls,
providers. Currently, 38.%6 of municipal social fgﬁaﬂfh"g:‘;h‘gwgfw fot, no private indoor flushing toilet,
services do not comply with the minimum
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Social enterprises receive legal backing and for vulnerable groups such as pensioners and low
financial support, but lack capacity. In April income households. The incidence of-cadled
2018, the Law on Social Enterprises came into' cat astr ophi c’ a +ofdpocketmpover i s
force layng down the main principles and workingpaymentg?®) for healthcare (13% and 4% of
arrangements of social enterprises in Latvia. Thouseholds respectively in 2013) is among the
foster the creation of social enterprises a gramitighest in the World Health Organization
programme is available and so far 27 of arounBuropean Region (WHO 2018a; WHO 2018b).
220 planned grants have been awarded. Furth€he above mentioned factors contribute to high
investment would help taddress such challengesinequality, with the poorest 20% of households
as poor managerial and business skills of existingporting a much higher level of unmet needs for
non-governmental organisations and limited accesmedical and dental care due to cost (9.986 a
to business incubators (European Commissio25.5%, respectively, in 2017) than the richest 20%
20189). of households (0.9% and 3.3%, respectively).

Voluntary health insurance for a part of the
3.3.3. HEALTHCARE population risks worsening their health status.
A new health insurance system was set to come
Poor health outcomes are linked to low public into effect in Janary 2019, now postponed to July
spending on fealth and to unhealthy lifestyles. 2019. For two baskets of health services, it defines
Life expectancy is among thewest intheEUand a * f ul | basket ', and a ‘“minim
levels of preventable and amenable mortality aris limited to a basic set of healthcare services, such
high (*3. Cardiovascular diseases and cancer ass care provided by general practitioners,
the biggest causes of death. Behavioural risgreventive checks,neergency services and some
factors are more promineim Latvia than in the other special conditiond®). Around 30000 to
EU on average, with rising obesity rates ané3000 people (mainly seasonal workers and
alcohol  consumption (OECD/EU,  2018).micro-enterprise workers) will have to make
Moreover, the low public financing for health voluntarily health insurance payments in order to
limits access to quality and timely care foral. Inaccess t he * f ul | O0Cpaopl& et ' . Oonl
response, the authorities have prioritised publibad made voluntary payments by early January
spanding on health and have initiated a number a2019. The remaining of the affected population
reforms fostering the efficiency and quality offaces the risk of financial hardship if certain health
health services. problems occur or delaying their treatment until it
becomes an emergency covered
Restricted access to publicly funded healthcare baske '
leads to unmet needs for care and inequality of
opportunities. Statepaid health services are Health reforms concern a number of areas and
imited by a ‘quota’ s y ard @rayressing hdltioigh they aa still atoan | o n g
waiting times. To overcome this constraintearly phase of implementation. The
patients tend to pay owf-pocket for private implementation of the hospital sector reform, more
services. Additional significant barriers tospecifically the configuration of new single
accessing healthcare stem from: the level of usepeciality, regional and téary hospitalsand the
charges for the publiservices, cgpayments for operational developmentf local hospitad is
prescribed medicines and eaftpocket payments
for medicines that are excluded from coverage. Iff) Catastrophic oubf-pocket paymentsfor health are
2016, outf-pocket payments constitted @ PYEnt by households ou o el oun pocker b e
of health spending in Latvia, well above the EU s defined as the total household consumption minus a

average of 18.2%. This leads to ficél hardship standard amount to cover basic needs). Impoverishing out
of-pocket paymentsfor health are those which push
households below a basic needs lipalculated as the
average amount spent on food, housing and utilities by
households between the "2and 3%' percentiles of the
household consumption distribution, adjusted for
household size and compositjon

Services covered by themi n i mu marebspesifieein ’
government regulation No 555 of 28.08.2018.

(*» Amenable mortality premature deaths that should not
occur if timely and effective healthcare is provided.
Preventable mortality i® broader concept and includes
deaths which could have been avoided by interventions
focusing on wider determinants of public health, such a(c,m)
behaviour and lifestyle factars
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supported with financing from the EU funds. Thereaccess to health services across the country. The
are also plans to further develop the eHealthumber of nurses in Latvig iamong the lowest in
system and pilot a small number of multi the EU (4.6 per D00 population in 2016). In
disciplinary health centres for the primary careaddition, the number of nursing graduates per
reform in 2019. However, plans for reforming100000 population was well below the EU
primary care, such as setting the number amaverage in 2014 (27.9 compared to 39.1
location of health centres across the country, anmgspectively) and has decreased since then.
the related investments, have not been prepar&dirthermore, mostegistered nurses find it more
yet. An action plan to improve patient safety andttractive to work outside the health sector. Low
health system qui&y has been set in motion. Early remuneration is a particular deterrent. The ratio of
measures taken so far include educating healthcareu r s e s’ wages to the average
staff in patient safety issues, and better applicatidratvia is among the lowest in OECD countries
and assessment of clinical guidelines. FurthermoréQECD, 2017).
a framework of indicators for health system
performance assessniehas been drawn up. NextThe government B taking steps to improve
steps will focus on structuring and analysing theecruitment and retention of health workers.
data for these indicators so that benchmarking cd@rhese include an increase in the wages of medical
take place at health provider, regional angbractitioners in 2018 and the additional 20%
international levels. To address behavioural risincrease each yearin 20192021 (*). Other
factors, measures such as smokimgtrictions, measures include: (Gompensation for the
food regulations and restrictions in the marketingxtended working hours of healthcare personnel;
of alcohol and energy drinks have beerand (ii)using financing from the EU funds to
strengthened. provide incentives for doctors and nurses to work
in regions outside Riga or to-emter employment
There are scope and possibilities for improving in the health sector. Nevertheless, a comprehensive
the quality of healthcare and the efficiency of strategy to tekle the shortages of nurses and
the health system(OECD/European Observago provide a nursing workforce with the skills mix
on Health Systems and Policies 2Q1Hpspital required for the reformed hospital and primary
admission rates for asthma in Latvia are muchare sector is not yet in place
higher than the EU average. This indicates that
chronic disease management outside hospitals altle health system remains underfunded,
the functioning of primary care are still below theirdespite the spending increasesSpending on
potential  Furthermore, mortality following health in latvia is among the lowest in the EU.
hospital admission for acute myocardial infarctionThe net public spending for healthcare stood at
and stroke are higher in Latvia than in other EUB.4% of GDP in 2016 well below the EU average
countries, with large variations between hospitalef 7.4%(*). However, the government has
around the country. This suggests that there iacreased the financing for health by 0.5% of GDP
room to raise the qu#y of acute care and the over 20172019, benefiting from atemporary
overall performance of the hospital sector. Theleviation from the structural deficit target.
planned health reforms are expected to result ¥oreover, the new compulsory health contribution
improvements along the above lines. provides further financing for health of 0.3% of
GDP from 2018. The adopted 20% wage increase
Latvia faces health workforce shortages, which for health workers amounts to 0.3% of GDP in
hamper the delivery of public healthcare and additional fnancing in 2019 totaling 0.6% of
poserisks to the success of the health reforms. GDP in 2020. Nevertheless, these increases are
The number of doctors in Latvia is below the EUneasured against unchanged expenditure plans in
average (3.2 per @00 population, compared to 3.6nominal terms. Therefore, total public financing
in 2016 respectively), and there are particulafor health as a ratio to GDP is estimated to have
shortages of health workers in areas outside Riga;
resulting inrestricted access to specialised healtf) Igel za;g)igdment to the Healthcare Financing Lafv
services . in those areas. Patient pathways ar(u% Fin.an;:ing f.rom the government schemes based on the
cooperation  schemes  between  healthcare system of Health Accounts
institutions are not yet established to ensure equal
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increased to 8% in 2018 and to reach around curriculum has been delayed.New rules for
3.8% in 20192020. upper secondary schools set quality criteria that
will need to be fulfilled in 2020 in order to receive
The additional public financing for healthcare state financing. Schools that do not meet the
in 2017 and 2018 generated positive resultShe criteria will be required to have a nimum
availability of health services and innovativenumber of students set by the government.
medicines is increasing. Waiting times haveStreamlining the school network may eventually
reduced in some areas, suhin cancer diagnosis lead to fewer, but bigger upper secondary schools
and treatment, and in outpatient and day care. Thieat are better able to provide quality education. A
gover nment reports t hanewconpetenchasead fraankework aumuicultingills ’ for
statepaid health services were not exhausted ibhe rolled oti in preschool as of the 2019/2020
2017 for the first time since the end of theschool year, and gradually, in primary and
economic crisis. Furthermore, the perege of secondary education between 2020 and 2023.
Latvians who report unmet needs for healthcare
fell from 8.2% in 2016 to 6.2% in 2017; A gradual switch to Latvian as the sole
nevertheless, this remains much higher than tHanguage of instruction by 2021 has begurThe
EU average. transition will start in the school yea020/2021 in
grades 7, and as of 2022/2023 all general
subjects in uppesecondary education will be
3.3.4. EDUCATION AND SKILLS thought in Latvian. Ethnic minority students will
still be able to follow courses of their language,
Latviads education s y diterature ang eultufednrtheis motheetbngue. \While
learning achievement, but some concerns t he mo v e ma y i mprove mi nor |
regarding equity remain. Latvia invests a opportunities in (Latviastaught) VET, higher
comparatively high share of its GDP in educatioreducation and in the labour market, the measure
(5.5% in 2017, compared to an EU average dfas raised concerns about the quality of teaching
4.7%). Performance in basic skills, as measuredlaynd about minority school s
the OECD Programme for International Studenthange without comprosing quality, particularly
Assessment (PK remains well above the EU for the 25% of students whose Latvian language
average (OECD, 2016b). However, access tproficiency in writing is not sufficient’’).
quality education is not fully equitable, with
students in bigger secondary schools antany teachers in Latvian schools are
gymnasiums receiving better quality educatiormpproaching the retirement age and too few
than students in the small schools more common imew teachers are joining the professionLatvia
rural areas (Krasnopjorovs, 2017). Similarly, théhas oneof the highest shares of female teachers in
early school leaving rate is much higher in rurathe EU (87%) and one of the oldest 28% of
areas (15%) than in urban areas (7%). teachers were over 55, and only 25% were under
40 in 2016/2017 (Ministry of Education and
The existing network of secondary schools does Science, 2017). Young people are not attracted to
not allow for the efficient use of resourcesThe the teaching profession:de than 1% of 1year
number of students irgeneral education {68 olds aspire to work as a teacher: of these, only
years old) has been decreasing, in line with.2% are men (OECD, 2018b). A gradual increase
Latvia's marked popul atmnonedelké¢i n'e 4R &r bes wereom Se
2004 and 2013) and is projected to contract by ia linked to the consolidation of the school
further 14% by 2050. Numbers of teachers andetwork.
schools have only partly followed the demaara
trends. A large share of resources (17% vs 7%he share of young adults with tetiary
OECD average in 2015) goes to the upkeep of theducation is high and growing, but challenges
large school network at the expense of investmentmain concerning inclusiveness and fields of
in teaching and learning (OECD 2018a).

27 According to the Latvian Language Agency (2016), about
75% of youth whose mother tongue is not Latvian are fully

Government efforts to streamline the school seltsufficient (fluent) in writing in Latian.)

network continue, but the introduction of a new
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studies.Tertiary educational attainment among 30increase the labour market relevance and
to 34yearolds has increased from 25.7% in 2007attractiverss of VET.
to 43.8% in 2017 and is now among the highest in
the EU. However, inclusion of persons with VET curricula reform started in 2010 is
disabilities in higher education at 24.5% is lowemlmdvancing. Reform progress accelerated recently
than the EU average of 30.3% (EBLC). and themajority of occupational standard230Q
Moreover, participation of men in tertiary from 242) had been updated by the end of 2018.
education remains significantly lower than that oModular education programmes are gradually
women and the proportion of tertiaegucated being introducedni initial and continued VET, but
adults with a degree in science, technologya significant share (172 out of planned 241) remain
engineering, and mathematics (STEM fields) is, &b be developed. Social partners are involved in the
20.5%, below the EU average of 25.7%. As fodesign of the reform through sectoral expert
labour market needs, 41% of stée@ded study councils. It is expected that the reform, with the
places are provided in STEM programn{@&s support of EU funds, il be finalised by the end

of 2021.
The fragmentation of higher education
institution and programmes affects education Initial results of new work-based learning
quality. Higher education remains fragmentedapproach are promising.The introduction of the
despite the incentives for consolidation andcheme started in 2017 and data shows that in the
gradual strengthening of quality assurance2017/2018 school year there were aroundoQ
supported by EU funds. Nevertheless, the numbstudents in worbased learningand above 900
of study programmes grew by a third betweerin work practice. So far, 18 professional education
2005 and 2017, while student population declinethstitutions offer workbased learning for second
by 38%. The quality of education and science arand thirdlevel professional qualifications and 230
suffering as a result of the fragmentation. In 201 frogrammes for 85 professional qualifications
performancebased funding (around 3% of totalhave been adapted to include wdnksedearning.
funding for higher edcation) was distributed to 14 The EUfunded project to support woikased
higher education institutions that have successfullgarning and practical training has been running
involved students in research and developmend,i n c e 2017 and i s Il ed
participated in international research projects an@onfederation of Latvia.
cooperated with businesses.

