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1 Key Policy Insights

Like most other people around the world Latvians have suffered considerably from the COVID-19
pandemic. After having had few infections in the first wave in the spring of 2020 but a severe second wave,
a new wave began to build in mid-summer 2021 (Figure 1.1). Vaccination has been slow until recently,
with only about 67% of the population fully vaccinated in mid-January 2022 (Panel C), below the OECD
average rate, and with substantial internal geographic variation (Central Statistical Bureau, 2021y1;). Earlier
containment measures were largely lifted at end-June, boosting economic activity, but a state of
emergency was imposed for three months on 11 October following the summer resurgence of cases.

Figure 1.1. The COVID-19 crisis has hit hard, and vaccination has lagged
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Source: OECD calculations based on Our World in Data.

StatLink Sa=r https:/stat.link/g6iwob

The pandemic has been superimposed on long-standing structural weaknesses and social challenges.
Although per capita income is continuing to converge to levels enjoyed by Latvia’s more affluent trading
partners, the 2020 gap in PPP terms was still 22.5% from the OECD average and nearly double that
compared to the top half (Figure 1.2). Nevertheless, it has continued to catch up during the COVID-19
crisis (during the last year and a half).

Income and wealth inequality are quite pronounced: Latvia’s latest Gini estimate was 34.5 in 2020, higher
than in most other OECD countries (see Figure 1.4 below). The share of net household wealth held by the
top decile was around 60% in 2015, fourth highest out of 27 OECD countries. Absolute poverty is
widespread, also in relative terms, especially among the elderly (Figure 1.3).
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Figure 1.2. Latvia is still catching up steadily to its most affluent trading partners
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Source: OECD calculations.
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Figure 1.3. The poverty rate is high, especially for the elderly

Poverty rate (set at 50% of median disposable income) after taxes and transfers, %, 2019

35
30
25
20

A. Population over 65 B. Total population
20
15
10
5
CEFEZTSIINERUSORorESoRBERtnS Nores Eotu s SoRo N St s RS 0

Source: Eurostat.

StatLink Sa=ra https:/stat.link/y81cx9

Against this background the main messages of this Survey are:

The economy is expanding, with growth in 2021 above potential rates thanks to supportive fiscal
policy settings and accommodative Euro Area monetary policy. However, substantial uncertainty
persists. Accordingly, fiscal support targeted on businesses and households hit by those
restrictions should be maintained. A credible fiscal strategy to prepare for ageing and climate
challenges should be devised.

Policy should have an increased focus on inclusion and environmental sustainability. There has
been clear longer-term improvement in the quality of life for the average Latvian, but income and
other gaps remain sizeable. Greater public outlays on pensions, affordable housing and health and
long-term care are called for but should be paid for by revenue increases on a variety of tax bases.
The future pension burden should be alleviated by further programmed increases in the
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pension-eligibility age. While some of the funds for health care may be found in further efficiencies
in the hospital network, much more funding is needed for preventive measures, primary and home
care and mental health treatment. Environmental outcomes and the transition to carbon neutrality
also require greater policy attention.

e Focusing on exports is key for Latvia’s growth strategy, given its demographic outlook. However,
Latvia’s export market share for goods and services has underperformed. This may be attributable
to the industrial structure, with exporters relying on low labour costs rather than innovation.
Nonetheless, Latvia is in a good position to make the necessary structural changes, as
considerable EU funding will be available in the coming years. To promote export growth and
diversification and attract more sophisticated FDI, it should focus mainly on three policy areas: the
business environment (including infrastructure), skills and innovation.

The economy is recovering, but negative risks predominate

The COVID-19 crisis interrupted Latvia’s gains in income and employment. GDP per capita rose from 62%
of the OECD average in 2015 to about 71% in 2021. Prior to the crisis the unemployment rate had fallen
to below 6 %2 per cent (its lowest rate in 10 years), while job vacancies were rising quickly. At the same
time, the macroeconomic context appeared balanced, with inflation largely under control and prudent fiscal
policies in place. In the aftermath of the COVID-19 outbreak, unemployment peaked at about 8.7%, with a
larger hit to women’s hours worked than men’s (Ciminelli, Schwellnus and Stadler, 20212). The newly
unemployed were mainly young adults from Riga. Still, the decline in GDP was smaller than in most OECD
countries due to a relatively mild first wave of COVID-19 and resilient demand for Latvia’s main export
goods such as wood, agricultural products and electronics.

Despite a stronger and deadlier second wave, the hit to activity was less severe than from the first wave.
Private spending picked up starting in the spring of 2021, as people and firms first adapted to remaining
restrictions and then reacted to their elimination. In addition, it was supported by a steep rise in wages,
attributable to increases in the statutory minimum wage in January 2021 and in public-sector pay (notably
of medical and teaching staff), as well as shortages in skills-intensive sectors such as ICT and professional
services. By the second quarter of 2021 real GDP had already regained its pre-crisis level. In the third
quarter of 2021, GDP growth slowed again, partly because pandemic-related measures and slow
vaccination rollout caused activity in some sectors to remain subdued.

GDP held up well also in the fourth quarter of 2021 even with a month-long lockdown. GDP in the fourth
quarter of 2021 was nearly unchanged with respect to the third quarter, and GDP in 2021 in total was up
by 4.8%. Private consumption declined due to constrained spending options and higher prices. Export
growth slowed but remained robust, and in December 2021, the value of goods exported was 36% higher
than a year before, led by mineral products, chemicals, base metals and wood products. The sectors that
grew most rapidly in 2021 were information and communication technology, financial services and health
care. In 2021, investment in machinery was robust compensated for a significant decline in housing
because of unfavourable weather conditions and higher costs. After declining steadily from June 2021, the
seasonally adjusted unemployment rate increased slightly as from October 2021 to 7.3% in January 2022.
The requirement to be vaccinated to work in some sectors might have prevented faster gains in
employment, as could skills mismatch. Inflation has been in positive territory only since March 2021 and
reached 7.4% year on year in January 2022, driven mainly by rising housing, food and natural gas prices,
while the corresponding figure for core inflation (excluding food, energy, alcohol and tobacco) was 3.7%.

Strong economic growth is projected, but downside risks remain substantial. According to the latest OECD
Economic Outlook (December 2021), GDP is expected to grow by 3.6% in 2022 and 4.8% in 2023
(Table 1.1). Goods exports will remain robust, despite global shortages of some key components and
elevated shipping costs. The sectors most dependent on face-to-face contacts (such as travel and air
transport) are predicted to recover more slowly, with important effects on the rest of the economy. An
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acceleration of capital spending supported by EU funds, including the Recovery and Resilience Facility
(RRF), is expected to support medium-term growth. Headline inflation will start slowing gradually in 2022
before rising again in 2023 as the labour market tightens.

Uncertainty is exceptionally high, with substantial downside risks to activity and vulnerabilities (Table 1.2),
including those associated with the ongoing pandemic. A major COVID-19 wave began in the late summer
of 2021, leading to the imposition of a three-month state of emergency on 11 October. Another wave got
underway at the end of 2021 and has peaked only in mid-February 2022. Other downside risks include
geopolitical and trade tensions and the process of deglobalisation that might be encouraged by the COVID-
19 crisis, which could challenge supply-chain management, impose additional costs on firms and hurt
productivity growth worldwide. This could lead to higher inflation in Latvia, notably in the building sector,
given the strength of wage gains in a context of lack of capacity, especially of qualified labour. Inflation
could be structurally higher than expected, as prices converge with those of wealthier trading partners.

Table 1.1. Macroeconomic indicators and projections

Annual percentage change, volume (2015 prices)

2018 2019 2020  Estimates and projections
Current prices (billion EUR) 2021 2022 2023
Gross domestic product (GDP) 29.2 25 -3.8 48 36 48
Private consumption 17.3 0.2 -14 48 42 5.6
Government consumption 53 34 2.6 44 1.9 2.0
Gross fixed capital formation 6.4 6.9 0.2 3.0 6.2 74
Housing 0.7 38 -1.9 -14.6 5.0 4.3
Final domestic demand 29.0 2.3 -3.8 4.2 4.2 5.3
Stockbuilding? 0.3 0.9 0.0 5.0 -1.1 0.0
Total domestic demand 294 3.1 -4.0 9.2 29 5.1
Exports of goods and services 17.9 21 2.2 6.2 51 44
Imports of goods and services 18.1 3.0 2.5 13.5 4.0 48
Net exports’ -0.2 0.6 0.2 4.2 0.6 0.4
Other indicators (growth rates, unless specified)
Potential GDP . 3.0 28 27 28 2.8
Output gap? . 0.0 6.2 4.7 -4.0 2.0
Employment . 0.1 -1.9 2.9 2.2 1.3
Unemployment rate (% of labour force) . 6.3 8.1 75 6.6 6.2
GDP deflator . 26 0.1 6.7 41 27
Harmonised consumer price index . 2.7 0.1 3.2 49 2.7
Harmonised core consumer price index® . 2.2 0.9 19 3.8 2.7
Household saving ratio, net (% of disposable income) . 0.1 9.1 12.9 8.2 49
Current account balance (% of GDP) . 0.7 29 -3.3 =21 2.3
General government financial balance (% of GDP) . 0.6 -4.5 -8.7 54 -3.9
Underlying government primary financial balance? . 0.1 -1.3 -6.2 4.2 -3.9
General government gross debt (% of GDP) . 48.1 56.1 61.7 65.4 67.3
General government gross debt (Maastricht, % of GDP) . 36.7 43.3 49.0 52.6 54.6
General government net debt (% of GDP) . 11.6 16.9 24.0 276 29.6
Three-month money market rate, average . 0.4 0.4 -0.5 -0.5 0.5
Ten-year government bond yield, average . 0.3 0.1 0.0 0.0 0.1

1. Contribution to changes in real GDP.

2. Percentage of potential GDP.

3. Harmonised index of consumer prices excluding food, energy, alcohol and tobacco.
Source: OECD Economic Outlook 110 (December 2021) and updated historical data.
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Table 1.2. Potential vulnerabilities of the Latvian economy

Vulnerability Possible outcome

Renewed major global pandemic. This would most likely lead to new containment measures that would reduce
economic activity and employment and worsen the public finances. The impact
on the external balance would be unclear.

Geopolitical risks eventuate or global trade tensions = Geopolitical tensions or disruptions to trade could jeopardise exports and

deepen. investment.
Deglobalisation results in the disruption to or even = Even though Latvia is not a major player in GVCs (Chapter 2), its economic
dismantling of some supply chains. integration in Europe means it would suffer from stagflationary effects.

There are a number of factors influencing the medium-term strength of the expansion and the pace of
living-standard convergence with more affluent nations. Foremost among these is the ongoing
demographic shrinkage (and the associated loss of agglomeration benefits) from natural population decline
due to a low fertility rate and negative net migration (though official projections show this to be reversing
to a small net population gain in the coming few years). This downward pressure has been limited thus far
because of the absorption into the working-age population of a modest baby boom in the 1980s but should
begin to bind seriously going forward. Labour supply could also be limited by the poor health of some
groups, notably older working-age men, whose harmful lifestyle choices — most prominently heavy alcohol
consumption — limit their capacity for work in too many cases (see below).