Latvia performs below the EU average as
Despite the significant reform, participationin  regards digital skills. Half of the population
vocational education and training (VET) (52%) are lacking basic digital skills, and the gap
remains low. In 2017, the employment rate ofwith other EU countries is even wider for
recent upper secondary VET graduates dropped aolvanced skills (European Commission, 2018j).
69.2%, below the EU average (74.8%) and th&he national strategy aims to provide training on
enrolment in VET remained, at 38.1%, also belovinformation technologies tailored to labour market
the EU average (49.3% in BU While the needs, involvenore young people in this field, and
vocational school environment is significantlydevelop modern and interactive learning processes.
improved, the lack of career guidance at the lowdratvia would require substantial investment to
levels of education is a potential obstacle for futuremprove the digital skills of its population and
enrolment. Graduate tracking is organised dabour force for the digital transformation of its
school level, meaning that Latvia is stille@of the economy and society.
few EU countries without a centralised approach.
Continued investment in and stronger links withThe level of adult participation in learning
local economic and labownarket needs, including remains relatively low. Only 7.5% of adults
through workbased learning, could help furtherparticipated in learning in 2017, below the EU
average of 10.7% and the national target of 15%.
*9 Statefu_nded stud)_/ placea;ccqunt ford2% of the tota(thg Participation in  adult |earning has been

;%Tg;f"ng 586 being feepaying) (Government of Latvia, gy gthened thanks to Hunds. Since the launch
of the programme in 2017, almost7000
employed people have participated. Every
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participant is over 45 years old and evéiyh is
low skilled. Efforts to enhance access to training,
particularly for lowqualified adults, are impeded
by limited information and guidance, shortage of
skills recognition and validation services, and by
insufficient nonfinancial and financial incentives,
especially for SME¢®. To address these
challenges, the government has launched
anational skills giategy project with the OECD,

whi ch wi || contr i b2027 e t o Lat vi
national mediurterm strategy on education and
skills.

Investment needs

Increased investment in skills, education and
training, healthcare and social inclusion are

2021

important for impr ovi ng Latviads productivity

and longterm inclusive growth. The shrinking

working-age population is leading to growing

skills and labour shortages. Further investment in

human capital could improve labour market

relevance of education and training, lifletp

learning, flexible upskiling and reskilling

opportunities, as well as regional labour mobility.

This would in turn reduce skildl
respond to demographic and technological change.

Using the full labour potential also requires

matching invetment in social inclusion with a

reduction of material deprivation. Matching

investments are also needed to improve the

popul ation’s heal t h status and
accessibility, affordability and effectiveness of

healthcare, childcare and lotgrm carejncluding

transition from institutional to communiyased

care.

(®® According to the benchmarking framework on adult skills
and learningconducted within the EMCO Committee. See
the draft Joint Employment Report 2019 for details.
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3.4. COMPETITIVENESS RERMS AND INVESTMENT

3.4.1. PRODUCTIVITY AND INESTMENT Graph 3.4.1: Productivity annual change, %
12
Investment needs 10
In order to continue converging with the EU 8
average, investment in innovation, human 6
capital and regional development is needed. ,
Despite its rapid convergence, Latvheeds to
continue to transform the structure of its economy 2 M’é
towards more sophisticated products and services.%
Given the small domestiz¢ mar ket atvia's mai

prospects lie with exporting higher valadded
goods and services and growing its export market_6
shares. At the moment, Latvia does relatively well
in exports of knowledgéntensive services, but the 8
share of higktech goods in its exports is low. In
order to facilitate the
La,tVIa needs to invest in hl’,lman Capltal’ includin 1) EU - non -weighted average of all EU member states
skills and health (see section 3.3.4). It needs tQws - non-weighted average of the EU member states that
invest more in research and development both igined since 2004

the private and public sectors, including bYsgyrce: European commission

engaging the statewned enterprises more closely

!n its iqnovat_ion system. Finally,_Latvia need; t%roductivity growth since 2010 has been
invest in rgional development investment in a4y pased across economic activities.
infrastructure and housing would help to integratqqyctivity growth has been fairly similar among
the lagging regions with centres of economigeonomic activities, with the exception of high

activity and facilitate internal labour mobility. ¢iied services where it has been negat®@eaph
Additionally, investment in resource efficiency is3_4_2) Construction has had the highest

also needed in order peed up Latvia's energy nroquctivity growth, but that is likely due to the

transition. recent constrction boom and is potentially
unsustainable. The negative productivity growth in
Labour productivity high skill services can be attributed to investment
L . , ) in capacity as firms hire employees in expectation
Latvia's productivity has been converging with ¢ increasing demand as evidenced by the

the EU average at.a rapid pace, but remains accompanying strong increaseémployment.
among the lowest in the EU.In 2017, labour

productivity in Latvia was 686 of the EU average
— considerablyhigher than the figure of 5% at
the height of the previous boom in 2007. The
average productivity growth rate remains among
the fastest in the EU, although it is currently only
half of the levels attained before the 2e2®10
crisis (Grapl8.4.1)
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3.4. Competitiveness reforms and investment

Graph 3.4.2: Average annual growth 2010 - 2017, % been quite volatile (Grap!3.4.3. Since 2010
invedment growth in Latvia has underperformed
compared with the other Baltic countries, but has
been somewhat more rapid than in most Member

4%

3% States that joined after 2004, although that is
partially explained by the rebound from the severe
2% decline that took pice during 2009 and 2010.

1% Graph 3.4.3: Real investment, index 2010=100
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Low-skill services are comprised of trade and transport 50
services, real estate service s, professional services, and arts
and entertainment services
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Looking forward, due to its small domestic market,
Latvia's prodativity growth prospects are closely source: European Commission

linked with its export success. Moreover, the

population decline presents an additional challengavestments in nonresidential construction

to productivity growth as the falling of the numberhave had the strongest performance of all

of users puts a strain on the efficiency ofinvestment asset types.This is due to the
infrastructure and othem’ctivities that provide increased public investment expenditure and the
soldy for the domestic market (see Europeamonstruction of logistics infrastructure and office
Commission 2018). Finally, given the large role okpace, reflecting the strong performance of the
stateowned enterprises in Latvia's econo(), transport and business services sectors since the
their contribution to the economy's productivitycrisis (GrapH3.4.9. On the other hand, investment
growth is sizable and under governmigfiuence.  in dwellings has been weak, reflecting the effect of
the decliningpopulation, deficiencies in rental and
construction regulations (Section 3.2) and barriers
to credit (Section 3.2). Looking at the investment
Despite a recent surge, investment levels remain trends across economic activities, manufacturing is
only slightly above the EU averageThe rapid performing particularly poorly. In 2017,
growth over the past 2 years has helped re@lvestment in manufaering was 33% lower than
investments recover what was lost during the 2016 had been in 2012. This is in line with the
dip, yet it was only in 2018 that real irstenents manufacturing output growth since 2010, which
surpassed their 2012 level. Following the initiah a s overall been weaker
postcrisis recovery, real investments started tgrowth.

decline again in 2013 before finally mounting a

recovery in 2017. While public investment has

increased compared to peasis levels, private

invegment remains considerably lower and has

Investment

(*» The SOEs account for around 10% of all private sector
employment in Latvia
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3.4. Competitiveness reforms and investment

Graph 3.4.4: Real investment by asset type, million EUR in has exceeded the Commission wage benchmarks
2010 prices (see Graph 3.4.4), suggesting that wage growth
4000 may be too rapid to be sustainable. By comparison,

real wages (adjusted forfiation) are increasing at

a slower pace due to rising inflation. Real wages
3000 grew at a rate of % in 2017. Wage pressures,
however, should temper somewhat as of 2019 as
the rate of investment growth normalises.
2000 However, the falling labour supply is setdnsure
that the labour market will remain tight.

3500
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1000 Graph 3.4.5: Wage growth compared to wage

benchmarks, % change
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Private i nvest ment i's ! s 0
concerns about demand conditionsAccording
to the European Investment bank survey from-10
2018, 25% of Latvian firms considered they had
invested too little over the last years, which is "2 " _ | o< 0omomooadams o~ o
. . OO0 0000000 o o
amongthe highest rates in the EU. At the same 292238288888 8888888.8¢8¢8
time, only 29% of firms in Latvia report operating Benchmark 1 Benchmark 2

at or above full capacity, which is the lowest value
in the EU. The share of finano®nstrained firms
also appears to be higher in Latvia than in othef) Benchmark 1 is wage growth prediction based on

M b Stte o Il decisi b Latvi inflation, productivity and unemployment

. ember ; S. \{era ' ecisions y . atvian Benchmark 2 is wage growth that is consistent with constant
firms to withhold investment seem driven byunitlabour cost -based real exchange rate. See Arpaia and
demand conditions and some structural barrieré'ss’ 2015, for details about the methodology.

L. ource: European Commission
Weakness in internal demand may be related to the

Qeclining p_opulation, as the ”.“”?ber of consumeranit labour cost growth has been slowing down
in domestic markets is shrimdg. In a recent but remains among the highest in the EU

Eurobarometer Survey, poor or uncertain_. . L
aising concern about Latvia's  cost

economic outlook was seen as a major obstacle IE):}ém etitiveness. After the economic crisis, unit
43% of respondents (EU average: Z9. In P i ’

31 H
addition, a majority of respondents cited the cosl?br?ur COSth(ﬁLCX.) growth gccoelerat(reid n 2.?12
and availability of external financing, and theWlt growth hovering around 5% anriyaunti
. . S 2016. In 2017, ULC growth slowed to around 3%.
stability and complexity of tax legislation, as : ; )
; . . The ULC growth in Latvia has considerably
obstacles to investment (European Commission : . i
2018i) e’x_ceeded those of its main trading partne_rs as
' evidenced by the UL®ased real -effective
exchange rate (REER), which has appreciated by
Cost competitiveness 10.3% between 2014 dn2017. The wage cost

appreciation relative to the trading partners carries

o= Actual wage growth

Wages are growing fast on the back of
favourable economic conditions and a t'ghtened (3% Unit labour costs are calculated as nominal wages divided
labour force. Monthly wages grew by 7.% on by real productivity The change in ULC shows the wage
average in @17, representing the fastest growth inflation minus productivity _gromh and is used as a first
rate of the last 3 years. Since 2012 wage grovvth hand measure for the sustainability of wage growth.
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3.4. Competitiveness reforms and investment

the risk of making L atovaih as7 ExpoemdkpDalestin®x20t0-000 e x pensi ve
to compete in foreign markets.

140
Graph 3.4.6: Productivity and unit labour costs, annual rate 135
of change %
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. . have been the top performers in export market share
LV productivity <<= ** EU productivity growth among EU countries over the considered period.

LV unit labour cost EU unit labour cost

Source: European Commission

Source: European Comm ission

Other indicators linked to  external
Wage growth spurred by labour market competitiveness show a more positive picture.
tightening is the primary driver of unit labour  The rapid wage growth has been slow to be passed
cost growth. The breakdown of ULC growth on tg prices of goods and servicesinlike wage
shows that the average productivity growth ovegrowth, inflation in Latvia has been only slightly
the past 3 years has been among the fastest in {igher than in its main trading partners. HICP
EU. However, Latvia’'s ¥&énthaséd" Mt dHecthé eRchafge NGte 7
% in the past 5 years has been much higher than('quER)(32) has appreciated only modestly over
the rest of the EU, thereforeridng the relative e past years (see European Commission 2018).
ULC appreciation. The reason for the recent fagt y yci al | Yy, Latvia's export |
wage growth is the falling labour supply and argontinued to grow, albeit slower than in other EU
investmented increase in labour demand. Acatchingup economiegsee Grapi8.4.7 (3. ULC
shrinking labour supply is set to be a permanenfrowth also has had no visible impact on the
factor in the Latvian economy due to thegxternal balance aghe current account has
demogaphic situation. Conversely, rapid wageremained roughly balanced since 2010 and is
growth may alleviate the pressure of falling laboufgrecast to remain balanced according to
supply if the country manages to stem outwar¢dt o mmi ssi on’ s Aut umn forecast

migration. Further relief to the shortage of workersisks of domestic demardd overheating like the
could come from other policies aimed at ensuring

economic growthin regions outside of the Riga (*3 The real effective exchange rate (REER) compares the cost
metropolitan area, lowering the tax wedge for{ow  developments in the home country with the cost

e . o developments in its main trading partners. If the costs in
wage workers, facilitating better internal mobility, - (e country grow faster than in its main export

improving the labour market relevance of training  markets, then REER is said to be appreciating and
of the lowskilled and improving health outcomes. therefore possibly making the home
competitive in its export markets. Irhi$ report two
different measures of REER are referred-tthe ULG
based REER and the Hldidased REER. The first
compares wage growth and the second compares inflation.
The second is a more widely used benchmark for
measuring price competitiveness.
(®) Ireland, Romania and Lithuania have grown their export
market share the most among EU countries since 2010
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one experienced during 2004 2008 are low

Graph 3.4.8: Research and development expenditure, % of

because @dit growth has been sluggish and both GbpP

households and neimancial corporations
continue to deleverage (see section 3.2).

Research and innovation

Investment in research and development in
Latvia is low and dependent on European
Structural and Investment Funds (ESIFs)(*).

In 2017, R&D intensity recovered somewhat from 1 o
s d kboop GDPr(seea c hij n

|l ast year
graph3.4.9. The increase was mainly fuelled by

25

20|

51

«2
Cc

renewed ESIF funding which raised the public %5 \/\/\/

funding level to 0.326 of GDP. Business

expenditure on R&D also increased, but the level

of 0.14% of GDP is among the lowegt the EU.

A substantial increase in investment in R&D iS === Ey15 average EU13 average

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Latvia

necessary to eﬁeCtively develop a natiOnadl) Non -weighted averages for EU15 and EU13
research and innovation (R&I) system with a focug) EU158 EU Member States that joined before 2004

on increased and sustainable funding from nation
sources. Moreover, Latvia will likely not meet its
naional R&D intensity target of 1.% of GDP.
Latvia' s total expendi

the same level as it was a decade ago, making tl?
the only national target where Latvia has achieveﬁi]

no progress, largely due to the low political
importance gien to R&D funding.

() In 2017 Latvian national funding represented 44% of the!