Some traditional activities are also facing or are likely to confront negative structural shocks. In particular,
the markets for trans-shipment of Russian commodities (notably coal) for re-export through Latvian ports
as well as for east-west financial transactions from the former Commonwealth of Independent States are
likely to be eventually lost. In addition, there are threats to the trucking sector from the EU-proposed
Mobility Package I, which would require that vehicles return to their country of origin every eight weeks
starting 21 February 2022; to the forest products sector from the EU Biodiversity Strategy for 2030; and to
a broad swath of the economy from the gradually worsening (mainly indirect) effects from climate change
and from the policy uncertainty surrounding how that will be dealt with.

On the other hand, there are considerable opportunities if the appropriate policy changes are made. Such
reforms and investments would place Latvia’s entrepreneurs in a better position to seize the chance to
move up the value chain, notably in food (such as dairy) and wood products, where downstream integration
has been quite limited thus far, and to promote expanded exports in innovative products and services held
back by a lack of R&D (Chapter 2). Considerable EU and national funding amounting to an average of
around 6% of GDP per year is available that could help to address structural challenges, assuming good
project selection and execution: from the Recovery and Resilience Fund, part of which is to be allocated
to a National Reindustrialisation Plan; from Cohesion Funds; from the Common Agricultural and Fisheries
Policies; and from deemed new domestic fiscal space (see below). But some of these funds would also
best be spent on tackling the drivers of the major equity challenges Latvia faces.

Fiscal and tax policies need to focus on supporting both growth and inclusion

Fiscal policy has moved robustly to counter the pandemic

On the eve of the COVID-19 pandemic at end-2019 Latvia’s general government deficit was less than 1%
of GDP and its Maastricht debt 37% of GDP. With considerable assets (mainly in the form of currency and
deposits), Latvia's net public debt was less than 12% of GDP, and its sovereign credit ratings had
improved. While almost three-quarters of its public debt is held by non-residents, none is denominated in
foreign currency.

To counter the pandemic the authorities extended substantial policy support, albeit less than in most other
OECD countries (Figure 1.4), largely because less was needed in the absence of a severe first wave of
COVID-19 in Latvia in the spring of 2020. The 2020 deficit increased by 4 percentage points of GDP and
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debt by around 6.5 points. Most of the fiscal expansion is judged to be cyclical. However, late in 2020 the
authorities made more substantial moves to shore up business and household finances; these have
caused a sharp increase in the deficit (Box 1.1). It also took steps to counter the effects of surging energy
prices late in 2021.

Box 1.1. Measures taken by Latvia to mitigate the COVID-19 crisis

Early in the crisis, the authorities developed “Latvia’s Strategy to Mitigate the Negative Impact of the
COVID-19 Crisis”, published on 26 May 2020. Wisely, the Strategy did not focus solely on overcoming
the short-term effects of what would prove to be a downturn of unknown duration and severity. It went
further and described the medium-term measures that would align with the government’s goals. There
were to be five “action lines”: human capital, innovation, business environment for export capacity,
access to finance and infrastructure; and these were to be implemented in three phases: economic
stabilisation, reorientation and growth. The Strategy served as the basis for the follow-on National
Industrial Policy Guidelines for 2021-2027, which was released in August 2020. That document set
specific and ambitious quantitative objectives for exports and R&D for 2023 (when stabilisation and
reorientation were assumed to be completed) and 2027.

The most recent (October 2021) update on support measures in 2020-22 can be found in Republic of
Latvia ( (Republic of Latvia, 2021(3)), Table A). According to Ministry of Finance data from early January
2022, total support including sectoral budget financing, personal benefits, tax payment deadline
extensions, loans and guarantees, and spending of additional EU funds amounted to 4.4% of GDP in
2020, 7.2% of GDP in 2021 and 3.3% of GDP planned in 2022. The main items in 2021 have been: 1)
a one-time payment of 500 euros for each child(which cost EUR 188 million); 2) a one-time payment of
200 euros for retirees and people with disabilities (which cost EUR 110 million); 3) extra spending for
health care (EUR 559 million, including EUR 165 million in bonuses for doctors) and transport (EUR
228 million); and 4)business loans for working capital worth 30% of gross compensation in
October-November 2021 up to a ceiling of 100000 euros per month available to firms whose turnover
was down at least 20% or 30% (depending on other criteria) from the corresponding period of
2019/2020(EUR 513 million thus far). Substantial short-time work compensation benefits (EUR 136
million) and wage subsidies (EUR 33 million) were also disbursed. In all, an estimated 6.9% of GDP
was provided in 2021 (Republic of Latvia, 20213)).

Figure 1.4. Fiscal support in the first year of the pandemic was adequate
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Source: OECD Economic Outlook 110 database.
StatLink Sa=r https:/stat.link/eqwknr
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According to 2022 budget projections, baseline economic assumptions result in a deficit of 4.8% in 2022,
2.1% in 2023 and 1.3% of GDP in 2024, following 9.3% in 2021, and see Maastricht debt at 51.7% of GDP
at the end of 2022, almost 15 percentage points above pre-pandemic levels. The budget includes
measures to fund additional public investment and COVID-related measures in 2022 (0.8% of GDP for
each), but spending as a share of GDP will fall by 4.2 percentage points, of which 1 point is in health and
education. Two key redistributive policy measures were included. First, there was an increase in the
non-taxable minimum in the personal income tax system from 300 euros per month (330 euros per month
for pensioners) to 350 euros per month in January 2022 and then 500 euros per month in July 2022, at a
budgetary cost of 153 million euros (almost a half per cent of GDP) annually once fully implemented.
Second, family benefits were increased to up to 100 euros per month per child for households of four or
more children (less for smaller families) at a cost of 91 million euros per year (0.3% of GDP).

Nevertheless, there are grounds for caution in assessing the fiscal outlook in the short and medium terms.
First, the budget assumes a steady and sizeable acceleration in potential growth of a full percentage point
in the coming few years, much of it in 2022. This allows the projected pickup in actual growth to be
absorbed without as much pressure on resources and thus on domestic interest rates. Second, fiscal
demands are multiplying, including for lower taxes on labour and more pay for health-care workers and
teachers (see below). Third, the impact of further extensions of the COVID-19 crisis could prove more
costly for the budget. The Fiscal Discipline Council early on predicted that debt could exceed 50% of GDP
already in 2022, an outcome now shared by the latest OECD Economic Outlook and the official budget
forecast. Finally, interest rates could rise earlier than expected, forcing up debt service. The latest EU Debt
Sustainability Monitor (February 2021) placed Latvia as one of 11 countries that are at short-term risk of
fiscal stress, though it foresaw no medium- or long-term risks, despite the continuing population shrinkage
and ageing. Latvia has had a system of fiscal rules for a number of years (Box 1.2), and they have been
fully complied with for the most part (Bova and Manescu, 2020;). Owing to the COVID-19 crisis the
European Union’s (and Latvia’s) rules have been in suspension since 2020, and this will be the case again
in 2022. Otherwise the Fiscal Discipline Law would have required the central government to take the
tightest of its various fiscal rules in order to set its spending ceiling. Of course, with its Maastricht debt at
around 50% of GDP (and net debt much smaller still), Latvia is well below the ceiling of 60% of GDP.
Discussions are underway at the EU level as to what should be implemented in 2023. There are a variety
of proposals on the table, but two worthy of mention include a call for an increase in the Maastricht debt
ceiling to 100% of GDP in combination with a spending rule in line with trend output growth (Francova
et al., 20215)) and the replacement of fiscal rules by standards plus a stochastic debt sustainability analysis
(Blanchard et al., 2021(g)). Latvia may want to return to even tighter national fiscal rules in order to maintain
a sound fiscal position, reduce policy pro-cyclicality and enhance public spending efficiency.

Box 1.2. Latvia’s fiscal framework

Prior to their suspension in 2020, Latvia had a complex set of fiscal rules, notably: 1) the EU maximum
general government deficit of 3% of GDP and a target structural budget balance of -0.5% of GDP; and
2) a maximum real general government spending increase (net of interest, EU funds, smoothed capital
outlays, cyclical unemployment spending and discretionary revenue measures) that does not exceed
average potential GDP growth over the decade ending in year t+4. This is then subjected to a separate
“inheritance rule” from the previous Medium-Term Budget Framework based on the latest growth of
certain spending items like pensions, social spending, EU funds and interest that can shift the ceiling
by no more than 0.1% of GDP.

Besides deciding what to do with the considerable EU funding that will be available in coming years and
to ensure spending bottlenecks are avoided (Box 1.3), the authorities need to devise a credible fiscal
strategy, including effective associated fiscal rules, to almost eliminate the structural deficit if they wish to
restore flexibility to handle future unexpected shocks and control debt in the long term (Figure 1.5). The
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pace of consolidation implied in the short term and the small deficit permitted thereafter (0.3% of GDP, in
line with the government’s medium-term objective) are key to achieving this (even though government debt
is not quite stabilised), while at the same time allowing the financing of several equity-enhancing spending
demands on the budget as well as foreseeable future spending pressures related to climate change and
the low-carbon transition, and ageing. The latter will be felt largely only on health and long-term care (all
of these are discussed below). The present policy settings assume that (gross) public pension replacement
rates will shrink from 55% to 20% over the coming half century, which seems difficult to sustain, even
accounting for the system of funded private pensions that will provide about a third of future pension
income. Nevertheless, if non-contributory old-age benefits are raised in line with median incomes every
year starting in 2023, as planned, that will impose a rising fiscal cost, though it will prevent worsening
old-age poverty. Part of the fiscal strategy should also be to improve spending efficiency. That is being
enhanced by an inter-agency spending review process that has been underway since 2016 and has
generated EUR 341 million in cumulative savings. The scope of the review each year is defined and
approved by the government as is the destination of any funding reallocations. It has also involved the
adoption of best-practice tools for budget openness and accessibility, which inform citizens in an interactive
and visible way about the areas in which and the extent to which taxpayers' money is being spent and
what results are expected.

Box 1.3. Substantial government investment is expected, supported by EU funds

Latvia is expected to receive a substantial amount of EU resources from 2021 to 2027. The lion’s share
is expected to come from the Cohesion Funds (almost EUR 5 billion, about 17 per cent of 2020 GDP).
In addition, Latvia is one of the largest recipients of grants under the Recovery and Resilience Facility
(RRF): EUR 2.02 billion (about 6.7 per cent of 2020 GDP), of which EUR 1.85 billion has been already
approved. The remainder will be allocated in 2023 based on the economic situation. According to the
Ministry of Finance, government investment is planned to reach its peak in 2024 and then decline
gradually. These funds will have a large effect on real GDP: an IMF simulation suggests that an increase
in capital expenditure of %2 per cent of GDP per year could increase real GDP growth by 0.7 per cent
above baseline projections over the medium term. Accordingly, it would be wise to ensure sufficient
fiscal space exists in the national budget to take up the slack of declining EU support after 2024.

A significant share of the RRF funds will be devoted to climate change and digital transition. The
authorities intend to allocate 37% for climate-related measures, 20% for the digital transition, 20% for
reducing inequality, 11% for health care, 10% for economic transformation and 2% for promoting the
rule of law. Several issues should be addressed to ensure an efficient allocation of funds. First, as the
Fiscal Discipline Council has argued, the use of these funds should be coordinated with other national
planning documents, especially the National Development Plan, to avoid spending bottlenecks, create
synergies and boost effective multipliers. Second, all outlays should be subject to rigorous cost/benefit
analysis and preferably be justified by assessing their strategic payoff. Third, the authorities should aim
to reduce efficiency gaps in the public expenditure process, particularly on project appraisal and
management of Public-Private Partnerships. Fourth, to avoid overheating in the construction sector,
Latvia should make it easier to issue work permits for construction employees from outside the
European Union and support firms embracing digital technologies that increase labour productivity
(Chapter 2).

Source: (IMF, 20217).
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Figure 1.5. A fiscal consolidation strategy is needed to prepare for ageing pressures

General government debt, Maastricht definition, as a percentage of GDP
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Note: The offsetting-ageing-costs scenario assumes a primary general government balance of -1% of GDP from 2024. The without-offsetting-
ageing-costs scenario assumes that increased spending on health, long-term care and pensions will add 1.8 percentage points of GDP to annual
government spending at the peak in 2055 and 1.6 percentage point of GDP by 2060, in line with European Commission (2021). An increase of
0.8 per cent of GDP by 2060 is due to a rise in spending on health and long-term care, and another 0.8 per cent is due to a rise in public pension
spending that is greater than the increase in the contributions. The consolidation scenario assumes a primary balance of -0.3% of GDP from

2024, in line with the medium-term objective of the government.
Source: OECD Economic Outlook 110 database; (Guillemette and Turner, 2021g)); (European Commission, 2021g)).
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Box 1.4. Quantifying the GDP and fiscal impact of proposed structural reforms

The estimated impact of some key structural reforms proposed in this Survey are calculated below
using historical relationships between reforms and growth in OECD countries (Table 1.3). As these
simulations abstract from detail in the policy recommendations and do not reflect Latvia’s particular
institutional settings, the estimates should be seen as purely illustrative.

Table 1.3. lllustrative economic impact of some reforms proposed in this survey, after 10 years

GDP per capita Through Through
(%) employment productivity

Spending on active labour market policies, per employed, as a share of GDP, is 14 0.9 0.5
increased to reach approximately 75% of the level of the OECD average

Business R&D spending is increased by 0.2% of GDP 0.3 - 0.3

The pension age is increased by half a year 0.5 05

Tax increases to fund the extra spending -0.4 0.2 0.2
Total 1.8 1.2 0.6

Note: All reforms are assumed to be implemented immediately.
Source: OECD Long-term model and J. Arnold (2008), "Do Tax Structures Affect Aggregate Economic Growth?: Empirical Evidence from
a Panel of OECD Countries", OECD Economics Department Working Papers, No. 643, OECD Publishing, Paris.

The following estimates (Table 1.4) roughly quantify the long-run fiscal impact of selected structural
reforms proposed in this Survey. Since the assessment of the reform impact of recommendations on
GDP is estimated in a budget-neutral way, it already incorporates any negative effect of GDP of tax
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increases described in this box. The fiscal estimates below do not take into account any consequent
effects of reforms on GDP and hence fiscal revenues, because these seem too uncertain. The sum of
the reforms is deliberately deficit-reducing because this Survey calls for eventual fiscal tightening.

Table 1.4. lllustrative budget impact of recommended fiscal/structural reforms

Measure Fiscal balance effect (% of
GDP)
Deficit-increasing measures 1.5
Increase the Guaranteed Minimum Income and taper its withdrawal’ 04
Boost spending on Active Labour Market Policies, notably in training? 0.2
Increase spending on health and long-term care 0.5
Provide more public funding for affordable rental and social housing, and/or enrich housing benefit3 0.2
Provide more means-tested financial support for tertiary students 01
Improve wages and conditions for researchers, and provide incentives to collaborate with industry 0.1
Offsetting tax measures 2.2
Increase effective corporate income tax rates 0.3
Increase personal tax progressivity 0.2
Increase selected excise taxes and remove subsidies for the energy sector’ 0.3
Increase excise tax on undertaxed forms of alcohol, smoking tobacco and other products containing 0.1
nicotine
Increase real property tax, implement a gift/estate tax and/or deem capital gains to be realised at 0.5
death®
Accelerate efforts to fight informality and tax evasion 0.8

Notes: The policy changes assumed for the estimation are the following:

1. The Guaranteed Minimum Income is increased to 20% of the median income with a tapering of the withdrawal, a variant of the calculation
in (European Commission, 20181q)). 2. Spending on active labour market policies as a share of GDP (0.18%) is increased by 0.2 percentage
points to reach approximately 75% of the level of the OECD average (0.48%); see Figure 1.11 below. 3. Public funding for housing
allowances as a share of GDP (0.05%) is raised to the OECD average (0.27%), for example. 4. Progressivity of the personal income tax is
increased, as described in (Rastrigina, 201911). 5. Changes in the energy tax regime consist of harmonising the tax rate for diesel, oil
products and gasoline, removing subsidies for natural gas and raising excise on heating fuel. 6. The gap in property tax as a share to GDP
between Latvia (0.9%, according to OECD Revenue Statistics) and the OECD average (1.9%) is halved, for example.

Source: OECD calculations.

Fiscal policy could also do more to reduce poverty

As described above, Latvia has an unequal distribution of income and wealth. Only the poorest 2% of the
population are classified as “needy”, as distinct from “low-income” households, whose definition is locally
determined within a range. Fiscal redistribution only moderately reduces disparities in market incomes,
less than in a majority of OECD countries (Figure 1.6).The first channel for income redistribution is the
progressivity of public spending in the form of cash transfers to households (apart from in-kind social
spending on education and health care, which are excluded from such analysis). However, social benefits
are low in relation to GDP, below Lithuania’s (though catching up) and well below Estonia’s. There is also
a tax-free Guaranteed Minimum Income to which all are entitled as a form of social welfare, but it remains
modest, despite very recent increases: it is the amount needed to reach a threshold defined in 2021 as
109 euros per month for the first person and 76 euros per month for each subsequent member of the
household. It is subject to an assets test; various forms of income and assets are exempt from inclusion;
and it is granted for either three or six months, though renewals are allowed. The 2019 Economic Survey
recommended 0.5% of GDP be devoted to raising it to 40% of median income (rather than the much lower
level of officially defined “needy” income) for those who cannot work (20% for those who can) so as to
lower poverty by 9 percentage points (OECD, 201912)).

The second main mechanism for redistribution is through taxation. Latvia’s GDP share of corporate income
tax is one of the lowest in the OECD. The logic is to attract business activity, notably in the way of foreign
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direct investment. The tax, levied only on distributed profits, is borne mainly by the affluent, as opposed to
the growing GDP share of taxes on goods and services (now fifth-highest in the OECD), which are slightly
regressive (though tax systems’ distributional effects should be judged in combination with the benefits
side of the ledger). The global agreement on minimum effective corporate tax rates could lead Latvia to
collect more corporate income tax once the European Union issues the resulting directive that implements
the Pillar Two rules (OECD, 2020;13)): indeed, recent private estimates point to a gain of 100 million euros
(over 30%) if the internationally agreed floor rate is 15% ( (Barake et al., 202114]), Table 2). Latvia’s
statutory personal tax rates have been somewhat progressive only since 2018, with little evidence thus far
on the impact of that change. Currently tax-based redistribution comes through the Solidarity Tax of 25%
imposed on individual income earned above the threshold for payment of social insurance contributions
(in 2021 above 62800 euros), though this is paid by very few taxpayers. Indeed, the proceeds of the
Solidarity Tax in 2021 are forecast to be only 57 million euros (0.2% of GDP). Progressivity is achieved by
the presence of a differentiated non-taxable minimum, a tax allowance that is not available to those earning
above a certain income threshold, currently 1800 euros per month. In principle, greater progressivity of
personal income tax rates (though that would be likely to encourage tax evasion and avoidance and dull
work incentives more generally), a higher Solidarity Tax rate or a larger non-taxable minimum could all
increase fiscal redistribution in the medium term. In any case the amount of redistribution achieved by the
tax and transfer system should be monitored regularly.

Figure 1.6. Taxes and transfers do not moderate income inequality much

Household income distribution, Gini coefficient’, 2019 or latest available year
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Source: OECD Income Distribution database (IDD).
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Much of Latvia’s income disparity is geographically determined (see below). The east of the country is
much poorer than average. Three-quarters of the take from the personal income tax goes to the
municipalities, which would seem to allow them to handle such challenges. However, the potential to
overcome them is constrained by taxing entirely based on residence (which is a common practice among
OECD countries). One result is that increasingly the city of Riga lacks a lucrative tax base compared to
the surrounding Pieriga region, home to many commuters.

Finally, there are some missed opportunities to achieve a fairer distribution of income and wealth and gain
tax revenues as well. First, recurrent property tax is low compared to the OECD average both relative to
total tax revenues as well as GDP. The previous Survey called for increasing it to the average GDP share
in the OECD, which implies an increase of 0.8 percentage point of GDP. However, the authorities believe
that low recurrent property taxes are a crucial determinant of competitiveness, at least with its Baltic
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neighbours: Estonia has no such tax at all, while Lithuania’s is zero for those whose homes have cadastral
values of less than EUR 150000. They also fear that many homeowners could not afford any further tax
burden, having acquired their homes for paltry sums when they were privatised at independence. Yet,
competitiveness considerations are likely to pertain only to those applied to business properties, and a
revenue-raising reform could avoid taxing low-value residential properties by having a minimum threshold
below which such houses are not taxed. Secondly, the redistributive effectiveness of the tax system is
limited by the lack of a gift or estate tax in Latvia (OECD, 2021(15]), though personal income tax is levied
on recipients other than the spouse and children of the donor/deceased. Furthermore, unrealised capital
gains are exempt at death and transferred with a step-up in basis (the unrealised capital gain is not taxed
possibly over multiple generations). Latvia could either impose a more complete system of gift/estate
taxation or deem all capital gains to be realised at death (as is done in Canada, for example) or at least
not allow a step-up in basis (as is done in Australia) to avoid intergenerational transfers that yield
increasingly concentrated wealth. Admittedly, however, it is unclear how much additional revenue this
would raise despite high administrative costs, and it might have modest negative effects on saving
incentives.

Table 1.5. Past OECD recommendations on taxation and spending

Topic and summary of Summary of action taken since 2019 Survey
recommendations
Raise more taxes from the taxation of real = Energy taxes are heavily constrained by cross-border shopping, but scope exists to increase taxes on
estate and energy. Ensure that energy natural gas, diesel and home heating fuels over time. The authorities see property taxes as equally
taxes are uniform across fuels and uses. constrained by competitiveness concerns as well as affordability problems for many who acquired their
homes at independence.

Phase out the microenterprise tax regime.  Its features are being made less attractive: applicable rates are being raised in 2021; no new firms are
being admitted; only unincorporated firms are able to access it; and their employees are now subject
to personal taxation. However, salary restrictions are being abolished. The number of declarations and
employees has fallen sharply in the past few years to below 20000 and 34000, respectively, per quarter.