é 1306 EU Member States that joined after 2004
urce: European Commission

Public research is_ofvarying and inconsistent
[:’ul’é\liﬁye dfe" toSR %r%erfhn%iingn A4 ?h% ab
3gmentation of research performers and of

e governance of the R&I system.In 2015, the
share of publications in top journalgas 5.9%,
compared with the EU average bf.1%. This is
largely due the fragmentation of research
institutions and because Latvia lags behind the EU

total financing for research and development, totaling@VErage in terms of numbers of researchers, PhD

EUR 601 million. In comparison, mount of foreign

students and STEM graduates. This weakness is

investments (structural funds as well as other foreig'hggravated by inadequate administrative capacity

funding) was 30% of the total financing for researcd an
development, totalling EUR 41 million.
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and the scattering of policymaking and
implementation among a multitude of ministries
and agencies. In 2018, Latvia received
recommendations from the European
Commi ssi on’
Facility, which advised it to put the research
funding managment under one roof and to
increase the share of competitivelpn research
funding for the research institutions. The
government has taken the first steps to address the
latter issue, but the recommendation to tackle the
fragmented governance remaindb®addressed.

A broad variety of instruments to promote
innovation exists but these are underutilised.

The majority of the successful reseaitustry
cooperation focuses aro
Centres’ scheme, whi ch
together withresearch institutions. The portfolio of

out
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3.4. Competitiveness reforms and investment

innovation support measures includes vouchersxacerbated in the future due to demographic
technology transfer and development programmedevelopments.
However, the share of firms engaged in innovative
activities is fairly small ¥), which may explain the Integration of digital services is gradually
lack of demand fo some of the instruments onimproving but there is a shortage of skilled IT
offer. The supply of researchers from the publiprofessionals. Businesses increasingly use cloud
sector(®*® and the mobility of researchers to thecomputing and electronic information sharing, but
private sector is rather low and not increagifly  overall the use of these compared to the EU
which hinders the development of innovationaverages is limited, while Latvian enterprises
activities. The government isrgmoting closer continue to underexploit the potential of online
research cooperation among the largest -statselling and purchasing of goodsnd services,
owned enterprises and is asking them to set thaemaining considerably below the EU average for
mediumterm innovation strategies. The poorS ME s-commerce and related levels of turnover.
innovation performance likely requires anFurther improvements in the digitalisation of
adjustment in Latvi a’ s businessestare salgpdinitedeby thesshottageof high
to foaus on the areas of its economy with the mostkilled professionals and a persistently low
potential. proportion of ICT specialist€®). Among
enterprises that recruited or tried to recruit ICT
specialists, 506 reported hardio-fill vacancies.
Latvian enterprises are also underinvesting in
Digital transformation is progressing well, but improving digital skills: only 1® of enterprises
Latvia is lagging behind in integration of digital provide trainingto their personnel to develop and
technology by businessesLatvia continues to upgrade their ICT skillswhich is significantly
display a mixed performance in digitalbelow the EU average of 24 (European
transformation. Its  strongest assets ar€ommission, 2018j).
connectivity, entrepreneurial culture and ICT start
ups, where it performs above the EU average. IT -
related services (public IT services in particularfnergy efficiency
improved considerably in 2018. Latvia hasMore efforts are needed to improve overall
implemented variousglicy measures over the lastenergy efficiency in Latvia, in particular in the
few years to improve in areas of moderateesidential and transport sectors. Even though
performance (e.g. the innovation voucher) and thatvia is on track to achieve its indicative Europe
consolidate areas of strong performance (e.g. ti#920 energy efficiency target, it is significantly
Law on Aid for Starup Companies) *f). behind the schedule on its energy saving
However, challenges remain in the integratimfn obligation(®). In 2016, it had made only 6% of the
digital technologies, in access to finance and in thistal savingst had committed to achieve ovére
supply and demand of digital skills. The low and2014 to 2020 period. Moreover, in 2017 Latvia's
decreasing number of graduates in STEM subjece&nergy consumption increased driven primarily by
contributes to the acute shortage of highlyesidential and transport sectors. This implies
gualified human resources in the Latvian R&lLatvia has fallen further behind its energy saving
system, bothin the research institutions and in theschedule. While the cagmehensive renovation
productive sector. This problem may beprogramme financed under the structural funds
will contribute to improve Latvia's performance,
*) V'\im? added in higheggi (Ff'g)Dgr_‘d Zg‘legiumigmec“ more efforts are needed in order to achieve its
9 '(rhe n)u(r:m(ﬁjkr)gprac:]fl(isvzzz?ch.erso(FTE) I(re]mpon.(-:‘ctPﬂg/puinc overall energy SaVIng'S_target by 2020. ESIF
sectorhas beersteadily decreasing over the decade and ifunded programmes will likely not be enoughdim

2016 was equal to.2 per thousand active population, that, incentives to draw larger private investments
ranking 22nd, EU average 3.9.

(*) Researchers (FEE employed inbusinesses per thousand
active population in 2016 value.6) ranking 24th, EU
average— 3.9.

(*® European Commission, Digital Transformation Scoreboar(aw)
2018.

Digitalisation

(®) The share of employed ICT specialists is one of the lowest
in the EU— 2.2% of total employmet, compared with
EU average of 3.%.

Under Energy Efficiency directive Latvia is obliged to save
on average 1.5% of its final energy consumption annualy
from 2014 until 2020.
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3.4. Competitiveness reforms and investment

in energy efficiency would be needed includingconventional rail core network The main TENT

through energy performance contractifd) and corridor railway infrastructure is not yet in place

energy efficiency obligation scheme. Latvia( t he * Rai | Baltica’ rail way c¢
achieved 39.0% (according to provisional EurostaBaltic states to the standagduge European

data) share of renewable energy in 2016 and igtwork). The Commission Implementing

likely to meet its 2020 target of 40%, albeit at @ecision on the Rail Baltica expects completion of

high cost (see European Commission, 2018hdhis missing link by 2026 and sets out a timeline

However, the sire of renewable energy in for the intermediate steps. According to the current

transport was only 4 % in 2016 and it is unlikelyassumptions (Ernst& Young, 2017), further

that the adopted biofuel additive requirements (intowvestments of about EURG67 billion will be

force since early 2018) will close the gap in viewneeded to complete the project in Latvia. The

of achieving 10 % of renewables share in transpoptrecise investment need will be known upon

by 2020. Electremobility will contribute to this completion of the technical design phase. So far,

target but on a smaller scale. only 14% of railway lines are electrified thbugh

the percentage should increase significantly with

the completion of the Eunded major project for

railway electrification). Between 2005 and 2015,

The quality of transport infrastructure has final energy consumption in transport in Latvia

improved significantly in recent years, but the increased on average annually by %apwhich is

quality of the road infrastructure remains well  slower than the 1.86 average annual increase of

below the EU average Latvia had a medium GDP. This is highly correlated with trends in

ranking in the 2016 EU transport scoreboardpassenger activity rather than with freight
Transport remains the principal source of energtransport.

consumption and pollution. Road TENcorridor
infrastructure, although in place, still needs a . .
substantial upgrade to adapt to the growing traffig usiness environment
intensity and to in@ase safety standards. LatviaThe business environment in Latvia is

has made big improvements in its road safetfavourable, but the shadow economy remains a
performance, but its fatality rate remainschallenge.Latvia is ranked 19th out of 190 in the
considerably above the EU average (70 deaths p2018 World Bank Doing Business Review,

million inhabitants in 2017, against the EU averagenchanged in comparison with the previous year.

of 49). After an impressive decreasé 14% in Most Latvian sulindicators are high in the

fatalities compared to the previous vyearranking except for getting electricity, recovery
preliminary figures for 2018 show an increase ofates in insolvency cases andealing with

5%. Connections between TEN corridors and construction permits. The Latvian authorities are

national or local transport networks (includingworking on further improving the business

across borders) are rated very poorly: Latvia rankanvironment, especially for SMEs and staps,

27th outof 28 in the EU transport scoreboard forbased on annual action plans. Recent policy

the quality of roads). The levels of traficmeasures include the introduc
congestion and related pollution, particularly inf i r gnciple apdr the issuing of guidelines to

Riga, remain an issue due to the limitedmprove cooperation between public authorities

Transport

coordination of investments with traffic and entrepreneurs. Moreover, several
management and other policy measumsurban e-government services have been further enhanced,
transport. such as the electronic tax declaration system and

the entrepreneurship section dhe Latvija.lv
Latvia is lagging behindin the completion of e-government portal, which provides information
Rail Baltica and therefore of the TEN-T on how to start and develop a business. An SME
test aqngp tesart are applied
! Latvia already partly removed regulatory barriers to attracteqgulations  (European Commission, 2018e).

private investments in the residential sector trough energ .
performance contracting. Discussions between th owever, the shadow economy remans a

government, municipaliies and other stakeholders havstructural constint and is among the largest
started to overcome regulatory, financial and legal barriergeficiencies of the business environment
for energy performance contracting in patgiector mentioned by business organisations and

44



3.4. Competitiveness reforms and investment

entrepreneur surveys. A number of measures am@roduction of payasyou-go schemes, separate
being implemented to enhance tax complianceollection, sorting facilities, recycling
These include introducing benefits through amnfrastructure for dry and wet recyclables, projects
‘“enka@ncooperati on pr ogimpgrovinge wasta mata repogingods externded
monitoring capacities. However, progress on taproducer responsibility, and capacity building
compliance in Latvia has so far been modest (sqeojects for municipalities to implement the
Section 3.1.3). necessary waste management reforms around the
country.
Latvia  performs well in terms  of
entrepreneurial culture and ICT start-ups. The L at v i a &isnovatienc operformance is
Global EntrepreneurshipMonitor shows that negati vel y i mpacted by
Latvi a’
culture is backed by a widespread perception aheans little innovation on sustainable development
entrepreneurship as a desirable career choiqd®) is taking place. The fragmented support
Latvia also performs particularly well on ICT start landscape presents another barrier. The overall
ups, having one of the highest ICT enté&prbirth position of Latvia in the Ecténnovation Index
rates in the EU. This also reflects the success @017 has declined and Latvia how rark2nd in
recent policies that are conducive to the creation dfie EU (European Commission, 2017b).
a businesdriendly environment and support for Prioritisation of research and more investment in
startups(European Commission, 2018;j). the bioceconomy, smart materials, sustainable
energy solutions are beginning to deliver the first
results, but they need to be continued in order to
help Latva shift its economy to environmentally
Despite significant investmets in waste sustainable foundations.
infrastructure, the landfilling rate remains
high. In 2016, the waste recycling rate was%4 Waste water treatment is unsatisfactory in a
and the municipal waste recycling rate (includingiumber of agglomerations and requires further
composting) was 2%. Latvia risks missing the investment. The estimated investment needed to
2020 municipal waste recycling target and thensure adequate collection and treatment in the
2020 Bkndfill diversion target for biodegradableremaning agglomerations is EU&4 million
waste because recycling and waste issues are fBuropean Commission, 2017b). Latvian rural
addressed systematically (European Commissioareas have lower access to safe water and to the
2018b). Effective separate collection ofcentralised water supply system than urban areas.
recyclables, including bigvaste, is not being Waste water treatment will also help with much
carried out effectively vyet,while economic needed nutrient abatementtire Baltic Sea, which
incentives for households to separate waste atffers from eutrophication, which in turn is
source are lacking. Moreover, extended produceffecting provision of ecosystem services. On
responsibility schemes do not fully cover the costslimate change risks, Latvia is subject mainly to
of separate collection and subsequent treatment ofastal erosion, river floods and drought.
waste. As a result, the transition to acualar Investment in sustainable water management, in
economy remains challenging for Latvia. Theparticular naturébased approaches, would mitigate
share of secondary use of raw materials wa®.9 the negative effects of flooding and droughts.
in 2016, compared with the EU average of 1%.7

Environment and climate

Despite past improvements Latvia's greenhouse
Investments need to be scaled up to comply with gas intensity remains significantly above that of
the ambitious recycling targets for the post the EU average. Latvia is expected to over
2020 period (*). Investments should focus on achieve its 2020 efft sharing decision greenhouse
projects higher up in the waste hierarchy, such as

(*® Ecoinnovation iséany innovation that
(3 Directive (EU) 2018/851 Directive (EU) 2018/852 towards the goal of sustainable deyment by reducing
Directive (EU) 2018/850and Directive (EU) 2018/849 |mpacts on the environment, Increasing resilience to

amend the previous waste legislation and will set more environmental pressures or using natural resources more
ambitious recycling targets for the period up to 2035. efficiently.and responsiblybd

45

S strong p er f o investmenteThe lom finaacialt capaqityr of SMEs r i a |

bus|

makes


https://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:32018L0851&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/?qid=1529413058624&uri=CELEX:32018L0852
https://eur-lex.europa.eu/legal-content/EN/TXT/?qid=1529413058624&uri=CELEX:32018L0850
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gas emissions target. Its own projections expe€@nly 2% of manufacturing companies are active
emissions to increase by 8% relative to 200 high technology sectors.
levels, compared to a target that allows for an
emission increase of 17%. However, the situatioBME internationalisation is actively promoted.
is less positive when it comes #@xhieving the The Latvian Investment and Development Agency
more ambitious 2030 target which requires LatvigLIDA) offers information and has representative
to reduce itemissionsy 6% by 2030 (relative to offices in major EU and nekU export markets.
2005 levels). They are projected to rise by 13%Vilor eov er , t he ‘“International
instead. Moreover, despite past improvement€o mpet i ti venessgppoprnagr SMibe’ s
Latvia's greenhouse gas intensity also remairisternationalisation by covering costs related to
significantly above that of the EU averageparticipation in international trade fairs and
Achieving the 2030 targets will thus requireorganisation of trade missions. Companies also
significant additional measures and accompanyingave access to shddrm and longerm export
investments, in particular in the transportcredit guarantees. Latvia has an efficient customs
agricultural and manufacturing sectors, whersystem. The country continues to score among the
emissions are projected itcrease the most. best EU performers on both information
availability and advanced rulings on customs,
which facilitate the declaration, release and
3.4.2. SINGLE MARKET INTEGRION clearance of the intended import or export of goods
(European Commission, 28c). The performance
on border agency cooperation has not changed
since 2015 and still seems to indicate some room
Latvia is a very open economy and well for further improvement.
integrated in regional and EU markets. Trade
openness in Latvia is about 12® of GDP, far The use of ecommerce and ebusiness is
above the 836 of GDP for the EUsa whole. The increasing.The percentage of SMEs that make use
share of the Latvian intrBU export of goods is of electronic sales chanlsehas increased by 2.5
about two thirds, slightly higher than in Lithuaniap er cent age points to 10. 6 %,