In the longer run consider further steps to  In 2018 a progressive tax schedule was introduced. It has three rates of 20%, 23% and 31%. But the

make the personal income tax more = system overall does not achieve much redistribution. Another important source of tax-based

progressive. redistribution is the differentiated non-taxable minimum, which is being raised from 300 euros per
month (330 euros per month for pensioners) in 2021 to 350 euros per month for the first half of 2022
and then 500 euros per month in the second half.

The financial system is sound, but credit provision could be improved

Banks, especially the larger ones, are in good financial shape

Latvia’s banks are well capitalised, have ample liquidity, sound profitability and moderate costs. None were
allowed to pay dividends last year during the COVID crisis. Yet a number of banks that had previously
focused on serving foreign customers, in particular from CIS countries, have been continuing to feel the
loss of that business in recent years. The sector’s assets began to fall in 2016 (though the declines have
ended in the pandemic with the rise in household deposits and banks’ participation in the ECB’s TLTROIII
operations). At the same time nonbanks, notably fintechs (see below), have been gaining market share,
presumably by providing more competitive pricing. However, intermediation has been weak, and credit
constraints are widespread.

Credit growth is modest

The Global Financial Crisis hit the Latvian economy hard, its financial system in particular. One sign of the
ensuing strain was the failure of Latvia's second-largest bank in 2018, while another is still visible in the
form of substantial financial-risk and credit aversion. Most Latvian households and firms take on little debt
and try hard not to fall behind in their repayments. Banks maintain tight credit standards and high credit
spreads in their credit-evaluation models despite marked improvement in the business environment.

OECD ECONOMIC SURVEYS: LATVIA 2022 © OECD 2022



|27

However, there is still EUR 500 million in payday loans outstanding, though that has been shrinking; the
regulatory ceiling on the interest rate on such loans is 0.07% per day (29.1% per annum).

The growth in credit demand has long been weak, as exemplified by the outstanding stock of loans to
nonfinancial corporations (NFCs), which has been falling year on year since the end of 2019, while their
household counterpart has been largely unchanged for some time now (Figure 1.7). On the other hand
both NFCs and households have seen double-digit growth in low-risk deposits over that period, as
spending has been curtailed and involuntary saving has accrued because of government-imposed
pandemic-related restrictions. Households’ debt-service ratio is low and fairly flat across income, wealth,
age and household-size classes. Overdue loans (30-90 days) have been rising slightly for NFCs in recent
quarters but are still trending down for households, as well as for foreign clients for whom they are still
high. Nonperforming loans are the lowest in a decade at 4.7% for the top four banks in 2020 but much
higher than that for their smaller rivals. These outcomes do not appear to have been attributable to the
debt-service moratoria introduced in the wake of the pandemic, nearly all of which expired by
mid-year 2021: early indications are that no significant change in asset quality has been observed since
then.

Figure 1.7. The banking system is not providing much credit to the economy

A. Loans and deposits
Stocks, EUR billion

e | 0ans to non-financial corporations
----- Deposits by non-financial corporations
Loans to households
Deposits by households 8

‘\-\-‘,—“\-..’

-
- l‘b--\"‘" =
PO A e d

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

B. Domestic credit to private sector

% of GDP, 2020
240 240

200
160
120
80

40

Source: Bank of Latvia; World Bank, WDI database.
StatLink Sa=r https:/stat.link/73mdvw

Nonetheless, there are some signs that credit supply remains impaired. One is the relatively high lending

rates: for example, rates on new loans to nonfinancial corporations in 2020 were more than double those
in the average euro-area country. Furthermore, Latvia (like its Baltic neighbours) is among a small number
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of such countries which have not seen a significant decline in the past five years. In principle, this could
be explained by the associated risks, but recent Bank of Latvia research shows that the quality of Latvian
banks’ loan portfolios, their funding costs and other conventional factors thought to affect lending rates do
not go far in explaining them (Benkovskis, Tkacevs and Vilerts, 202116)): indeed, lending rates faced by
Baltic nonfinancial corporations are among the highest in the euro area, once such factors are accounted
for.

Access to credit was tight prior to the pandemic and is likely to be still so. The latest ECB Household
Finance and Consumption Survey found that 8.8% of all households were credit-constrained in 2017, fifth
most among the 20 countries included. Especially hard hit were larger and younger households, renters
and those still paying off mortgages, and those having low net wealth and who are without tertiary
education (Bank of Latvia, 2020p177). Although getting credit was ranked relatively highly by Latvian firms
(15th) in financial-sector stability by senior executives in autumn 2020 (Sauka, 20211g)), access to finance
was a major barrier to investment in mid-2020 cited by 14% of 370 firms surveyed by the European
Investment Bank (2020;1¢)), compared to the EU average of 6%. Dissatisfaction with the cost of external
finance was expressed by 16% of firms, well above the 5% average EU outcome, and with the amount of
collateral demanded by lenders by 14%, double the EU-average share. Not surprisingly, micro and small
firms were less satisfied than their larger counterparts. Low debt-recovery rates in bankruptcy proceedings
no doubt force up lending rates (Chapter 2).

The government’s response to the structural challenges of overcoming the nation’s lag in capital markets
and building a culture of investment, including in green finance, in part through supporting fintech
development, as well as the global move to greater digitalisation in the sector came in its Financial Sector
Development Plan 2021-2023. These goals overlap substantially with improving financial literacy, which is
now the subject of efforts starting with children in kindergarten. OECD evidence shows that Latvian adults
have satisfactory financial knowledge, but below-average behaviour and attitudes (OECD, 2020;201); men
seem to have worse outcomes than women.

Fintech has the potential to lessen the access problems just described and intensify competition with
traditional finance providers, but how much it could lower borrowing costs is still unclear. It has been
developing steadily in Latvia. Progress has occurred thanks in part to the European Union’s Revised
Payment Services Directive, which largely took effect in January 2018 and was designed to encourage
both competition and innovation in a digitalising world. The sector had 91 start-ups in Latvia as of spring
2020 (Swedbank, 2020;213), but only eight had more than 50 employees. Surveyed firms cited the ease of
doing business, the talent pool, friendly regulation and government support most frequently as their reason
for setting up in Latvia. Their main complaints were about available sandboxes and
incubators/accelerators, even though there are 13 incubators in Latvia. Many pointed to the difficulty of
hiring IT specialists who were mostly seen as unavailable or lacking the required skills (Chapter 2).

The allocation of capital is also determined by business exit. In that regard Latvia has a bankruptcy system
that favours liquidation (see Chapter 2). Yet it also has benefited from a number of other recent reforms
that should prove constructive in the medium to longer term (Table 1.6).

Table 1.6. Past OECD recommendations on the allocation of capital

Topic and summary of recommendations Summary of action taken since 2019 Survey
Improve the quality and speed of court judgements through = The Economic Court started its work 31 March 2021 and had already reviewed
training and specialisation of judicial staff. 85 cases by early September. Its judges were selected in a five-round

procedure. A new Latvian Judicial Training Centre is to be established, financed
by RRF funds. Other procedural changes are being implemented according to
recommendations made in early 2021 by the State Audit Office.

OECD ECONOMIC SURVEYS: LATVIA 2022 © OECD 2022



129

Progress is being made in the long battle against informality and corruption

Informality in the labour market is severe

Informality has been a long-standing problem in Latvia (OECD, 201912)) (Sauka and Putnin$, 202122)). It
manifests itself primarily in underreporting of hours worked and wages paid (so-called “envelope wages”),
rather than people working completely off the books, i.e. without a contract (even though such workers are
10.9% of the total, compared to 8.3% in Lithuania and 5.7% in Estonia) (Sauka and Putnin$, 202023)).
Estimates of the size of the underground economy vary from 16.6% (Medina, Schneider and Fedelino,
2018241) for 2015 to 25.5% (Sauka and Putning, 202122)) for 2020, up moderately from the previous year,
possibly because of the pandemic. The government’s goal is to reach the EU average of 17% by 2022.

A research programme began at the Ministry of Finance in 2020 to help inform a future action plan. It
should attempt to assess the motivation for such practises, including the role of policy settings in taxation
and mandatory contributions, and labour market laws and regulations (as well as tougher enforcement).
For example, France’s experience with reducing informality in home services by offering a tax credit to
employer households has been quite successful.

The payoff from greater formalisation would of course be higher tax receipts but also likely better training
opportunities and working conditions and more reliable pension records (which would help to curb old-age
poverty). The State Revenue Service (SRS) believes the personal income tax gap to be around 17% overall
but an estimated 30.7% in construction in 2019, though that is down from around 40% in 2015 (Sauka,
2020ps)). In that sector, in addition to a 2019 agreement with employers to pay minimum hourly and monthly
wages, a special system has required all workers to clock in and out of work with a computer chip since
February 2020. Otherwise, the SRS makes use of banking information to look for disparities between
outlays and declared income and maintains a permanent working group on the strategic risk of “envelope
wages”. In 2025 electronic invoicing will be mandatory for all transactions between businesses. There is
also a tax gap for VAT, whose size has fallen sharply since 2010. Sauka and Putnins (202023;) estimate
that 8.0% of all enterprises in Latvia are unregistered, compared with 9.2% in Lithuania and 4.0% in
Estonia.

The penalties for tax evasion are now severe, and this greater latitude should be fully utilised in practise,
with vigorous enforcement of not only tax but labour laws and regulations as well. If the amount evaded
exceeds about 25000 euros, it is considered a criminal offense with up to 10 years of imprisonment. One
other form of potential evasion has been banned: it has been illegal to use cash in real estate transactions
since May 2019. As well, transporting over 10000 euros across the border has required a declaration since
July 2019. Finally, a Plan to Reduce the Shadow Economy is in the process of being adopted by the
government (Republic of Latvia, 20212¢)). It aims to shrink the share of the shadow/informal economy to
the average share observed among EU countries, which, according to one estimate, would entail a decline
of 3.6 percentage points of GDP (about 18% of the total shadow economy) and describes in some detail
41 measures in five action areas. A review of progress is due in 2023.

Corruption and bribery are also still seen as longstanding problems

Progress has been made in fighting corruption, but the problem remains more severe than in most other
OECD countries (Figure 1.8).This is reported to be especially true in some local governments. Combating
corruption was included in the National Development Plan, with indicative funding of 74 million euros over
the seven years to 2027. The Plan’s objective is to enhance the citizenry’s satisfaction with the way
democracy works, its participation in civic life, its perceived ability to influence political outcomes, its trust
in the courts, police and the prosecutor’s office and the speed of court proceedings. Trust in government
in 2019 remained low, better only than in Costa Rica and Mexico among OECD countries. The latest
Corruption Perceptions Index by Transparency International showed that Latvia’s score has moved up 3
points in the last two years to a ranking of 36™ out of 180 (joint 26"hamong 37 OECD countries)
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(Transparency International, 202127)). Its most recent Global Corruption Barometer showed that in autumn
2020 81% of Latvians surveyed viewed corruption as a big problem (compared to an EU average of 62%),
66% thought the government was doing a bad job in fighting it (49%), 49% feared reprisals for reporting
corruption (45%), and only 13% thought the government takes their views into account in its
decision-making (30%), the lowest of any EU country. On the other hand, fewer people thought that the
problems had worsened in the last year than elsewhere (20% compared to 32%).