Internal market for goods and services

but still below Estonia, where about three quartes he EU average (17 %) . The pi
of goods go to other EU Member States. Thé&urnover from ecommerce has also increased
services sector accounts for about?84fla vi as asme wh at (up 0.5 pp. to 8. 6

total value added and 68 of total employment, proportion of SMEs that export to other EU
and has been steadily increasing since 2010. Thember States increased from 38 to 4.7%
ICT sector has shown impressive growth over thbetween 2015 and 2017, this figure is still quite
last few years, surpassing%d of GDP. Overall, low when compared to the EU average of ®.4
regulatory restrictions in the services sector ardligh delivery costs seem to be a major barrier
lowerthan the EU average. encountered by firms wanting to sell online to
customers in other EU courgs.
Export volumes have grown rapidly since 2010
and stand out as the main driver of economic Latvians are the most active users of
growth. According to provisional data from the collaborative economy platforms within the EU.
Central Statistical Bureau of Latvia, over the firstAccording to a recent Eurobarometer survey%0
eight months of 2018, the foreign trade twrer of of Latvian citizens have used services offered via
Latvia at current prices reached EWR.05 billion, collaborative platforms, which is considerably
which is 9.8% more than in the correspondingabove the EU averagef 23%. This mainly
period of 2017. Machinery and mechanicakoncerns collaborative platforms for transport
appliances, electrical equipment and wood articleservices, which are highly developed and
are the most significant export productsfrequently used in the Baltic countries.
constituting 186 and 1P%6 respectively. Most
Latvian producers (6%) are concentrated in lew .
technology industries, such as basic wood an%nergy union
metal processing, with little innovation prospectsLatvia is progressing well towards completing
the key electricity infrastructure projects that
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form part of the implementation of the Balticdeployment of the Latvian renewable energy

energy market interconnection plan (BEMIP). Thepotential. In the spring of 2018 the Ministry of

third interconnection between Latvia and Estoni&conomy initiated a reform of the existing support

is planned to be finalised by 2020 and thecheme for the electricity produced from

‘Kurzeme ring’ i n t he reaawablesiwith aoview t@rédlice the cbsts tolfinalo n

schedule. The projectdevelopment for the consumers (a threshold of 0@ of GDP). The

construction of an i nt Ministrg of E@RoOyY koposed et efrsolutione * Ri g a

TEC2—Ri ga HES’' started forn abblisigng s the 2ntarid&torya mpubcuiersent

planned to be finalised by 2020, together with theomponent as of January 2022. The Ministry has

third Latvia and Estonia interconnection. also proposed necessary amendments to the
Electricity Market Law to ensure greater control

Synchronisation of ridh emeghanisms ottlse existing sthemd. e s 6 g

with continental Europe remains the key

priority for the years to come. Th e pr oliatia has a high poential to further develop

main goal is to increase the security of supply ofenewable energy sources in a cosffective

the whole Baltic region. The political roadmapway. Support mechanisms to encourage more use

signed on 28une 2018 by the Europeanof renewable energy sources (including in district

Commission and three Baltistates and Poland heating) and further investments to develop

paved the way for implementation of the project byadditional renewable energy production, irdihg

2025. This will include building the necessaryin smart grids and energy storage infrastructures

infrastructure to reinforce the internal grid of thewould be needed. This would be an opportunity to

three Baltic states, building a higloltage direct b o o st Latvia’'s economy, stre

current line between Lithuania arfloland and supply and expand exports within the EU and

carrying out optimisation measures. Significantowards norEU countries, hanth-hand with the

investment will thus be required for the comingneeded synabnisation of its electricity grids with

years to construct the necessary infrastructure ftine European electricity system.

synchronisation.
Investment needs in the energy sector will be

Work on developing the regional gas market is formulated in the energy plan due December

ongoing, with the aim to make it gerational in  2019.0n 28 December 2018 atvia submitted to

2020. Estonian, Latvian and Finnish gasthe Commission its draft integrated nationada

transmission  system operators signed anergy plan on how to achieve the 2030 energy

memorandum of understanding on Qg2tober and climate objectives. Latvia plans to submit the

2018 to pave the way towards integrating thdinal plan by December 2019, according to the

natural gas markets of Latvia, Estonia and Finlandeadline stipulated in the Governance Regulation.

in 2020. The regulatoryrdmework is expected to In its final plan to be adopted by Blecember

be adapted in the course of 2019 and 2020. 2019 in line with the Regulation on the
Governance of the Energy Union and Climate

The opening of the domestic gas market in 2017 Action (*¥), Latvia should provide an overview of

had a positive impact on the gas prices for its investment needs until 2030 for the different

consumers and increased competitiveness; dimensions of the Energy Union, including

however, full unbundling is yet to be resolved. renewable energy, energy efficiency, secunfy

Despite he positive impact of the opening of thesupply, and climate mitigation and adaptation. This

gas market in April 2017, Latvia still needs toinformation will further contribute to the

finalise the unbundling of its transmission systemm dent i fi cati on and assessment

operator Conexus. The national regulator certifiednd climaterelated investment needs.

the transmission system operator in September

2018 on conditionhat full unbundling of Conexus

ownership will be resolved by January 2020 té*) Regulation (EU) 2018/1999.

ensure that it complies with the Gas Directive.

Reform of the renewable energy support
scheme is expected to enable further
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Digital single market Graph 4.4.1: Europe's Digital progress report (EDPR), 2018

DESI 2018 - relative performance by dimension

Latvia has been among the EU frontrunners on
fibre and 4G deployment It hasthe highest fibre
to the premises (FTTP) coverage in the EU in rurz
areas (69 %), and bein
average by the next generation access (NG/
coverage in the whole country (91%).

Country with
highest score

However notable urban/ruradivide persists, in

Country with
lowest score

terms of fixed broadband coverage, with 18 % o DESI 1 Btiomen:  Slion ol & tion: (8t
. . G tivit Capital Internet o gital ublic

the rural households lacking fixed broadbant ORI TR owrdions: Techngbay: Seniioms

infrastructure(European Commission, 2018jjhe Latvia U

absence of progress in fixed broadband coverage is

partially compensated by a rapid increase isource: European Commission

mobile broadband, thanks to data bundles being

widely available at affordable prices and high 4G

coverage. In addition, in order to keep up with thg 4.3, REGIONAL DEVELOPMENT

fast pace of connectivity developments, market

players need appropriate spectrum blocks to W®ignificant economic  differences  persist

available © them for early 5G trials and betweenthe capital and the other regions of the

deployment. country. While the country as a whole is
converging with the EU, the gap in economic

Bridging the digital divide remains a challenge, performance between the capital region and the

despite the progress ensured by Ellunded rest of the country has not narrowed since EU

projects. Some progress in coverage has beesccession. Between 2010 and 2016, Riga

made througimi t @e pt mj dddgiengfew 188 moteehdn the EU average, while

from EU structural funds toeploy optical cables t he ot her regions’ growth r el

and optical network access points in places th#wer (always below 106, with only 2% growth

currently have no broadband access and no plaimsZemgale). The city of Riga plays a key role in

for commercial deployment. At every access pointhe economy of Latvia, contributing around %4

operators have the opportunity to create a locab the total GDP. It has almost threefold higher

loop (the ‘1 ast wnetwbrieto) GDI tpér Icapitai(10% of tthe EU awverage) than

of fer retail ser vi ces thdregioneol lchtgale 3®)arsl Zemdale %)} mi | e

investments by companies are, however, lacking iwhich are lagging behind in this area (Map

some parts of the country. Further efforts arg.4.4.1).

necessary to close the last mile gap.

The use of digital services is widespread but

digital skills remain a challenge.More and more

Latvians are using internet services such as

internet banking and -government. However,

citizens’ digital skills wi || need t o i mprove i f
Latvia is to benefit from an inclusive labour

market and improve the productivity businesses

and integration of digital technologies (see

Sections 3.3.4 and 3.4.1).
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Map 3.4.4.1: GDP per head in Latvia n regions, index EU=100 Map 3.4.4.2: Population change in Latvian regions, 2010-
X 2016, %
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Socioeconomic disparities are linked to a rapid - )
depopulation and ageing of the Latvian regions. Lack of a qualified workforce and of good job
Riga metropolitan area (Riga and PierigafPPortunities heavn_y affect the competitieness
constitutes 51 % of the population of Latvia and i€f Peripheral regions. Lack of good job

the only region that has experienced positive n&pportunities has detrimental social effects such as
migration. In all other regions, depopulation ig'€latively higher levels of poverty risks in the
caused by negative natural change and negatip€'ipheral regiong*) compared to Riga, and is
balance of bothinter-regional and international ©n€ ©f the leading causes of emigration.
migration. Depopulation and exacerbated ageing &iroductivity (see 3.1) differs notably among
the society is heavily affecting peripheral regiond-atvian regions, with the Riga region at %4 of
(Map 3.4.4.2) which have lost more than 10 % of® EU average, with much lower levels in other
the population since 2010, while Riga region losf€910ns (38% in Latgale). Enterprises in Latvia are
only 2.1 %. This is delto demographic trends andcharacterised by their lack of innovation prospects
to external and internal migration. Depopulation i§5€€ 3.4.1), small siZ&BRD, 2017), low added
putting strains on the public sector capacity td(alu_e/comp_lexny_, high resource intensity and lack
deliver on the efficiency, accessibility and quality®f integration in global value chains. Most
of the public services, with particularly significantProducers (636) are in fact concentrated in low
pressures on educati and health systems (seetechnology industries, such as basic wood and
chapter 3.3). Regional and social disparities af@€tal processing, with little innovation qgects.
partly exacerbated along language differences (égnly 2% of manufacturing companies are active
% of Latvian population belongs to the Russiar high technology sectors. These sh(_)rtcomlngs are
speaking minority) with the poorest of the Latvian®Vén more pronounced in regions, where
regions, Latgale, having a ladRussian speaking companies face also other hurdles such as lack of
minority (37 %) and only 47 % of Latvian finance and access to services. Particularly in the
speakers. In addition to the divide among region;2tgale egion, most of the unemployment (%5
socioeconomic differences persist also due t6°Mpared to 46 in Riga) is structural (4% of
urban-rural divide, with 43.5 % of the 1.97 million Unemployed are lorgterm unemployed)). As a

Latvians living in cities (with 0.74 million in result, Latvian regions experience a general skills
Riga), 19.4 % in towns and suburbs, 37.1 % inismatch between the active workforce and the

rural areas). demand from the productivgectors due to the lack
of adequately qualified workforce (see section
3.3.1) despite higher unemployment rates. These

(*® The a-risk-of-poverty rate in Latgale was 28, while in
Rigait was 13%.
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factors limit the attractiveness for the externalocal public administration efficiency remains
investments which are necessary to trigger regionah issue, with municipalities struggling to be
economic development. costefficient and to provide good quality public
services The sustainability of municipal finances
The quality of public services differs notably and the ability to provide servicés generally an
among different Latvian regions, influencing issue for municipalities, particularly in the most
their territorial attractiveness. Access to deprived areas, with direct impacts on public
specialised health services is often an issue Bervices to citizens. The territorial so@oonomic
peripheral regions, exacerbated by the shortagesdifide is aggravated considering that the main
health workers in areas outsiBéga, resulting also source of internal revenues for municiiak stem
in restricted access to quality healthcare (sefeom personal income and property taxes, with
Section 3.3.3). General education quality levels anevenues typically smaller for municipalities of
uneven throughout the country (see Section 3.3.4)oorer regions. The implementation of territorial
In rural areas equal accessibility to water andevelopment strategies is hampered by the low
sanitation services by end users demetimes capacity and fragmentation of local bodies to
challenging, with lower access to safe water and dministe integrated territorial investments, and
centralised water supply systems in comparison tie generally low motivation to attract investments
urban areas. Furthermore, 28 o f L at v iared’'create johsr a |
population does not receive sanitation coverage of
adequate quality (EBRD, 2016). These ddtavs
that outside the Riga metropolitan area, large parts4.4. QUALITY OF GOVERNANGE
of Latvia do not present sufficient territorial
attractiveness, making it very difficult to tackle _
emigration, especially of young people. Quality of governance
Latvia has made efforts to improve the quality
Significant regional differences over mobility of governance Latvia ranks high on access to
and digital infrastructure = endowments government information because of letggm
underline distinct investment needs. efforts to institutionalise it and digitalisation
Connectivity gaps with peripheral and bordeefforts are also positive. However, transparency
regions are still extremely pronounced: the shardoes not eliminate all corruption at once. Latvia
of population in a neighbourhood of 180 km radiudias strong strategic planningapacity and a
accessible within 1h30 by road is only & moderately effective inteministerial coordination
(compared to the EU average of 46). Mobility setup. However, regulatory impact assessments
difficulties limit both the possibility for the are not fully deployed for evidendmsed analysis,
workforce to commute but also the attractivenesshile public complaints have been made about the
for new productive investments. The lower seciounpredictability of laws and regulations.
economic development in the regions is marke@onsistent human resources management across
also by the presence 6fi nner per i pdiflerent levels of govemmenteis low and the civil
are marginalised territories facing challenges ofervice remuneration system still largely depends
access to regional centres and to basic servicesaf the financial capacity of the ministries and
general interest throughout much of the countryagencies.
These inner peripheries are especially found in the
north-eastern part of theountry bordering Estonia bubli ;
and Russia, due to poor accessibility, and in a Iargeu Ic sector reform
part of the Kurzeme region, due to poorThe public administration reform plan adopted
accessibility to regional centres and/or servicetn November 2017 is being slowly rolled out.
(ESPON, 2018). Moreover, digital public servicesThe stated aim remains to make the central
in rural areas are hampered by &la€ broadband government leaner, more effective, responsible and
coverage. flexible by centralising support functions (such as
accounting), reducing staff levels on averdge
2% per year, fostering innovation and training,
and making the remuneration system more
competitive with the private sector. In 2018, some
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3500 staff were trained, including 180 hitgvel in the EU and is ranked 6th in the EU on digital
managers, while staff cuts were mostly limited tublic services for busesses (European
eliminating vacancies. An example of good Commission, 2018k). Further efforts are planned
practice in the centralisation of functions is thao: (i) increase the effectiveness of public
State Treasury providing accountancy services fadministration through the efficient use of cloud
eight other institutions, including Ministry of computing services; and (i) create a more
Finance from 2019. The reform would benefitfavourable business environment for entrepreneurs
from clear annual targets and Wable and SMEs by lowering administrative burden
performance indicators. through eservices and reducing security
vulnerability and preventing cybattacks.
The public sector reforms currently exclude
municipalities, which enjoy a high degree of
autonomy. The declining population and
urbanisation leave legacy infrastructure and publiEfficiency and transparency in public
services undeused in some rural areas. Bee procurement have improved, but not
trends make the case for the downsizing ddignificantly. The use of negotiatedrqgredures
municipal  administrations, more efficient without prior publication of a contract notidgas
budgeting, and exploring innovative solutions teslightly increasedfrom 10 % in 2017 to 12% in
ensure accessibility and quality of services foR018 (EU averages %). The share of tenders with
residents. Local authorities account for somé&®0 the participation of only one biddehas also
of all public secto employees. There is only increasedrom 27 % in 2017 to 36 % in 2018 (EU
limited benchmarking to assess the performance afrerage: 2%). In addition, some negative
administrations at municipal levef® The state perceptions of the fairness of the procurement
audit reviews have demonstrated markegrocedures and of possible corruptive practices
differences in service delivery and costs. Out ofould lead to decreased competition because of the
119 municipalities, at the beginning 8018, 39 dissuasive effects on potential biddeBICIL,
are under the threshold ofd®0 inhabitants and a 2018). A lackof transparency, in particular on low
further 18 do not meet other legal criteria. Lack ofalue procurements at municipal level, still
critical mass may pose challenges in ensuringersists, although it is hoped to be solved in 2019
sufficient labour supply to attract new investmentvith the publication of all procurementlated
and promote entrepreneurship. Local governseninformation on a single website. The Procurement
have been encouraged to cooperate voluntarily Bupervision Bureau (IlUB) carries  out
policy areas with a crosggional dimension, investigations based on complaints received from
while more farreaching regional reforms whistleblowers, bidders and the media. In 2017, 45
(including administrative, territorial and servicesuch checks were carried out, while in 2018 there
reforms) would be welcome. were 20 checks of procurements involving EU
funds. Greater use of
knowledge and use ofe-procurement could
improve transparency and efficiency  of
Latvia has subgantially improved its digital procedures.
public services. Progress has been driven by: (i)
increased -government use; (ii) the availability of
prefilled forms; and (iii) the availability of open
data due to the launch of the national data portadlleasures to improve the quality and
which makes it pssible to access publicindependence of the justice system are being
administration datasets and metadata directly argfadually implemented. The amended Law on
to link to other data sets. Latvia has improved in itthe Judicial Power, among othersesgthened the
ranking of digital public services, from 14th to 9thpowers of the Council for the Judiciary in
appointing court presidents, transferring judges to
*9 Smgn B;;inejls Union _an?gany pﬁblighes ﬁm indemodt  yacant positions, and approving judicial training.
pusnessriendy muncialies, shouno e ImPOTAIE The procedure for selecting candidate judges s
in attracting investment. now determined by the Council and new legal
sakguards ensuring the membership of elected

Public procurement

Digital public services

Justice system and insolvency
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judges in the Commission for the Selection ofndicators. In the 2018 Global Competitiveness
Candidates for Offices of Judges are envisage®Re por t Latvia’'s scor e

However, with only a few employees, thecor rupti on has i mproved.

administrative capacity of the Council remainsas regards corruption control is better than the
very low, since the Court Admistration with previous year in the 2017 World Bank Governance
almost hundred employees remains under thadicators. However, the 2017 Eurobarometer
authority of the Ministry of Justice. As regards thesurvey showed that corruption is both more
quality of the justice system, room forwidespread and more tolerated than in EU
improvement remains, particularly on making legatountries on averag®). The share of businesses
aid more accessible (2019 EU Justice Scoreboapwinting to corruption being an obstacle to their
(forthcaming)) but remedial measures arebusiness has, however, decezhs
envisaged in civil cases. Judicial map refomas
implementedreducing the need to transfer cases tdhe Corruption Prevention and Combating
less burdened courts, btite merging of courts Bureau appears to have increased its
could be accompanied by an appropriate reeffectiveness, but there are delays in the
distribution of vacant and o#h judicial posts, and implementation of the national anticorruption
court presidents using casgnagement tools in strategy and in adopting relevant legislationin
order to resolve the issue of certain overburdeneadctober 2018 the Bureau for the ¥ation and
courts. Combat of Corruption (KNAB) underwent a
reorganisation to strengthen its analytical and
The analyses of the effectiveness of theinvestigatory capacityThe salary level of KNAB
insolvency framework are being gradually staff increased, but the staffing levial still not
followed-up. Judges and other experts ondeemed adequateThe number of investigations
insolvency law published an analysis of selectedarriedout by KNAB has increased B2 % since
insolvency cases from 208814, which had been the new head took office in June 2017. By the end
suspected of abuses, and the report concluded tladitthe year KNAB is expected to have adopted a
in 44 of those cases signs of grave misconduatid-term report on the implementation of the
were present. While the statute of limitations ha20152020 national anticorruption strategy.
already exped and disciplinary action against theAccording to the authoritieshere are delays in the
judges involved was not possible anymore, thamplementation of the strategyAll public
cases were sent to the general prosecutor, whstitutions, including statewned enterprises and
concluded there were no grounds for any criminahunicipalities have the obligation to set up by the
charges. Legislative measures aimed to address #ed of 2018 a system of internal control to prevent
identified deficiencie appear to be in place. A newcorruption and the risk of cdidts of interest.
overview of insolvency jurisprudence in 2015 According to a report released in July 2018, only
2018 aims at improving consistency of case law5% of the institutions surveyed had established a
and legal certainty and representatives of investoman for anticorruption measures.
(FICIL) confirm a certain progress. Disciplinary
liability and control of insolency administrators Latvia is strengthening its legal anticorruption
by the Insolvency Control Service under thdramework by adopting a whistleblower
Ministry of Justice appears to be in plabeit to protection law. The whistleblower protection law
achieve its effectiveness, continuous action bwas adopted in October by Parliament and will
authorities is neede@n-site visits by the Control enter into force on May 2019. The Law regulates
Service have discovered irregularitias 80% of channels for reporting, establishes protection for
visits (but mostly of minor significance, such aswhistleblowers, and designates a contact point in
failing to submit a report to creditors, whilethe State Chancelleni Code of Ethicswhich has
sometimes more serious, e.g. charging dfeen under discussiofor several years was

unreasonable costs). adopted by the Cabinet of Ministers on 21
_ . . (*") 84 % consider that corruption is veisbread in Latvia (EU
Fight against corruption average 686). 59% consider that corruption is tolerated

. . . (EU average 266), whereas only 3% consider it
Corruption remains a concern, but Latvia has unacceptable (EU average 70%).

improved its score on some corruption
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November 2018.However, the draft does not Asset and interest declarationsare still not
cover politically appointed persons, an issue alschecked following a clear approach
been signalled by GRECO (2017). Discussions obeclarations are updated by officials on an annual
a law regulating lobbying have been dragging obasis on an electronic platform run by the State
for several years. Revenue Service (SRS). Approximately @m0
public officials submit such declarations, Latvia
Amendments to the Law on conflicts of interest being among the EU countries with the most
are under discussion, but some draft proposals extensive conflict of interest regulation
raise concerns.A first raft of amendments to the (EuroPAM). Except for personal data information,
Law on conflict of interest was adopted bydeclarations are open to publicginy. As regards
Parliament on 1&®ctober 2018. These regulate theverification  of these  declarations, the
coolingoff period for officials leaving the public responsibilities are split between KNAB, which is
sector, extend the categories of officials who ari charge with the conflict of interest part, and the
requested to submit asset and interest declaratiol®RS, which is in charge of verifying the assets.
extend the obligation to declare conflict of inttre While KNAB seems to have a ridkased appro&c
for Members of Parliament and clarify thein checking these declarations, there is no similar
difference between donations and gifts. Otheapproach on the part of the SRS. This results also
amendments under discussion would exemgtom the latest GRECO report (2018), which
certain categories of officials (approximatelys t a t Gospared ‘ to the KNAB, no internal
14000 officials performing supervisory andcriteria for in-depth verifications in respect of
control functions) from the oblaion to submit those public dfcials who may be susceptible to
interest declarations. This may open the door fdrigher corruption risks and no internal procedure
abuses, as heads of institution enjoy largen how to conduct such assessments have been
discretion to decide who should fill in theseelaborated (by SRS). Moreover,
declarations. Moreover, there is a proposal to keepcommendations from 2015 by the State Audit
the declarations online only for a limited petjo Office for the SRS to check asset declarations
which may prevent the comparison of wealth withagainst previous years and to develop performance
previous years. indicators to assess the effectiveness of the asset
and interest declarations system have been
postponed until December 2019.
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Box 3.4.1: Investment challenges and reforms in Latvia

Section 1. Macroeconomic perspective

In 2017 the investment rate in Latvia was 21% of GDP. This is clodetaverage investment rate since
2010, but significantly lower than the 80 of GDP average investment figure for 2€8D8. The decline
compared to the prerisis period reflects a slowing convergence process as Latvia becomes richer but
reflects lave r demand for residenti al invest ment du
equipment and noresidential construction are above the EU average, reflecting the sizeable role
financing from EU funds (Sectidh4.1). By contrast, investment imtellectual property products is
substantially below the EU average and has not increased since 2000. Weak investment in housing is t
side of weak mortgage lending (see Sec8@®). As growth in lending is expected to remain below nominal
GDP gravth for the foreseeable future, the reduction of household debt is expected to continue.

Section 2. Assessment of barriers to investment and ongoing reforms

Limited progress

Main barriers to investment and priority actions underway

1. Investment in housing is hindereg¢ b lengthy and costly construction process, poor protection ¢
Il andl ords’ interests i n-teimHimancing (of BGyearsloamorekxafor grojects
outside Riga. Housing investment outside Riga is crucial to regional developmierfacittates better
employment opportunities through higher labour mobility within the country. Regional development is &
an important ingredient in reducing emigration and thus slowing the rate of population decline.

2. The relatively large shadowe@nomy is the primary structural obstacle to higher credit growth accordin
to Latvian banking and other business associations. Banks are reluctant to lend to firms whom they st
hiding some of their transactions to avoid paying taxes, even if thaimdial situation would allow them to
obtain credit (Section3.1 and 3.2).

3. R&D investment in Latvia is among the lowest in the EU and is overly dependent on EU funds. Whi
variety of instruments are on offer to boost R&D investments, they are ihotufilised due to lack of
demand. Given that some of the largest, best funded companies in Latvia aogvetadedirecting them to
engage in R&D activities more actively is one of the few policy levers available to promote R&
investment. Latvia haskan the first steps in this respect by requiring its largest-etated enterprises to
lay down their R&D strategies (see Sectd4a.1).
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ANNEX A: OVERVIEW TABLE

Commitments Summary assessment?)

2018 country-specific recommendations (CSRS)

CSR1: Achieve the mediurterm budgetary Latvia has made limited progress in
objective in 2019, taking into account the allowan( addressing CSR

linked to the implementation of the structural refor
for which a temporary deviation is granted. Red
taxation for lowincome earners by shifting it to oth
sour@s, particularly capital and property, and
improving tax compliance.

1 Achieve the mediunterm budgetary objective i| The compliance assessment with the Stab
2019, taking into account the allowances linkeq and Growth Pact will be included in sprir
the implementation of thetructural reforms fol when final data for 2018 will be available.
which a temporary deviation is granted.

1 Reduce taxation for losincome earners b} f Limited progress. No new measures al
shifting it to otler sources, particularly capital al implemented in response to the 2018 C{
property,... The adopted measures are be

implemented, but their effect is limited.

T ..and by i mproving tax|T Some progressTax mmpliance has bee
strengthened by more detailed tax rep
being requested from businesses and ul
data available in public registers. Stric
sanctions for financial and econorr
crimes are applied.

CSR2: Improve the adequacy of minimum incon Latvia has made limited progress in
bendits, minimum oldage pensions and incon addressing CSR:
support for people with disabilities. Increase

(*® The following categories are used to assess progress in implementing treoaottispecific recommendations (CSRS):

No progress:The Member State has not credibly announced nor adopted any measures to address the CSR. This category covers a
number of typical situations, to be interpreted on a-bgsease basis taking into account courgpecific conditions. They
include the folloving:

no legal, administrative, or budgetary measures have been announced

in the national reform programme,

in any other official communication to the national Parliament/relevant parliamentary committees or the European Commission,

publicly (e.g. in a pess statement or on the government's website);

no nonlegislative acts have been presented by the governing or legislative body;

the Member State has taken initial steps in addressing the CSR, such as commissioning a study or setting up a study group t
analyse possible measures to be taken (unless the CSR explicitly asks for orientations or exploratory actions). Hawever, it h
not proposed any clearspecified measure(s) to address the CSR.

Limited progress: The Member State has:

announced certain rasures but these address the CSR only to a limited extent; and/or

presented legislative acts in the governing or legislative body but these have not been adopted yet and substantiah-further,
legislative work is needed before the CSR is implemented;

presented notegislative acts, but has not followed these up with the implementation needed to address the CSR.