Figure 1.8. Corruption is a serious albeit diminishing problem
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In recent years Latvia’s Corruption Prevention and Combating Bureau (KNAB) has been under-resourced.
Yet political and public support is strong, and it has now been given the funding needed to increase its
total staffing by an eighth and to raise average monthly remuneration by 37% by 2023, making it easier to
hire and retain high-quality personnel. In 2020 it initiated 39 criminal proceedings, of which 15% were for
money-laundering violations. For the first time two cases were prosecuted for bribery of foreign public
officials. This was described in the OECD Phase 3 Two-year Follow-up Report for Latvia (adopted 15
October 2021) (OECD, 20212g), which reported that the OECD Working Group on Bribery — which had
made 44 recommendations to Latvia in its 2019 Phase 3 report — judged that 16 recommendations had
been fully implemented, 19 had been partially implemented and 9 had not been implemented. Additionally,
several cases for bribery involving high-level national public officials are pending.
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KNAB and the State Revenue Service will need to coordinate their efforts to utilise their available resources
and legal powers to change the culture and drive out the social acceptability of such practises. KNAB is
establishing an online whistleblowing platform following the implementation of a whistleblowing law
covering both public and private sectors in May 2019. It is also making greater efforts to educate the public
about the negative impacts of corruption so as to reduce tolerance of it. It commissioned a survey of 421
firms and 1001 private individuals in February 2021, which found that in the past two years about a fifth of
each sample had considered using a bribe of a public official. For individuals, that was mostly in health
care, to find a government job or in dealing with real estate matters, while for businesses the most common
contexts were in settling construction-related issues, public procurement and obtaining permits and
licenses. Most entrepreneurs felt that bribery had declined in the last four years but many called for more
severe penalties for anyone involved in bribery, for public officials to be appointed in open competitions
and for greater openness and transparency in lobbying public officials and control of procurement
procedures. However, care should be taken not to impose excessive administrative barriers in procurement
processes, which are already rather slow.

Similar research published by the European Commission in 2020 following December 2019 fieldwork
showed that 10% of surveyed Latvians made an extra payment in the context of health care, double the
EU average (European Commission, 202029)). Cash payments were seen as sometimes or always
acceptable by 25% of those surveyed, compared to an EU average of 16%, gifts by 57% (EU average
23%) and doing a favour by 38% (23%).The problem of corruption was seen as widespread by 47% of
respondents in granting building permits, 45% in public procurement, 42% in policing and customs and
39% in health care. In 2020 the Architects Council of Europe found that most of those it surveyed across
the European Union deemed the current anti-corruption measures in the procurement system based on
EU Directive 2014/24 to have been ineffective. Accordingly, the government adopted an action plan to
improve the public procurement system in February 2020 to enhance transparency; itis considering
whether to centralise large and complex public procurements and is in the process of rolling out new tools
to monitor procurement risks and creating a database of existing contracts and amendments. This should
include future procurement needs, so that as much light as possible is shed on the relevant processes.
Finally, Transparency International Latvia recently called for bolder reforms at the prosecution services
and a comprehensive lobbying regulation and — even though the State Revenue Service has been
empowered to bar from office public officials for conflicts of interest, whose definition has been widened
and more clearly defined — an upgrade of the interest- and asset-disclosure system of high-level public
officials (DELNA, 2021s0). Indeed, a draft law on lobbying has been under development by a working
group in the parliament since October 2019, and an associated public consultation has recently been held,
but no date has been set for a final vote to adopt the law, which might be implemented following the next
parliamentary elections in 2022.

A major judicial policy focus in recent years has been the so-called MONEYVAL process of the Council of
Europe regarding Anti-Money Laundering (AML) and Counter-Terrorist Financing (CFT) measures. In July
2018 the relevant body’s Mutual Evaluation Report found Latvia not to be fully compliant with 34 of the
40 Financial Action Task Force recommendations, though there were no cases of outright non-compliance.
Latvia was therefore subjected to enhanced follow-up procedures. By the time of the first follow-up report
in December 2019 (Council of Europe, 2019317) it was re-rated as largely compliant for all
11 recommendations for which the original classification had been only “partially compliant” and fully
compliant for one other previously only largely compliant. It remains in enhanced follow-up with a further
report due this year. As a result of this progress Latvia was not put on the FATF grey list in 2020. The
process of improving internal-control systems, including risk-based supervision of customers, has
nevertheless been unrelenting, driving down non-resident bank deposits to less than 7% of the total from
as much as 55% at the end of 2014.
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Table 1.7. Past OECD recommendations on informality, corruption and bribery

Topic and summary of recommendations Summary of action taken since 2019 Survey
Continue the engagement of social partners in the fight against = The State Revenue Service signed seven new cooperation agreements in 2020-
informality through sectoral agreements. 21 with sectors with a significant shadow economy, while six were renewed with

changed terms, bringing the total to 39.

Labour market participation is high, while social protection is modest

Latvia’s labour market has historically been characterised by high participation (though not as high as in
its Baltic neighbours), above-average employment rates but mid-level joblessness (the record low was
5.4% in 2007). However, regional disparities abound (see below), and skills mismatches are significant,
necessitating greater employer involvement in training than elsewhere (see below). The employment rate
(20-64) edged down to 77.0% in 2020, which is still comparatively high. The only age group that has
below-EU-average employment rates are the under 25s. In 2020 16.8% of 20-24 year-olds were not in
employment, education or training (NEET), above the OECD average of 15.8%. However, that is well down
from over 20% in 2017, in part because of the extension of the EU-financed “Youth Guarantee”, which has
shown good results.

The labour market has been performing in line with the product market since the outbreak of the pandemic.
Unemployment rose sharply in the wake of the restrictions and closures, with youth and seniors the worst
hit (Figure 1.9). Large numbers of workers were also placed on furlough, with generous government
support by Latvian standards until mid-2021 eliciting fears in some quarters of raised income expectations
that would reduce tightening labour supply. Downtime benefits averaging 974 euros per month were
offered as from November 2020 to 55200 recipients, a smaller share of the workforce than in Latvia’s Baltic
neighbours; the total amount paid out was EUR 65 million, following about EUR 57 million during the
pandemic’s first wave. Registered unemployment (which is traditionally lower than that measured by the
LFS) averaged 7.7% in 2020, but mismatch was indicated by the number of vacancies, which reached
around 3.5% just before the pandemic before falling back to about 2.3% since then.

Figure 1.9. Employment is high, but so is unemployment
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Remote working during the pandemic has been obligatory in public administration but only recommended
in the private sector. According to official data, it reached a peak of 22.6% in early 2021, well below the
2-3% reported by Eurostat for the years prior to the pandemic. Eurostat reports Latvia’s share in
2020 (4.5%) was much lower than in some other EU countries, which averaged 12.0%.

Securing an adequate supply of labour

The key longer-term challenge in the labour market is securing an adequate supply of labour in view of
ongoing population shrinkage (see below). Part-time workers do not look like a promising source of greater
labour supply. Their share was only 7.3% of total paid employment in 2019, and informal work may mean
the true rate may be even lower. The tax rate on shifting from part-time to full-time work in 2019 (that is
working more hours) varied from 25% for minimum-wage workers to 36% for those on average wages,
which is below the OECD average, so the tax wedge would not seem to be a major barrier to shifting if the
demand for labour is sufficient. Nevertheless, direct labour force evidence shows the involuntary part-time
share to have been 20.9% in 2020, higher than the OECD average of 15.5%.

Only about half of all jobless workers are eligible for the contributory and degressive unemployment benefit,
having not contributed long enough or at all to the system. Replacement rates start out at 50-65%
(depending on the number of years of insurance contributions). The benefit is normally available only for
eight months — lowered from nine at the end of 2019, when the degressivity was also sharpened; declines
now occur every two months, reaching 55% after six months. The savings were shifted to paying for higher
minimum old-age pensions and basic and minimum disability pensions — though an extra four months was
added in the form of a temporary unemployment assistance benefit until mid-2021 at a flat rate of 180
euros per month to handle the poor prospects of finding a job during the pandemic. The self-employed are
not eligible for this benefit but can still use the public employment service. Those who are not eligible for it
must fall back on the Guaranteed Minimum Income, which is below the poverty line. Prior to the latest
increases welfare payments for a single person without children (a couple with two children) were equal to
22% (32%) of median disposable income, similar to Lithuanian levels (18% and 40%) but less than
Estonia’s (29% and 38%). By OECD standards the effective tax rate on returning to work after receiving
benefits in 2019 was comparatively moderate (78.1%) for those on the minimum wage but a very high
88.6% for those on the average wage, discouraging labour market re-entry. Therefore, it is appropriate
that the benefit not be available for too long.

Nevertheless, long-term unemployment is relatively high, despite trend declines for nearly a decade: the
share of the jobless who have been out of work for more than a year was 28% in 2020, compared to under
20% in Estonia and in the average OECD country (Figure 1.10). The long-term unemployed are provided
with individualised support including mobility support of four months for moves exceeding 15km, addiction
treatment and training.
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Figure 1.10. The long-term unemployment share is relatively large

Long-term unemployed (over one year), % of total unemployed
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In 2018 Latvia spent less than 0.2% of GDP on active labour market policy measures (Figure 1.11). These
used to focus on public-sector employment schemes but have shifted to strengthening work incentives and
rehabilitation of the long-term unemployed mainly through training vouchers. A recent OECD assessment
found that training vouchers for the unemployed were effective in raising the chances of the trainee finding
a job and the income that goes with it, especially if combined with other measures such as mobility support
but would be more effective if dispensed for a longer duration (OECD, 201932;). On the other hand wage
subsidies for the disabled did not lead to better labour market outcomes.

Employment outcomes can also suffer when wage gains outpace trend increases in productivity. Minimum
wages have recently been increased to 500 euros/month; previously minimum wages were earned by
around 18% of all workers. This is still only two-fifths of average wages, which have trended up sharply
over the past decade: yet labour’s aggregate share of income has risen from 44% in 2011 to 60% in 2020
(a much larger rise to a higher level than in its Baltic neighbours), as real wage gains have steadily
exceeded productivity growth, in line with the so-called Balassa-Samuelson effect. While one in four
workers is covered by collective agreements, union membership is much lower. Negotiations are mainly
at the firm level, but in a few instances contractual agreements have been extended throughout the sector,
which is automatically implemented if a sufficient number of employees are covered; this applies, for
example, to the minimum wage of 700 euros/month recently negotiated in the construction sector.
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Figure 1.11. ALMP spending is low
Active labour market policy (ALMP) spending, % of GDP, 2019
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A final potential source of additional labour supply is women. However, Latvia’s female employment rate
is already much higher than the EU average and the shortfall to the male rate smaller. Yet women’s work
incentives are dented by the low average wages they face. Latvia’s gender wage gap has been increasing
since about 2000 and by 2020 had risen to 22.3% (according to national data), among the highest in the
European Union and fourth in the OECD (Figure 1.12). Latvia was one of only six OECD countries whose
gap has grown over those years. Gaps are somewhat larger for full-time than for part-time workers and for
those in the private sector than their public-sector counterparts. They are largest for those in the middle of
the age distribution (smaller for youth and seniors).

Figure 1.12. The gender wage gap for full-time employees is comparatively large

Gender wage gap, median wages, full-time employees, 2020 or latest available year
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Although some of the gap follows from female career choices, recent evidence points to the comparatively
large role for presumed discrimination in determining Latvia’s gap (Ciminelli, Schwellnus and Stadler,
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2021y2)), though the Labour Law imposes equal pay for work of equal value. Social attitudes towards
working mothers are less favourable than in neighbouring countries, though the latest edition of the Gender
Equality Index (for 2020) shows Latvia at 62.1, below the EU average of 68.0 but above all other eastern
Member countries except Slovenia. Moreover, the government adopted a plan “On the Promotion of Equal
Rights and Opportunities for Women and Men 2021-2023” last August, which will focus on achieving
equality in the labour market and education, on preventing gender-based violence and on gender
mainstreaming in sectoral policies. As well, while women continue to have unbalanced caring
responsibilities, net childcare costs are among the lowest in the OECD, yielding good incentives for second
earners with children to enter the labour force and putting downward pressure on the gap (Ciminelli,
Schwellnus and Stadler, 2021y2;). There are some other usual policy levers for mitigating this problem:
closer monitoring and public attention at the firm level (pay transparency) and developing a system of role
models to tackle gender stereotypes and encourage girls to enter high-pay occupations (OECD, 202133)).
According to responses to the recent OECD Gender Pay Transparency Questionnaire, Latvia has required
public employers to report monthly on their pay levels by gender since 2018, but no such obligation exists
for private employers. In neither case is there any requirement to conduct gender pay audits.

The ageing population calls for pension-system adjustments

The population is shrinking rapidly

Latvia’s population has been shrinking since it peaked at 2.7 million in 1990, reaching 1.9 million in 2020
(Figure 1.13, Panel A), an average rate of decline of over 1% per annum. How much more decrease is to
be expected varies across different sources, and none have been updated for the impact of the pandemic
on fertility (down), mortality (up) or net migration (probably less negative as people decided to return to
their families in the crisis). While national projections show only modest further falls out to 2040, much
larger drops are predicted by the United Nations and by Eurostat for 2060 and 2100. There is a fairly strong
likelihood that the population will have halved in the 70 years following its peak.

The causes for this decline are twofold: first, a low fertility rate, which reached a low of 1.1-1.2 in the late
1990s, but then recovered somewhat thanks to a stabilisation in the average childbearing age, owing to
improving economic-development outcomes, as well as, possibly, public family-support measures
(especially childcare subsidies); and, second, steady net emigration, only modestly offset by lengthening
life expectancy (Figure 1.13, Panel D). Life expectancy at birth has risen by about five years over the past
20 years, but overall and at age 65 it remains among the shortest in the OECD. Official projections predict
a further lengthening of life expectancy at birth by 5.2 years by 2040.

Latvian residents have been leaving the country in fairly large numbers ever since its independence from
the USSR; initially, many of those were Soviet Union soldiers, and subsequently others were Russian
speakers returning to the Commonwealth of Independent States, though that flow has been falling. The
principal destination countries have more recently been the members of the European Union since Latvia
joined it in 2004. The migratory outflow has eased off over the past decade owing to Latvia’s healthy per
capita income growth, which has allowed steady catch-up in living standards. Indeed, net migration in 2020
(-3150) was the smallest since independence, and Ministry of Economy projections foresee it offsetting up
to 30% of natural shrinkage, yielding modest net immigration in the coming years, as in its Baltic
neighbours.

The government has recently begun to recognise the demographic potential of the nearly 400000-strong
diaspora, as was recommended in the last Survey: they have become the object of a three-year plan
involving seven ministries to persuade especially families with children to return to the home country,
mainly outside the Riga region. Immigration is another source of labour supply. EU citizens can enter
easily, often being posted from abroad, but others must pass a labour-market test and have a job offer
paying at least 1000 euros per month. The government should consider fast tracking prospective
immigrants in key occupations, such as those in IT or engaged in R&D (Chapter 2).
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Figure 1.13. The population has been falling and is expected to continue to do so

A. Population changes
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The population has also aged

The economic effects of this challenging demographic outlook are manifold. The most obvious is probably
what is commonly referred to as an ageing population, most often measured by the old-age dependency
ratio (the share of adults, here taken as 20 and over, that are aged 65 and over) or its counterpart called
the “demographic burden” (which is the ratio to only working-age adults rather than all adults) (Figure 1.14).
That ratio began to rise sharply from below 20% in the late 1980s and by 2020 had reached 35.5%, one
of the higher ratios in the OECD. In the United Nations’ medium variant it will rise by more than a
percentage point per year in the 2020s before slowing and then peaking at 61.5% in 2060, still fairly high,
but well below the most aged among OECD countries.

Figure 1.14. The “demographic burden” has been rising steadily
Number of individuals aged 65 and over per 100 people aged 20-64
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Demographic decline is an unfavourable context for economic vibrancy and growth. But beyond the
recovery from the current crisis, shortages of qualified labour caused by a shortfall in labour supply
exacerbated by a lack of adult training could prove crucial, especially in certain sectors and for certain
skills: Latvian employers are said to be already short of over 2000 university Information Technology
graduates per year, for example. Again, the number of young Latvians in the 20-24 age cohort fell by
around 60% from the 1980s to 2020, especially after 2008. With much larger cohorts of people in their 60s,
OECD calculations show that the population of working age is shrinking by around 1% per year. Further
out the situation looks likely to improve slightly due to a modest rebound of people in the early 2030s before
falling back again around 2040. But the demographic decline is also causing weakness in domestic
demand, placing even greater emphasis on growing exports as a potential source of sales (Chapter 2).

Depopulation has fallen most heavily on rural areas, resulting in big regional disparities

Depopulation has a regional aspect as well with significant development ramifications. Before the ageing
trend had got underway in around 1990 and still around 2000, Riga was the Baltic/Nordic region’s largest
city, bigger than Stockholm, Oslo or Helsinki, for example. But the population has fallen 18% since then,
and it has dropped back to fifth now, in part because of this “hollowing out” that is also being caused by
migration to the suburbs (called the Pieriga region, the only part of Latvia enjoying population growth).
Beyond the greater Riga region, the almost half of Latvia’s population living elsewhere has shrunk sharply,
despite the government’s considerable efforts to attract residents and economic activity there through a
local government equalisation fund worth EUR 119 million (0.4% of GDP) in 2019, for example. These
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grants are linked to municipal personal income tax receipts, rather than the local cost of public service
provision, thereby reinforcing inequality (OECD, 2019;12). The hardest hit is the poor, south-eastern region
of Latgale, which could lose 22% of its 2016 population by 2030, according to the think tank CERTUS.
People are leaving such regions purportedly due to their low wages and poor job opportunities.

Disparities across regions are large in most measureable dimensions. This includes GDP per capita, which
varied from 171% of the national average in the Riga region to 47% in Latgale in 2018. The ratio of the
GDP per capita in the most affluent commonly defined region (TL3) to that in the least affluent region in
2018 was nearly three, one of the largest among 27 OECD countries (OECD, 2020a, Figure 2.9). Gaps
are also sizeable in terms of unemployment rates, which in 2020 varied from less than 6% to 9.5% across
the six regions, and trade openness ( (OECD, 20204)), Figure 2.14). At-risk-of-poverty rates also follow
such average income differences, with outcomes varying from about 15% in the capital region to over 40%
in Latgale. Rural regions generally have smaller schools, and that means both less income for teachers
and significantly worse standardised academic test results both on national and international tests such as
PISA (CERTUS, 20213s)). The gap carries through to tertiary attainment rates, which are much higher in
the Riga region (around 48%) than in others (as low as 30%). Similar disparities exist in the availability of
professional medical practitioners, where Riga is far better supplied than average and the surrounding
Pieriga far less, and in COVID-19 vaccination rates (see above). As well, good-quality housing is lacking
in many outlying areas (see below). On the other hand, digital (broadband) infrastructure seems evenly
distributed across the country and is therefore not a barrier to business location decisions.

According to its Regional Policy Guidelines 2021-2027, the government’s objective is to foster balanced
regional development, with all regions achieving per capita GDP of at least 75% of the national average in
the next 20 years. The NDP2027 calls for spending about 0.4% of GDP per year to achieve that goal. One
shortcoming of this quantitative target is that it does not consider workers who commute to places with
higher productivity and wages, as regional GDPs are calculated according to residence, not place of
employment. However, admittedly most commuting is around major cities, so a regional policy priority is
to create high-productivity, high-wage jobs in less developed regions, obviating the need for commuting.

One helpful change just made was a mid-2021 territorial reform that is resulting in substantial local
government amalgamation. Municipalities are responsible for 28% of all Latvian government spending and
have important responsibilities in economic development, education, health and social care. The latest
reform has cut their number down from 500 in 2009 and 119 in 2020 to 43 henceforth, with a minimum
size of 3100 inhabitants rather than 1000 heretofore. Administrative costs are aligned with municipality
size, with obvious scale-economy potential; the quality of local governance is an issue in some places.
More use could be made of integrated municipal governance mechanisms, especially for the greater Riga
area, in public transport, for example. The latest reform is based on a strategy of concentrating economic
activity around national and regional development centres and ensuring the availability of high-quality
public services based on demographic trends, including affordable is based on a strategy of concentrating
economic activity around national and regional development centres and ensuring the availability of
high-quality public services based on demographic trends, including affordable housing, as well as
enhancing mobility. Official transport policy for 2021-2027 calls for rail to be the backbone of the multimodal
passenger-transport system, with buses used only where traffic cannot justify the use of trains.

More importantly, greater use of the municipal equalisation system should be made and nationally-funded
permanent support instruments will need to be developed, as local municipalities have little funding
available for local economic development and affordable housing, which is a precondition to attract
population. Many face the closure of their high schools and hospitals as well as the need to pay for the
development of their streets and roads. The central government could consider relocating some of its
national agencies in full beyond Riga to other cities as a way to kick start economic activity in such locations
and to lower the carbon footprint of government buildings. However, experience from similar actions in the
United Kingdom, Norway and Korea shows that agency productivity is likely to be severely impaired for
several years due to the refusal of many staff members to accept the relocation. This proposal has also to
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be evaluated in light of the recent rise of remote work and e-governance trends. The system of regional
governance could also be improved, as well as further amalgamation of municipalities ensured, having in
mind that, even after the latest territorial reform, in some cases development planning is still divided
between cities and their neighbouring municipalities, making further amalgamation of jurisdictions within
common areas of economic activity or strengthening cooperation mechanisms across local governments
attractive.