Some progressThe Member State has adopted measures

that partly address the CSR; and/or

that address the CSR, but a fair amount of work Isrsteded to address the CSR fully as only a few of the measures have been
implemented. For instance, a measure or measures have been adopted by the national Parliament or by ministerial decision, but
no implementing decisions are in place.

Substantial progress: The Member State has adopted measures that go a long way towards addressing the CSR and most of them
have been implemented.

Full implementation: The Member State has implemented all measures needed to address the CSR appropriately.
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A. Overview table

labour market relevance of vocational education
training, and foster upskilling of lowkilled workers
and jobseekers. Increase the accessibility, quality
costeffectiveness of the healthcare system.

1 Improve the adequacy of minimum incor
benefits, minimum oléhge pensions and incon
support for people with disabilities.

1 No progress.The most recent plan (201!

to improve the minimum income suppc
system 2012020, although announce
has not been implemented. The guarant
minimum income increase of EUR20
entered into force on January 2018
Several measures were taken to impr
the overall situation for the elderly e.c
indexation of pensions with long insuran
periods, supplements to old age &
disability pensions for work period befo
1996, atimd i mi t ed sur vi
2018, financial support for families wit
two and more children was increase
However, the minimum pension and sti
social security oléhge allowance have n(
been increased.

1 Increase the Ilabour market relevance
vocational education and training, and fos
upskilling of lowskilled workers ad jobseekers.

Some progress No new measures hay
been taken on the vocational education i
adult learning. Ongoing programmes ¢
continuing and are supported using E
funds. VET reforms have picked up pa
and workbased learning is being rolle
out, kut outcomes in terms of the share
VET students and recent gradui
employment remain lower than tE&J
average. While upskilling lowskilled and
jobseekers has been strengthened using
funds, participation in adult learning ar
active labour market pigies remains low
and public expenditure on active labc
market policies is low. An ESfunded
activation programme for the loftigrm
unemployed was launched in second
of 2018. In April 2018, the Latvial
government endorsed the implementat
of lLavi a's national

to develop a comprehensive meditenm
education and skills policy agenda.

1 Increase the accessibility, quality and eqg
effectiveness of the healthcare system.

Some progress Public financing for
healthcare has incased, which hay
resulted in reduced waiting times for soi
interventions and increased availability
health services, but the level remains |
relative to other EU countries. Structul
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A. Overview table

reforms in the sector are proceeding sloy
and in some cases conts
implementation plans are still to K
formulated, for instance in primary ca
reform.

CSR 3: Strengthen the efficiency of the public sect
in particular with regard to local authorities and sta
owned enterprises. Strengthen the accountability
public administration by protecting whisttdowers,
preventing conflicts of interest and following on
the results of the ongoing assessment of
insolvency proceedings.

Latvia has madseome progressn addressing
CSR3:

1 Strengthen the efficiency dahe public sector, in
particular with regard to local authorities al
stateowned enterprises.

1 Limited progress. The public
administration  reform  adopted |
November 2017 is being slowly rolled oy
The public sector reforms excluc
municipalities, which Bjoy a high degree
of autonomy. No measures on governal
of local authorities or statewned
enterprises have been presented.

I Strengthen the accountability of pub
administration by protecting whistldowers,
preventing conflicts of interest arfdllowing-up
on the results of the ongoing assessment of
insolvency proceedings.

1 Some progress The adoption of the
whistleblower protection law show
substantial progress. Despite an increa
effectiveness of the Corruption Preventi
and CombattingBureau, there are delay
in the implementation of the Nation;
Anti-Corruption Strategy and in adoptir
relevant provisions, such as a |I¢
regulating lobbying activities or a Code
ethics covering politically elected persor
Proposed amendments to tHaw on
conflicts of interests would exempt certe
categories of officials from submittin
assets and interests declarations.
approach followed for the verification ¢
asset declarations is still unclear.

Europe 2020 (national targets and progress)

Employment rate: 73%

The employment rate (for the B3 age
group) increased further to 74.8% in 20
from 73.2% in 2016. The trend remai
positive (76.8% in Q22018).

R&D: 1.5 % of GDP

R&D expenditure was 0.5% of GDP in
2017, up from 0.44%6 of GDPin 2016. Latvia
is not on track to meet its target.

In 2017, R&D intensity in Latvia waj
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A. Overview table

composed of 27% private investment (0.14
of GDP) and 73% public investment (0.37
of GDP).

Greenhouse gas emissions: increase by 17% bet
2005 and 2020 (inonETS sectors)

According to the latest national projectio
and taking into account existing measures,
target is expected to be achievedo8n 2020
compared to 2005 (with a margin opgs).

Furthermore, while the target for 2016 was
increase ofno more than 1% compared tc
2005, the preliminary figures show that t
NnonETS emissions increased by%l The
interim target has thus been achieved.

Renewable energy target: 40%

In 2017, Latvia's s
was 39.0%. This is lpps slort of its 2020
target.

Energy efficiency: 5.4 Mtoe expressed in prima
energy consumption (4.5 Mtoe expressed in fi
energy consumption)

I n 2017, Latvia’ s pi
increased to 4.5 Mtoe from 4.3 Mtoe in 20]
The final energy consurtipn also increase(
from 3.8 Mtoe to 4.Mtoe. Given the curren
trend, Latvia is on track to achieve its enel
efficiency target.

Early school leaving: 10%

The share of early school leavers frg
education and training decreased from 10%
2016 to 8.6%n 2017.

Tertiary education: 34% attainment rate for age gr
30-34

The already high tertiary attainment re
continued to increase reaching 43.8 %
2017, up from 42.8% in 2017. Gend
disparities remain strong, with the tertia
attainment rate 32% for men and 53% fo
women.

Poverty/social exclusion: reduction of the number
people at risk of poverty and/or living in joble
households by 12000 compared to 2008.

The number of people living at risk of pover
and/or living in jobless households wa
reduced by 12800 in 2017 compared t
2008, so Latvia has met its poverty target.
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B. Debt sustainability analysis and fiscal risks

LV - Debt projections baseline scenario [ 2017 [ 2018 [ 2019 [ 2020 [ 2021 [ 2022 [ 2023 [ 2024 [ 2025 [ 2026 [ 2027 | 2028 | 2029
Gross debt ratio 40.0 37.1 355 35.7 7 34.2 33.9 33.6 B3ib) 33.6 34.0 344 35.0
Changes in the ratio (-1+2+3) -0.3 -2.9 -1.6 0.2 -1.0 -05 -0.3 -0.3 0.1 0.2 03 05 0.6
of which
(1) Primary balance (1.1+1.2+1.3) 0.3 -0.1 -0.2 0.0 -0.1 -0.2 -0.3 -0.2 -04 -05 -0.6 -0.7 -0.8
(1.1) Structural primary balance (1.1.1-1.1.2+1.1.3) -0.3 -1.0 -1.0 -05 -0.4 -0.4 -0.3 -0.2 -0.4 -05 -0.6 -0.7 -0.8
(1.1.1) Structural primary balance (bef. CoA) -0.3 -1.0 -1.0 -0.5 -0.5 -0.5 -0.5 -0.5 -0.5 -0.5 -0.5 -0.5 -0.5
(1.1.2) Cost of ageing 0.1 0.1 0.2 0.2 0.1 0.1 0.2 0.2 0.3
(1.1.3) Others (taxes and property incomes) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
(1.2) Cyclical component 0.7 0.9 0.8 05 03 0.2 0.0 0.0 0.0 0.0 0.0 0.0 0.0
(1.3) One-off and other temporary measures 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
(2) Snowball effect (2.1+2.2+2.3) -2.0 -2.2 -1.2 -1.2 -1.0 -0.7 -0.6 -0.6 -05 -04 -0.3 -0.2 -0.2
(2.1) Interest expenditure 0.9 0.8 0.7 0.7 0.7 0.7 0.8 0.8 0.8 0.9 1.0 11 1.2
(2.2) Growth effect 1.7 15 11 -1.0 0.9 0.7 0.7 0.7 0.7 0.6 -0.6 0.7 0.7
(2.3) Inflation effect 1.2 1.4 0.8 0.9 0.9 0.8 0.7 0.7 0.7 0.7 0.7 0.7 0.7
(3) Stock-flow adjustments 2.1 -0.8 -0.7 14 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
60 - Debt as % of GDP- LV 60 Debt as % of GDP- LV
55 55
50 - 50
45 + 45
40 + 40 -—\
35 35 s e
30 - 30
25 25
20 n n n n n n n n n n n n n ) 20 L L L L L L L L L L L L L )
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029
—— Baseline —#— Higher interest rate scenario
—Baseline -----Historical SPB scenario - - - SGP scenario —-—- Negative shock onthe SPB~ «----+ Lower GDP growth scenario
60 Debt as % of GDP- LV (% of GDP) Stochastic debt projections 262923- LV
[ 60
55 |
50 50
45
40 40
35
30 30
25
20 L L L L L L L L L L L L L s 20 R R R R R R )
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2016 2017 2018 2019 2020 2021 2022 2023
——Baseline —e—Enhanced lower GDP growth scenario E==9p10_p20 1p20_p40 == p40_p60
- Adverse combined scenario ——Enhanced higher interest rate scenario E==m p60_p80 === p80_p90 —p50 e Baseline
Debt sustainability analysis (detail
Short Medium s1 — Y SIS - ) Negative - DSA s2 Long
term term B Historical Lower GDP ) Higher s Stqchéstlc term
SPB growth interest rate spB projections
Risk category Low Low Low Low Low MEDIUM
Debt level (2029) 35.0 40.2 36.7 36.7 37.4
Low Low LOW  : Debt peak year 2018 [EGZM 2018 2018 Low LowW Low
(S0=0.2) (S1=-2) : Percentile rank 66.0% 73.0% (S2=0.7)
Probability debt higher 41.1%

Dif. between percentiles

Note: For further information, see the European Commission Fiscal Sustainability Report (FSR) 2018.

[1] The first table presents the baseline no-fiscal policy change scenario projections. It shows the projected government debt dynamics and its decomposition between the primary
balance, snowball effects and stock-flow adjustments. Snowball effects measure the net impact of the counteracting effects of interest rates, inflation, real GDP growth (and exchange
rates in some countries). Stock-flow adjustments include differences in cash and accrual accounting, net accumulation of assets, as well as valuation and other residual effects.

[2] The charts present a series of sensitivity tests around the baseline scenario, as well as alternative policy scenarios, in particular: the historical structural primary balance (SPB)
scenario (where the SPB is set at its historical average), the Stability and Growth Pact (SGP) scenario (where fiscal policy is assumed to evolve in line with the main provisions of the
SGP), a higher interest rate scenario (+1 pp. compared to the baseline), a lower GDP growth scenario (-0.5 pp. compared to the baseline) and a negative shock on the SPB (calibrated
on the basis of the forecasted change). An adverse combined scenario and enhanced sensitivity tests (on the interest rate and growth) are also included, as well as stochastic
projections. Detailed information on the design of these projections can be found in the FSR 2018.

[3] The second table presents the overall fiscal risk classifi

cation over the short, medium and long-term.

a. For the short-term, the risk category (low/high) is based on the S0 indicator. SO is an early-detection indicator of fiscal stress in the upcoming year, based on 25 fiscal and financial-
competitiveness variables that have proven in the past to be leading indicators of fiscal stress. The critical threshold beyond which fiscal distress is signalled is 0.46.

b. For the medium-term, the risk category (low/medium/high) is based on the joint use of the S1 indicator and of the DSA results. The S1 indicator measures the fiscal adjustment
required (cumulated over the 5 years following the forecast horizon and sustained thereafter) to bring the debt-to-GDP ratio to 60 % by 2033. The critical values used are 0 and 2.5
pps. of GDP. The DSA classification is based on the results of 5 deterministic scenarios (baseline, historical SPB, higher interest rate, lower GDP growth and negative shock on the
SPB scenarios) and the stochastic projections. Different criteria are used such as the projected debt level, the debt path, the realism of fiscal assumptions, the probability of debt

stabilisation, and the size of uncertainties.

c. For the long-term, the risk category (low/medium/high) is based on the joint use of the S2 indicator and the DSA results. The S2 indicator measures the upfront and permanent
fiscal adjustment required to stabilise the debt-to-GDP ratio over the infinite horizon, including the costs of ageing. The critical values used are 2 and 6 pps. of GDP. The DSA results
are used to further qualify the long-term risk classification, in particular in cases when debt vulnerabilities are identified (a medium / high DSA risk category).
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ANNEX C: STANDARD TABLES

Table C.1: Financial market indicators
2013 2014 2015 2016 2017 2018
Total assets of the banking sector (% of GHP) 128,2 130,6 1313 117,5 104,7 74,9
Share of assets of the five largest banks (% of total assets) 64,1 63,6 64,5 66,5 73,5 -
Foreign ownership of banking system (% of total asdets) 59,0 52,5 47,4 49,7 51,6 58,6
Financial soundness indicatdls:
- non-performing loans (% of total loans) - 9,7 6,5 6,3 5,6 5,9
- capital adequacy ratio (%) 18,0 20,2 21,8 20,4 20,6 22,4
- return on equity (%) 8,8 10,2 10,7 14,3 76 8,2
Bank loans to the private sector (year-on-year % chQnge) -2,0 -4,5 -0,1 6,3 -0,6 3,6
Lending for house purchase (year-on-year % ché’nge) -4,5 -3,4 -3,3 -0,5 0,2 0,6
Loan to deposit ratfo - 67,3 59,9 62,4 60,6 70,6
Central Bank liquidity as % of liabilitiés - 0,3 1,0 1,0 1,0 0,2
Private debt (% of GDP) 92,6 96,2 88,9 88,0 83,5 -
Gross external debt (% of GD?Ib) public 30,6 36,4 30,4 32,7 29,8 28,6
- private 42,0 39,1 40,3 40,9 39,6 39,0
Long-term interest rate spread versus Bund (basis points)* 177,0 134,5 46,8 44.4 51,7 47,4
Credit default swap spreads for sovereign securities (5-year)* 110,3 99,6 76,5 62,0 48,9 41,2

1) Latest data Q3 2018. Includes not only banks but all monetary financial institutions excluding central banks.