The implications are that, besides the just discussed effects on labour supply and regional development,
ongoing population shrinkage will have direct impacts on:

e the structures of spending and most likely of output as well: services’ share will gain at the expense
of goods and consumption relative to investment (notably in the form of housing) as the elderly
have already accumulated sufficient goods but need more personal care and recreation;

¢ the need for public services in the form of health (notably for the treatment of dementia) and long-
term social care (see below);

e the call upon budgetary and other transfers in the form of pension provision;
e less deleterious anthropogenic effects on the environment and natural resources; and

e negative effects on productivity gains, agglomeration effects and business dynamism, which some
research shows to be relatively small for Latvia in the years 2014-35 (Aiyar, Ebeke and Shao,
201636))-

Adjusting the pension system is key to address these demographic pressures

At first glance a country with a particularly aged population distribution will have difficulty in pension
provision to its elderly unless substantial resources have been accumulated, possibly in the form of pension
reserves. Latvia cannot claim to have done that in any way: its current account of the balance of payments
has been negative for most of the past 20 years, for example — though with a clear trend improvement —
while its Net International Investment Position has been negative and increasingly so until 2011 when a
trend reversal occurred: latest Eurostat data show it at -31% of GDP. Unlike many OECD countries today,
Latvia’s elderly are poorer than average.

In order not to place an excessive burden on the working-age population the nation’s current public pension
system (introduced in 1996) provides only a fairly basic income to pensioners. It comprises a notional
defined contribution scheme plus a funded defined contribution component that is allocated 30% of
contributions (which total 20% of income). The still maturing funded part was worth 2.1% of GDP at
end-2020 — lower than in most other OECD countries with a funded component — and earned a low average
return of 2.4% in real terms in 2020, less than the median of 4.5% and about half that in Latvia’s Baltic
neighbours (OECD, 202137)). Average rates of return realised in the last 15 years have been slightly
negative in real terms, in large part because of high management fees incurred. However, following a 2017
reform such fees in the second-pillar funds have been cut by nearly two-thirds to below 0.5% per annum.

Pension adequacy is a growing concern. Future net pension replacement rates for full-career workers
starting their careers in 2018 were estimated at 54.3%, less than the OECD average of 58.6%
(Figure 1.15, Panel A). Looking forward, gross contributions as a share of GDP will fall by 1.6 percentage
points over the next half century as population and employment shrink, while gross pension payments will
rise by 1.0 percentage point owing to 2.2% of GDP in mandatory private pensions. Someone with 40 years
of contributions retiring at age 65 in 2059 could expect a pension worth only 41.7% of their pre-retirement
net income. Furthermore, most people — especially men — do not enjoy long pensions because of low life
expectancy at age 65. Finally, the system overall implies little redistribution: replacement rates are fairly
constant across earnings levels.
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Coverage is also limited: one needs to have 15 years of contributions to get an ordinary pension, and that
is set to be raised to 20 years in 2025, contrary to the earlier OECD recommendation to lower the minimum
contribution period (OECD, 20183s1). Those failing to reach that mark get a basic pension, which was fixed
at 64 euros per month from 2006 to 2021 when it rose to 109 euros, though there is a separate Guaranteed
Minimum Income available to all age groups and a minimum pension for those surpassing the minimum
contribution period. The self-employed are also treated differently from dependent employees: if they avail
themselves of the option to pay only the minimum mandatory contribution (which they overwhelmingly do,
as in Poland, Slovenia and Spain), their penalty compared to an average-wage employee is 46%, more
than double the OECD average of 21% (OECD, 201912)). At mid-year 2021, however, a system of
mandatory minimum social insurance contributions was implemented for everyone (including the
self-employed) with a base equal to the minimum monthly wage. Cushioning for career breaks is quite
limited: only eight months at most for unemployment spells and 18 months for child rearing. Safety-net
benefits for the elderly and minimum pensions were frozen for the years 2009 through 2012 and then kept
constant in real terms from 2013 to 2019, during which time real wages rose substantially. However, there
was a sharp rise in 2021, following a more moderate increase in 2020. For other public old-age pensions,
indexation occurs annually for pension amounts up to 50% of the previous year’s average monthly wage
(currently 470 euros). Compensation is provided for the rise in consumer prices plus a share of real
increases in the wages included in the contribution base. The share starts at 50% for those with less than
30 years of contributions and rises in stages to 80% for those with at least 45 years of contributions.

Public old-age pension spending was 7.1% of GDP in 2020. About 7% of recipients received less than 150
euros per month (although substantial increases were granted in January and October 2021). This has
resulted in the second-highest (relative) old-age poverty rate in the OECD (Figure 1.15, Panels B and C).
Relative poverty among the elderly has risen considerably since the freezing and is particularly prevalent
for women (39%, compared to 20% for men); besides the aforementioned treatment of career interruptions
for parenting, the latter may also be partly attributable to modest survivor benefits, which had until recently
been limited to a lump sum worth two months of the deceased person’s pension but has been raised to a
half-pension (including supplements) for a year. High elderly poverty is also due to the fact that ordinary
pensioners have not shared (much) in real income growth, as their pensions have been indexed for inflation
but little (until recent years) for real wage gains. Ensuring such enrichment on a regular basis (as is planned
starting in 2023), along with longer working lives and possibly higher contributions, would avoid further
rises in old-age poverty.

Another policy that is being relied on to restrain the pension burden on the budget and to mitigate the
decline in labour supply is to lift the pension age, which is being raised by three months per year from its
current level of 64 to reach 65 by 2025. But there are no official plans to continue that effort thereafter. It
is key to maintain that trajectory and to automatically link the retirement age to life expectancy, as seven
other OECD countries have done, so as to remove the need to pass legislation on a recurrent basis. Of
course, automatic adjustment mechanisms do not solve all pension financing problems ( (OECD, 202139)),
Chapter 2). In Latvia’s case, with short life expectancy at age 65 and a poorly resourced health-care system
the downside is that many retirees will enjoy only a brief retirement, especially if they are in low-income
groups and/or live in regions that have especially short life expectancy. In any case the
disability/occupational rehabilitation systems need to be strengthened to help those who can work to keep
working and those who cannot to be adequately supported.
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Figure 1.15. Pension spending is low, and old-age poverty rates are high
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Health-care performance has been improving, but more needs to be done

Overall health spending is low, contributing to short life expectancy and other ills

The broad outlines of Latvia’s health-care system include universal coverage, largely general tax-financed
provision, a purchaser-provider split and a mix of public and private providers. However, in a number of
dimensions outcomes are sub-standard, notably patient satisfaction.

In 2019 health-care spending per capita remained relatively modest, even in comparison with its Baltic
neighbours (Figure 1.16, Panel A). While per capita spending has risen by 57% since 2010, it was still the
lowest in the European Union and only about half OECD-average levels (in PPP terms). Even though some
of the lack of spending is explained by Latvia’s low level of per capita GDP and the related low price level,
health-care spending as a share of GDP (at 6.2% in 2021, the second lowest in the OECD) is also low
(Panel B). Spending by the Ministry of Health rose sharply during the pandemic but is budgeted to fall back
to near pre-pandemic shares of GDP in the coming few years. A high share of spending (26.5%) was
allocated to pharmaceuticals, in part because of high generics prices and, until recently, insufficient
incentives for their use (OECD, 20200;). However, regulations that entered into force in April 2020 seem
to have been effective in capping the prices of costly generics (they can be no more than double those of
the cheapest alternatives), encouraging the use of cheaper drugs and lowering patient co-payments:
brand-name products can no longer be more than 30% of any doctor’s annual prescriptions.

Low spending has important implications for economic resilience and is one important reason for poor
healthy (total) life expectancy at birth, which is among the lowest in Europe at 50.6 (70.1) years for men
and 52.2 (79.7) years for women; for the population as a whole life expectancy at birth was 75.7 years in
2020, about five years less than the EU average but five years more than in 2000, one of the European
Union’s fastest gains (Figure 1.17, Panels A and B). The gender gap in life expectancy is the second
largest in the European Union and almost double the EU average gap of 5.2 years; but women especially
suffer from chronic diseases and disabilities. Gaps in life expectancy are also much larger than average at
age 30 between the least- and most-educated groups (Murtin et al., 2017(41) (OECD, 201912]). The
National Development Plan 2021-2027 (NDP2027) hopes to extend healthy life expectancy at birth for men
and women to 55 and 57 years by 2027 with indicative cumulative funding for “human-centred health care”
of 558 million euros (an average of about %4 per cent of GDP), of which about three-quarters is from EU
funds; however, some funding that is allocated to other purposes will also influence life expectancy
outcomes, those confronting air quality, for example (twice as many Latvians die from ambient air pollution
as in the average OECD country). In any case, this is an ambitious goal with significant budget implications:
meeting it would require almost double the pace of improvement achieved since 2000. Finally, life
expectancy at age 65 for women is one of the lowest in the OECD, while for men it is the second lowest of
all (Panel C).
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Figure 1.16. Health-care spending is low per capita and in relation to GDP

A. Current health expenditure
Per capita, USD PPP, 2020 or latest available year
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Longer-term cost pressures will no doubt worsen progressively over time with the ageing of the population
because of the resulting need for more and more costly medical procedures (both technologies and
pharmaceuticals) and social care, notably for the rising share of those with dementia, as well as the effects
of “Baumol’s disease”, which implies that service-sector wages will rise faster than economy-wide
productivity, especially in a catch-up economy. The government is beginning a pilot project for the provision
of integrated care for dementia patients; it needs to be adequately resourced. The number of people waiting
for a place in long-term care institutions nearly tripled in the four years to end-2019, reaching 11.6% of
available capacity. Annual per capita spending on long-term care in 2018 was only 61 euros, a small
fraction of the 588 euros allocated on average in the European Union ( (OECD, 201942)), Figure 9).
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Figure 1.17. Life expectancy is low, notably for men

A. Life expectancy at birth
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The low quality of care and substantial unmet needs also signal a need for improvement

There are several other aspects to the health-care system’s need for upgrading:

Treatment quality remains an issue: in the most recent (2018) data for preventable and treatable
mortality outcomes per hundred thousand population were 326 and 196, respectively— double the
EU average figures of 160 and 92; in 2019 the sum (labelled as avoidable mortality) fell to 405, still
double the OECD average of 199. Those numbers have improved more rapidly than the EU
average since 2011, and some of the gap is no doubt due to the poor quality of the air in terms of
fine particle concentrations (see below).

Few Latvians believe they are in good health: according to EU-SILC data, in 2019 only 47.1% of
the population aged 16 and over self-reported their health as at least good (the EU average was
68.6%), including only 12.6% of the over 65s. The gap of 44.3 percentage points between adults
in the top and bottom income quintiles is 23 percentage points larger than in the average OECD
country (OECD/European Observatory on Health Systems and Policies, 202143)).

Self-reported unmet needs for medical examination and care (because of cost, distance or waiting
lists) are widespread, though falling: in 2019 they were experienced by 4.3% of the population
(8.8% for the lowest-income quintile and 1.3% for the highest), a substantial improvement from
16.1% in 2011, but still greater than the EU average of 2.0%, no doubt in part because of the
narrow coverage of the public insurance system, which includes aggregate quotas of available
care. Access problems are concentrated in rural areas because of an uneven geographic
distribution of providers, at least general practitioners.