2) Latest data Q2 2018.
3) Quarterly values are not annualised
* Measured in basis points.

Source: European Commission (long -term interest rates); World Bank (gross external debt); Eurostat (private debt); ECB (all

other indicators).
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C. Standard Tables

Table C.2: Headline Social Scoreboard indicators
2013 2014 2015 2016 2017 2018°
Equal opportunities and access to the labour market
Early leavers from education and training
(% of population aged 18-24) 9.8 85 9.9 100 8.6
Gender employment gap (pps) 4.2 4.6 4.1 2.9 43 4.4
Income inequality, measured as quintile share ratio (S80/S20) 6.3 6.5 6.5 6.2 6.3
At-risk-of-poverty or social exclusion rdteAROPE) 35.1 32.7 30.9 28.5 28.2
Young people neither in employment nor in education and
training (% of population aged 15-24) 130 120 105 112 103
Dynamic labour markets and fair working conditions
Employment rate (20-64 years) 69.7 70.7 72.5 73.2 74.8 76.8
Unemployment rafe(15-74 years) 11.9 10.8 9.9 9.6 8.7 7.5
Long-term unemployment reft(ias % of active population) 5.7 4.6 4.5 4.0 3.3 3.2
. . . 4

Gross disposable income of households in real terms per| . . 08.5 103.9 107.0
(Index 2008=100)
Annual net earnings of a full-time single worker without
children earning an average wage (levels in PPS, three-yed 8231 8670 9348 10082
average)
Annual net earnings of a full-time single worker without
children earning an average wage (percentage change, reg 2.6 5.0 7.0 7.4
terms, three-year average)
Public support / Social protection and inclusion
Impact of social transfers (excluding pensions) on poverty

) 25.4 215 17.6 21.6 21.9
reductiort
Children aged less than 3 years in formal childcare 23.0 216 229 28.3 28.4
Self-reported unmet need for medical care 13.8 12.5 8.4 8.2 6.2
Individuals who have basic or above basic overall digital sk
(% of population aged 16-74) 49.0 500 48.0

1 People at risk of poverty or social ~ exclusion (AROPE): individuals who are at risk of poverty (AROP) and/or suffering from
severe material deprivation (SMD) and/or living in households with zero or very low work intensity (LWI).

2 Unemployed persons are all those who were not employed but ha d actively sought work and were ready to begin working
immediately or within two weeks.

3 Long -term unemployed are people who have been unemployed for at least 12 months.

4 Gross disposable household income is defined in unadjusted terms, according to the draft Joint Employment Report 2019.
5 Reduction in percentage of the risk of poverty rate, due to social transfers (calculated comparing at -risk-of poverty rates
before social transfers with those after transfers; pensions are not considered as soc ial transfers in the calculation).

6 Average of first three quarters of 2018 for the employment rate, unemployment rate and gender employment gap. Data for
unemployment rate is seasonally adjusted.
Source: European Commission
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Table C.3: Labour market and education indicators
Labour market indicators 2013 2014 2015 2016 2017 2018*
Activity rate (15-64) 74.0 74.6 75.7 76.3 77.0 :
Employment in current job by duration

From 0 to 11 months 16.4 14.7 14.5 135 15.0

From 12 to 23 months 10.8 11.3 10.1 10.2 10.0

From 24 to 59 months 18.7 20.1 19.1 20.1 20.5

60 months or over 54.1 53.8 56.2 56.1 54.5
Employment growth*
(% change from previous year) 2.3 -1.3 1.4 -0.3 0.0 1.9
Employment rate of women
(% of female population aged 20-64) 67.7 68.5 70.5 71.8 72.7 74.6
Employment rate of men
(% of male population aged 20-64) 71.9 73.1 74.6 74.7 77.0 79.0
Employment rate of older workers*
(% of population aged 55-64) 54.8 56.4 59.4 61.4 62.3 64.9
Part-time employment*
(% of total employment, aged 15-64) 75 6.8 72 85 . 7.0
Fixed-term employment*
(% of employees with a fixed term contract, aged 15-64) 43 33 38 87 3.0 29
Participation in actlvatlpn labour market policies 6.8 6.8 43 5.8
(per 100 persons wanting to work)
Transition rate from temporary to permanent employment 443 502 572 579
(3-year average)
Youth unemployment rate
(% active population aged 15-24) 23.2 19.6 16.3 17.3 17.0 12.1
Gender gap in part-time employment 3.8 4.2 55 4.7 5.8 5.4
Gender pay geﬁ(in undadjusted form) 16.0 17.3 17.0 17.0 : :
Education and training indicators 2013 2014 2015 2016 2017 2018
Adult participation in learning 68 56 57 73 75

(% of people aged 25-64 participating in education and training)

Underachievement in educatfon : : 214
i il i 0, 1l -

Tertiary educational attalnment (% of populatlon aged 30-34 hav]| 20.7 39.9 413 128 138

successfully completed tertiary education)

Variation in performance explained by students' socio-economic

8.7
statugd

* Non -scoreboard indicator
1 Difference between the average gross hourly earnings of male paid employees and of female paid employees as a

percentage of average gross hourly earnings of male paid employees. It is defined as "unadjusted"”, as it does not correct for
the distribution of individual characteristics (and thus gives an overall picture of gender inequalities in terms of pay). Al |
employees working in firms with ten or more employees, without restrict ions for age and hours worked, are included

2 PISA (OECD) results for low achievement in mathematics for 15 year -olds.

3 Impact of socio -economic and cultural status on PISA (OECD) scores. Values for 2012 and 2015 refer respectively to
mathematics and scie nce.

4 Average of first three quarters of 2018. Data for youth unemployment rate is seasonally adjusted.

Source: European Commission, OECD
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Table C.4: Social inclusion and health indicators

2012 2013 2014 2015 2016 2017

Expenditure on social protection benefits* (% of GDP)

Sickness/healthcare 3.3 3.4 35 3.6 3.7

Disability 1.2 1.2 1.3 14 1.4

Old age and survivors 7.8 7.7 7.4 7.4 7.3

Family/children 1.0 1.2 13 1.6 1.7

Unemployment 0.5 0.6 0.6 0.6 0.7

Housing 0.1 0.1 0.1 0.1 0.1

Social exclusion n.e.c. 0.2 0.1 0.1 0.1 0.1

Total 141 14.4 14.3 14.7 15.0

of which: means-tested benefits 0.4 0.3 0.2 0.2 0.2
General government expenditure by function (% of GDP, COFOG)

Social protection 11.4 115 11.4 11.9 12.0

Health 3.9 3.7 3.8 3.8 3.7

Education 5.7 5.7 5.9 5.9 55
Out-of-pocket expenditure on healthcare (% of total health expendityre) 38.5 39.1 42.1 44.6
Children at risk of poverty or social exclusion (% of people 20.0 38.4 35.3 313 247 23.9
aged 0-17)*
At-risk-of-poverty raté (% of total population) 19.2 19.4 21.2 225 21.8 221
In-work at-risk-of-poverty rate (% of persons employed) 8.6 8.9 8.1 9.2 8.3 8.8
Severe material deprivation rats of total population) 25.6 24.0 19.2 16.4 12.8 113
Severe housing deprivation ritby tenure status

Owner, with mortgage or loan 7.6 8.3 10.6 6.9 6.9 7.9

Tenant, rent at market price 29.9 23.1 28.3 26.7 25.8 247
Proportion of people living in low work intensity househdlds 1.7 10.0 9.6 78 79 78
(% of people aged 0-59)
Poverty thresholds, expressed in national currency at constant pricep* 1980 2029 2263 2517 2743 2844
Healthy life years (at the age of 65)

Females 6.4 4.2 4.6 4.0 45

Males 5.3 4.0 4.0 4.1 4.4 :
Aggregate replacement ratio for pensﬁ)(rm the age of 65) 0.5 0.5 0.4 0.4 0.4 0.4
Conneé:nwty dimension of the Digital Economy and Society Inedex 54.8 58.7 63.3 63.7
(DESI)
GINI coefficient before taxes and transfers* 53.1 52.0 51.2 49.8 48.6 48.1
GINI coefficient after taxes and transfers* 35.7 35.2 35.5 35.4 34.5 34.5

* Non -scoreboard indicator

1 At-risk-of-poverty rate (AROP): proportion of people with an equivalised disposable income below 60

equivalised median income.

2 Proportion of people who experience at least four of the following forms of deprivation: not being
their rent or utility bills, ii) keep their home adequately warm, iii) face unexpected expenses, iv) eat meat, fish or a prot

equivalent every second day, v) enjoy a week of holiday away from home once a year, vi) have a car, vi

machine, viii) have a colour TV, or ix) have a telephone.

3 Percentage of total population living in overcrowded dwellings and exhibiting housing deprivation.
4 People living in households with very low work intensity: proportion o

adults (excluding dependent children) worked less than 20
5 Ratio of the median individual gross pensions of people aged
people aged 50 -59.

65

f people aged 0

-59 living in households where the
% of their total work -time potential in the previous 12 months.
-74 relative to the median individual gross earnings of

% of the national

able to afford to i) pay

6 Fixed broadband take up (33%), mobile broadband take up (22%), speed (33%) and affordability (11%), from the Digital

Scoreboard.
Source: European Commission, OECD

ein
i) have a washing
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C. Standard Tables

Table C.5: Product market performance and policy indicators
Performance indicators 2012 2013 2014 2015 2016 2017
Labour productivity per pers&)growth (t/t-1) in %
Labour productivity growth in industry -2.44 -2.90 3.13 4.47 4.34 7.86
Labour productivity growth in construction 10.26 -2.35 2.03 0.05 -7.25 13.21
Labour productivity growth in market services 1.72 -0.92 1.28 0.07 2.91 3.93
Unit Labour Cost (ULC) indéxgrowth (t/t-1) in %
ULC growth in industry 9.85 8.44 5.30 1.97 2.83 0.17
ULC growth in construction 1.22 9.71 7.55 5.54 15.95 -6.88
ULC growth in market services 7.49 4.29 6.03 7.33 5.00 4.04
Business environment 2012 2013 2014 2015 2016 2017
Time needed to enforce contrdcgays) 469 469 469 469 469 469
Time needed to start a businégdays) 155 125 125 55 55 5.5
Outcome of applications by SMEs for bank Idans : 0.85 1.19 0.49 0.84 0.30
Research and innovation 2012 2013 2014 2015 2016 2017
R&D intensity 0.66 0.61 0.69 0.63 0.44 0.51
General government expenditure on education as % of GDP 5.70 5.70 5.90 5.90 5.50 :
i 0,
Number of science & technology people employed as % of total a4 aa 43 5 a5 16
employment
Population having completed tertiary education 25 27 27 28 30 30
Young people with upper secondary educdtion 84 86 87 86 85 87
Trade balance of high technology products as % of GDP -1.17 -1.03 -1.24 -1.67 -1.31 -1.78
Product and service markets and competition 2003 2008 2013
OECD product market regulation (PMRpverall 161
OECD PMR, retalil 0.40
OECD PMR7, professional services :
OECD PMR, network industriés 2.66
1 Value added in constant prices divided by the number of persons employed.
2 Compensation of employees in current prices divided by value added in constant prices.
3 The methodologies, including the assumptions, for this indicator are shown in detail here:
http://www.doingbusiness.org/methodology.
4 Average of the answer to question Q7B_a. "[Bank loan]: If you applied and tried to negotiate for this type of financi ng over

the past six months, what was the outcome?". Answers were codified as follows: zero if received everything, one if received

75% and above, two if received below 75%, three if refused or rejected and treated as missing values if the application is s

pending or don't know.

5 Percentage population aged 15 -64 having completed tertiary education.

6 Percentage population aged 20 -24 having attained at least upper secondary education.

7 Index: 0 = not regulated; 6 = most regulated. The methodol ogies of the OECD product market regulation indicators are
shown in detail here: http://www.oecd.org/competition/reform/indicatorsofproductmarketregulationhomepage.htm

8 Aggregate OECD indicators of regulation in energy, transport and communications (ETCR ).

Source: "European Commission; World Bank fi Doing Business (for enforcing contracts and time to start a business); OECD (for
the product market regulation indicators); SAFE (for outcome of SMEs' applications for bank loans)."

till
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C. Standard Tables

Table C.6: Green growth

Green growth performance 2012 2013 2014 2015 2016 2017
Macroeconomic
Energy intensity kgoe |/ 0,2 0,22 0,22 0,21 0,20 0,20
Carbon intensity kg |/ €0,58 0,56 0,55 0,54 0,52 -
Resource intensity (reciprocal of resource productivity) k g /| €2,00 2,07 2,02 2,01 1,83 1,95
Waste intensity kg / €0,12 - 0,13 - 0,12 -
Energy balance of trade % GDP -6,1 -5,6 -4,2 -3,2 -2,3 -3,0
Weighting of energy in HICP % 15,7 15,9 15,4 15,1 14,3 13,8
Difference between energy price change and inflatian % 7,3 -1,7 -1,7 4,4 -6,8 -1,4
Real unit of energy cost %;)é(;/::‘ue 24,2 23,7 22,7 23,1 23,5 -
Ratio of environmental taxes to labour taxes ratio 0,21 0,24 0,26 0,26 0,26 -
Environmental taxes % GDP 3,0 3,2 3,4 3,5 3,6 3,5
Sectoral
Industry energy intensity kgoe |/ 0,8 0,19 0,19 0,19 0,18 0,17
Re.al' unit energy cost for manufacturing industry exd % of value 21,0 20,6 20,0 20,6 213 )
refining added
Share of energy-intensive industries in the economy] % GDP 9,5 8,6 8,4 8,5 9,0 -
Electricity prices for medium-sized industrial users € / kwaill 0,11 0,12 0,12 0,12 0,12
Gas prices for medium-sized industrial users € / Kk wao4 0,04 0,04 0,03 0,03 0,03
Public R&D for energy % GDP 0,01 0,01 0,01 0,01 0,01 0,01
Public R&D for environmental protection % GDP 0,01 0,01 0,01 0,02 0,01 0,01
Municipal waste recycling rate % 14,7 25,9 27,0 28,7 25,2 23,27
Share of GHG emissions covered by ETS* % 24,0 23,2 20,7 20,0 19,4 -
Transport energy intensity kgoe |/ 0% 0,51 0,52 0,59 0,56 0,55
Transport carbon intensity kg /| €138 1,40 1,44 1,66 1,55 -
Security of energy supply
Energy import dependency % 56,4 55,9 40,6 51,2 47,2 44,1
Aggregated supplier concentration index HHI 47,3 47,2 23,1 41,9 30,4 -
Diversification of energy mix HHI 0,30 0,30 0,29 0,30 0,32 0,35

All macro intensity indicators are expressed as a ratio of a physical quantity to GDP (in 2010 prices)

Energy intensity: gross inland energy consumption (in kgoe) divided by GDP (in EUR)

Carbon intensity: greenhouse gas emiss  ions (in kg CO2 equivalents) divided by GDP (in EUR)

Resource intensity: domestic material consumption (in kg) divided by GDP (in EUR)

Waste intensity: waste (in kg) divided by GDP (in EUR)
Energy balance of trade: the balance of energy exports and imports, expressed as % of GDP
Weighting of energy in HICP: the proportion of ‘energy' items in the consumption basket used for the construction of the HICP
Difference between energy price change and inflation: energy component of HICP, and total HICP inflation (annual %
change)
Real unit energy cost: real energy costs as % of total value added for the economy
Industry energy intensity: final energy consumption of industry (in kgoe) divided by gross value added of industry (in 2010 E UR)
Real unit energy costs for manufacturing industry excluding refining : real costs as % of value added for manufacturing
sectors
Share of energy -intensive industries in the economy: share of gross value added of the energy -intensive industries in GDP
Electrici ty and gas prices for medium  -sized industrial users: consumption band 500 820 00MWh and 10 000 8100 000 GJ; figures
excl. VAT.
Recycling rate of municipal waste: ratio of recycled and composted municipal waste to total municipal waste
Public R&D for energy o r for the environment: government spending on R&D for these categories as % of GDP
Proportion of GHG emissions covered by EU emissions trading system (ETS) (excluding aviation): based on GHG emissions
(excl. land use, land use change and forestry) as repor ted by Member States to the European Environment Agency.
Transport energy intensity: final energy consumption of transport activity (kgoe) divided by transport industry gross value
added (in 2010 EUR)
Transport carbon intensity: GHG emissions in transport  activity divided by gross value added of the transport industry
Energy import dependency: net energy imports divided by gross inland energy consumption incl. consumption of
international bunker fuels
Aggregated supplier concentration index: covers oil, ga s and coal. Smaller values indicate larger diversification and hence
lower risk.
Diversification of the energy mix: Herfindahl index covering natural gas, total petrol products, nuclear heat, renewable
energies and solid fuels
* European Commission and Eur opean Environment Agency
Source: European Commission and European Environment Agency (Share of GHG emissions covered by ETS); European
Commission (Environmental taxes over labour taxes and GDP); Eurostat (all other indicators)
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ANNEX D: INVESTMENT GUIDANE ON COHESION POLICY
FUNDING 2021-2027 FOR LATVIA

Annex D Investment Guidance on Cohesion Policy Funding0212027 for Latvia (*°)

Building on the Commission proposal for the next M@Altinual Financial Framework for the peric
2021-2027 of 2 May 2018 (COM (2018) 321), this Annex D presents the preliminary Comm
services views on priority investment asesnd framework conditions for effective delivery for the 20
2027 Cohesion Policy. These priority investment areas are derived from the broader context of iny
bottlenecks, investment needs and regional disparities assessed in the report. ThiprAvides the
basis for a dialogue between Latvia and the Commission services in view of the programming
cohesion policy funds (European Regional Development Fund, Cohesion Fund and European So
Plus).

Policy Objective 1: A Smarter Europei Innovative and smart industrial transformation

Latvia’s innovation performance | ags behind
high resource intensity and lack of cooperation and integration in global value chains. This ha
consequences on the country’s producti vi({)hava
therefore been identified ®nhance research and innovation capacities and the uptake of advanc
technologies where appropriate in cooperation witlhet countries, in line with the EU Strategy for t
Baltic Sea Region, and in particular to:

1 strengthen innovation performance and foster productivity growth by identifying smart special
areas on the basis of national and regional needs and plptentia

9 increase the number of innovative firms in the smart specialisation sectors by fostering resez
innovation to facilitate the transition towards new technologies and value added activities;

9 strengthen research and innovation by increasing thectateaess and the competitiveness of
research system;

9 support collaborative research between universities and businesses.

Latvia rates highly in the offer of digital public services by the government with some weakne
quality and open data availability. However, companies and people (for lack of skills) do not
sufficient use of the digitalisation opportunities.d®ity investment needs have therefore been ident
to reap the benefits of digitalisation for citizens, companies and governments particular to:

1 upscale and acceleratggevernment, interoperability of systems and open data availability;

1 increase iformation and communications technology uptake in small and mesized enterprises
including supporting infrastructures and services;

9 increase eservices provision and their uptake, with special focus on rural areas, elderly people
a crossbordercontext.

(* This Annex isto be considered in conjunction with the EC Proposal for a Regulation of the European Parliament and of the
Council on the European Regional Development Fund and on the Cohesion Fund COM(2018) 372 and the EC Proposal for a
Regulation of the European Parfient and of the Council on the European Social Fund Plus COM(2018) 382, in patrticular as
regards the requirements for thematic concentration and urban earmarking outlined in these proposals.

(®) The intensity of needs is classified in three categoriasdi@scending orderhigh priority needs, priority needs, needs.
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D. Investment Guidance on Cohesion Policy Funding 2021 -2027 for Latvia

In Latvia the level of private research and development expenditure is the lowest in the EU, in¢
limiting the advancement of companies towards the technological frontier, as well as their prod
and competitiveness. High priorityvestment needs have therefore been identifieehttance growth
and competitiveness of small and mediursized enterprisesin particular to:

1 promote entrepreneurship, in particular stggé and accelerators, also via technology transfer
development ppgrammes and promoting alternative sources of financing;

9 strengthen the competitiveness and growth prospects of innovative small and rezdid
enterprises for more sophisticated products and services, to move up the global value chain;

1 support small andnediumsized enterprises to internationalise activities and identify new e
markets, cooperation networks and interregional clusters, particularly in the Baltic Sea region.

The transition to new technologies in Latvia is hampered by low digitalcpenly within companies
Mor eover, insufficient availability of skil
Investment needs have therefore been identifiedetelop skills for smart specialisation, industrial
transition and entrepreneurship, in particular to:

9 reskill and upskill small and mediusized enterprises in smart specialisation areas, with a part
attention to digital skills and entrepreneurship in order to increase productivity;

1 enhance market relevance, innovation and abi | ity of research i
training activities.

Policy Objective 2: A low carbon and greener Europé Clean and fair energy transition, green and
blue investment, circular economy, climate adaptation and risk preventio®})

Latvia's economy is still relatively energy intensive, well above the EU average. Although Latvig
track to achieve its indicative energy efficiency target for 2020, further efforts are needed to achie
ambitious energy and climate targets f@¥3@. High priority investment needs have therefore b
identified forenergy efficiency and renewable energyn particular to:

1 improve energy efficiency in public buildings in housing and in businesses;

9 support further deployment of renewables, includindistrict heating;

1 deploy solutions for smart electricity distribution grids and storage.

The climate change risks Latvia is facing are coastal erosion and river floods, with impacts
economy and infrastructure damage. Investment needs haviotadyeen identified foclimate change
adaptation, risk prevention, disaster resiliencein particular to:

1 address risks identified in the national risks assessment, with the focus on prevention;

1 promote coordinated and cooperative preventive measutie® iwith the EU Strategy for the Balt
Sea Region.

(®*) While outside of the scope of the ERDF and the Cohesion Fund (art. 6, paragraph 1(h), COM (2018)372), energy
interconnectors could be financed by the Connecting Europe Facility in lihetsvobjectives (art. 3, paragitas 1 and 2 (b),
COM(2018) 438)
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Latvia lacks a systematic approach to addressing recycling and waste issues, in particular
collection and treatment of biodegradable waste. Priority investment needs have therefore beed i
to promote the transition to a circular economy in particular to:

support waste prevention, reuse and recycling;

develop the use of recycled materials as alternatives to raw materials.

Equal accessibility to water services by ars#rs is sometimedallenging, particularly in rural area
Investment needs have therefore been identifiedormmote sustainable water managementin
particular to:

1 Complete drinking water and waste water treatment schemes, principally in rural areas.

Policy Objective 3: A more connected Europei Mobility and regional information and
communications technology connectivity

The transport infrastructure in Latvia remains far below the EU average standards in terms
network’s coverage, carbon emissions and saé
High priority investment needs have therefore beentified to develop a sustainable, climate resilient
intelligent, secure and intermodal TransEuropean Transport Networks and their accessibility in
particular to:

bring national sections of the TraBsiropean Transport Networks road core and comprehensitwork
to meet EU standards, including safety;

complete the TranEuropean Transport Networks conventional rail core network;

improve access to the TraBsiropean Transport Networks and cross border mobility.

Levels of traffic congestion in larger Law cities remain an issue due to the limited coordinatio
investments with policies for urban transport. Priority investment needs have therefore been ider
promote sustainable multimodal urban mobility, in particular to:

develop urban transporsystems within relevant integrated territorial development strategies
sustainable urban mobility plans, with a focus on functional areas.

There is a significant digital divide, in terms of coverage and-ugkébetween urban and rural areas
Latvia, even though the country performs relatively well in terms of overall broadband conne
Investment needs have therefore been identifieshbance digital connectivity in particular to:

deploy veryhigh capacity networks, eliminating coverage giapsiral and less populated areas;

improve the cybersecurity and physical security of public very high capacity networks investments

Policy Objective 4: A more social Europdé Implementing the European Pillar of Social Rights

A shrinking working aggopulation, caused in part by ageing and emigration, leads to growing skil
l abour shortages; soci al partners’ capacity
identified toimprove access to employment and promote the social econony particular to:
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strengthen the capacity of labour market institutions and services;

improve the outreach and coverage of active labour market policies;

support voluntary sectoral and regional labour mobility;

promote the social economy and supportstartup social entrepreneurs;
enhance the work ability of workforce, support safe and healthy working lives;

foster bipartite social dialogue and support social partners in capacity building.

The education and training system lacks efficiency; participah adult learning is low; and region
differences in access exist. High priority investment needs have therefore been ideniifiprbt@ the
quality, effectiveness and labour market relevance of education and trainingnd to promote
lifelong learning, flexible upskilling and reskilling better anticipating change and new skills
requirements, including through infrastructure, and in particular to:

improve access to quality and affordable early childhood education and care;
strengthen worbased learmg and incentivise investment in training by employers;

attract, motivate and retain more students in science and technology related subjects;

support training for teachers and trainers and innovative actions to improve the attractivenes
teachingprofession;

reduce fragmentation in higher education and increase research capacity;
enhance inclusive quality education for persons with disabilities;

expand lifelong learning, reflecting anticipation of skills needs; support skills acquisition anditiecng
including language and digital skills.

Poverty and social exclusion remain high, especially for people with disabilities, the elderly a
unemployed; social housing is scarce and income inequality is a challenge. High priority inve
needshave therefore been identified foster active inclusion, improve employability and address
material deprivation through food and basic material assistanceincluding accompanying measure
and in particular to:

support integrated active inclusion mea&suwith involvement of local communities and civil society;
improve access to personalized and integrated social services for disadvantaged groups;

reduce homelessness and housing exclusion, improve access to social housing, including
infrastructue.
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Health outcomes are weak and timely access to affordable healthcare atertorgre is limited. High
priority investment needs have therefore been identifieeht@nce equal and timely access to socié
healthcare and longterm care servicesjncluding through infrastructure, and in particular to:
ensure equal access to affordable, accessible and good quality social services and healthcare;

support reskilling, upskilling and retention of healthcare, {targn and social care workforce;

support thetransition from institutional care to independent living and commraged care service
with a focus on cooperation between health and social services;

strengthen disease prevention and functioning of healthcare following a {oergoed approach.

Policy Objective 517 A Europe closer to citizens by fostering the sustainable and integrate
development of urban, rural and coastal areas and local initiatives

Latvia’s principal cities, and Riga 1in edy
convergence, but there are large disparities in income and employment opportunities. In partic
lack of affordable housing has been an obstacle to regional development. Also, there is a stren
rural divide in economic and social developmeHigh priority investments needs in tadorade
sustainable and integrated development of urban, rural and coastal areas and local inter
addressing urbarural linkages have therefore been identified in order to complement poli@dsress
the socieeconomic disparitiesand the demographic challenges, in particular to:

improve the attractiveness of urban areas and business environment and create links with the f
urban areas;

address the needs and potential of the areas that anegdmghind in economic and social developme
by combining adaptation and quality of life measures with investments enhancing growth;

invigorate the capacity of local authorities to develop sound integrated territorial strategies and t
and selecprojects.

Factors for effective delivery of Cohesion policy

promotion of social innovation and social experimentation of projects and programmes;

development of a roadmap for administrative capacity building necessary for the effective admini
and implementation of the Funds;

improved and more efficient maags to prevent and address conflict of interest, fraud and corruptig

broader use of financial instruments and/or contributions to a Latvian compartment under Inves
revenuegenerating and costaving activities;

simplified requirements and shortprocedures in the implementation of EU funds, particularly
applicants and beneficiaries;

increased capacity of beneficiaries and intermediate bodies to prepare and implement projects;

increased partnership capacity of social partners and of civétgamiganisations;
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d

public procurement performance, i A
a n d-setviges anah rhogertranspargnt peocurements at municipal level.
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