There is a longstanding problem of heavy out-of-pocket payments: in 2020 they amounted to about
36% of total health-care costs, highest in the European Union, which has generated considerable
accessibility and well-being gaps across income categories (Figure 1.18). Although there is an
annual cap (EUR 570) on individual mandatory contributions, as many as 15% of households
experience catastrophic levels of health spending. National efforts should be more ambitious than
the NDP2027’s objective of lowering the out-of-pocket share to 33% by 2027.

Figure 1.18. Households’ out-of-pocket health-care spending is high

Households' current out-of-pocket expenditure on health care, % of total, 2020 or latest available year
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A lack of resources has implied low numbers of medical personnel and long wait times

A lack of qualified medical personnel is probably one of the main reasons for low life expectancy, the large
number of preventable deaths and long wait times. Doctors per 1000 population numbered 3.3 in Latvia in
2019, compared to 3.5 in Estonia and 4.6 in Lithuania, while nurses were only 4.4, below Estonia’s 6.2,
Lithuania’s 7.7 and an OECD average of 8.8 (Figure 1.19).The demography of medical professionals is
also daunting: for example, the overall share of doctors aged over 65 is almost 30% and as much as 42%
in one specialty. The number of practising nurses has plunged more than a quarter since 2006, leading to
a recent modernising reform of nursing studies and careers and a near-doubling in state-financed physician
residency places over the last five years. Another possible avenue for boosting practitioners quickly is to
encourage delayed retirement through bonuses, for example. National data show a sharp improvement by
the beginning of 2020 in numbers of practising doctors and a modest rise for nurses and medical
assistants. Nevertheless, across all medical disciplines around a quarter of registered professionals are
not practising. Shortages have been caused by what until recently had been extremely low compensation
levels. This resulted historically in fewer young people entering some forms of medical training, although
Latvia has recently been training among the most doctors per capita in the OECD. It had also led to
significant numbers of professionals emigrating to seek a better standard of living, as well as others leaving
their discipline mid-career for other jobs.

Figure 1.19. Latvia has few practising nurses

Practising nurses, per 1 000 population, 2019 or latest available year
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The NDP2027 seeks to raise the number of doctors per 1000 population to 3.45 in 2027 and the number
of nurses to 4.6. This would allow more annual patient consultations per capita (about six, compared to
7.6 on average in the European Union) and shorter wait times. For some types of surgery and specialists’
consultations available data seem to indicate significant shortening of queues in recent years prior to the
pandemic. However, pre-COVID wait times remained long for elective surgery, rehabilitative care and
specialist consultations. The combination of even moderate co-payments and long wait times caused in
part by the aforementioned quotas has encouraged the development of private health care: the share of
hospital beds in private institutions, for example, rose from 3.3% in 2000 to 10% in 2016, where it has
since remained.
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Most importantly, however, pay has been boosted sharply in the last few years, for example by a
cumulative 44% for doctors (to an average of 1862 euros per month). A target-salary model has been
developed but not yet approved by the government. Proposed annual increases would average some
10-12% for doctors and nurses. In total, these measures would cost a total of EUR 730.6 million
(over 1/2 per cent of GDP) over the coming four years. This could be effective in attracting young people
into these professions, so long as they are not excessively focused on seniority premia and working
conditions are not too burdensome. However, a much lower allocation was made available in the 2022
budget, which will allow annual increases of only 4.4% for doctors and 4.7% for nurses.

Health-care spending efficiency could be enhanced

In addition to devoting more resources to health-care spending could be made more efficient. A recent
assessment has argued that the system is too hospital-centred and would benefit from shifting resources
to more primary and home care as well as community-based services (OECD/European Observatory on
Health Systems and Policies, 202143)). Hospital rationalisation has been underway for some time, and the
authorities feel that there is no longer any need to pursue that effort. Indeed, the number of hospitals fell
from 156 to 63 since the late 1990s, but no further progress has been made in the last decade, in contrast
to Luxembourg, for example, where the number has fallen steadily by a cumulative 40% to half Latvia’s
level. Yet normalising for population Latvia has a mid-range number of hospitals by OECD standards.
There is, however, a surfeit of hospital beds — though that has shrunk over time — as well as lower bed
occupancy and longer average hospital stays than in top-performing countries. Whether those excess beds
have been a boon during COVID-19 is uncertain, as they may not have been sufficiently equipped nor
staffed.

Digitalisation in the sector is proceeding in line with more advanced countries: for example, doctors’
appointments can be made online (though the share doing so, 8%, is lower than almost anywhere else in
the OECD), as can filling prescriptions. However, telemedicine seems to have been underdeveloped prior
to the COVID-19 pandemic.

Another efficiency-enhancing service delivery innovation that has been successfully adopted in a number
of other OECD countries, at least in urban settings, is team delivery of outpatient care (Box 1.5).
Team-based care offers many potential advantages, including expanded access (more office hours and
shorter wait times); more effective and efficient delivery of additional services that are essential to providing
high-quality care, such as patient education, behavioural health, self-management support, and care
coordination; increased job satisfaction for practitioners; and an environment in which all medical and
nonmedical professionals are encouraged to perform work that is matched to their abilities
(Schottenfeld et al., 2016p41). The authorities should pilot such an approach in Latvia.
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Box 1.5. Team delivery of health care

For over 20 years now one of the key underlying themes of health-care reform in advanced countries
has been adopting more integrated forms of service delivery, especially in primary care. One of the
main forms this has taken is adopting a team-based approach to care, involving multiple practitioners
from different professions working collaboratively to provide care. The hope was that this would
generate clear gains in the quality of care, even if not in costs. Indeed, a recent meta-study examined
167 articles in the literature and concluded that this approach leads to a perceived improvement in the
quality of care, increased patient satisfaction and enhanced access to care (Baxter et al., 2018s5)).
Some evidence also exists that it leads to fewer medical errors (Rosen et al., 2018g)).

The OECD has also advanced multi-disciplinary team practice as a key component in delivering
successful care in the context of the ongoing pandemic, along with innovative roles for health
professionals, integration with community health services, use of digital technology and application of
well-designed incentives (OECD, 2021u7)). In particular, it cited experience with such care in France,
Iceland, Ireland, Slovenia and the United Kingdom as evidence of its effectiveness.

Shifting towards more preventive measures

One way to improve health outcomes before is by implementing preventive measures. Overall, public
health and prevention accounts for only 2.2% of Latvia’s total health-care budget, compared to an EU
average of 3.1%. Despite big improvements in recent years, cancer screening rates are still well below EU
norms: for example, only 39.1% of 50-69 year-old women had been screened in the past two years,
compared to 61.7% in the average OECD country. Another preventive measure is vaccination. As
discussed above, Latvia’'s COVID-19 vaccination speed has lagged behind other countries’ (see above),
and its vaccination of seniors against influenza could improve, but it has been more successful in
vaccinating against childhood diseases. A pre-pandemic assessment also concluded that Latvia suffers
from generally poor control of communicable diseases (OECD, 2019u2)): for example, HIV rates are among
the highest in the European Union, even though they have trended down. In sum, greater efforts must be
made to encourage the public to participate in such preventive measures after ensuring they are covered
by the relevant public insurance scheme.

As in many other countries, the maintenance of good mental health does not receive adequate attention
either, even if a population mental health survey has recently been promised. Suicide rates are amongst
the European Union’s highest.

Lifestyle-related risk factors are heavy, calling for more aggressive policy actions

Lifestyle-related risk factors (including air pollution) accounted for 43% of all Latvian deaths in 2019, well
above the EU-average share. Most of that gap is from dietary factors, which cause 24% of all deaths
compared to only 17% in the average EU country (OECD/European Observatory on Health Systems and
Policies, 2021u3)). Hence, a multi-pronged approach to confront this problem should be followed, including
public awareness campaigns. A key component would be to make full use of excise taxes to discourage
unhealthy behaviours. These have been shown to be effective in reducing Latvian purchases of cigarettes,
beer and vodka (Pluta et al., 2020pu4s)). As with motor-vehicle fuels, recourse to excise taxes is constrained
by cross-border shopping, given the proximity of a border for most residents (Pluta et al., 20204g)). In most
cases they are currently similar to rates imposed in Latvia’s Baltic neighbours. There are nonetheless a
few items for which current non-energy excise tax rates are lower than in neighbouring countries and could
be readily raised, notably on distilled alcoholic beverages (spirits), beer from small breweries and smoking
tobacco. In any case the excise tax rates on all types of alcoholic beverages and all tobacco and
nicotine-containing products should be reviewed regularly and revised in line with national fiscal and
public-health objectives.

OECD ECONOMIC SURVEYS: LATVIA 2022 © OECD 2022



50 |

Average annual alcohol consumption per adult in Latvia (12.9 litres) is high, well above the other Baltics’
and half again as great as the OECD average (8.7 litres).The gap is due to men, who consume an average
of 20.9 litres (Figure 1.20). The result is that nearly 20% of men 15 and over were alcohol dependent in
2016, the OECD'’s highest share ( (OECD, 2021p9)), Figure 2.9). It does not help that alcohol has become
26% more affordable since 2013, in contrast to quasi-stable affordability in Latvia’s Baltic neighbours
(OECD, 2021u9). The estimated impact on health expenditure (+3.7%), life expectancy (-1.6%) and future
productivity and GDP (-3.6%) is not trivial (OECD, 2021u9]). The seriousness of the situation elicited a
government National Action Plan on the Consumption of Alcoholic Beverages and Limitation of Alcoholism
2020-2022, adopted in July 2020. It will restrict advertising and availability of alcoholic beverages as well
as quantity discounts, implement content labelling requirements on alcoholic beverages, including warning
labels (for example, on driving or consumption by pregnant women),and improve alcohol addiction therapy
and rehabilitation services, among other steps. The legislative process has begun in order to implement
several measures included in the National Action Plan. Minimum unit pricing is one further measure that
should be considered in the future. OECD (202149]) outlines a comprehensive policy package costing only
1.4 euros per person annually, which would generate over 22 euros per person in estimated economic
benefits. It finds that reducing consumption to just 1-1.5 drinks a day would have a significant impact on
life expectancy, health-care spending and real incomes.

Nearly a quarter of adult Latvians (22.6%) smoke daily, down from a third in 2000 but still well above
international averages (the OECD average is 16.5%); the habit is much more prevalent among men than
women and more closely aligned with education than in other EU countries. The strategy of Latvia’s
Ministry of Health for coming years is to develop and implement several tobacco-control policies —
regulating tobacco-free nicotine patches and heating product devices, evaluating whether to require plain
packaging for tobacco and nicotine-containing products and developing a state-funded smoking-cessation
programme.

Figure 1.20. Alcohol consumption is the OECD’s highest in per capita terms

Litres of pure alcohol consumed per person aged 15+ per year, 2019 or latest available year
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Obesity among adults is also worse than average EU levels: in 2019, 22.3% of adults were considered
obese (third highest in the Union and more than six percentage points above the EU average), and nearly
38% more were overweight (Figure 1.21). Besides a lack of physical exercise by two in five adults, poor
nutritional habits are common, notably a pronounced deficiency of fruit and vegetables in the diet (Latvians
eat the least fruit per capita and second-least vegetables per capita in the European Union) and the
widespread consumption of non-alcoholic sweetened beverages. Latvia has imposed a tax on such
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beverages since 2000, currently set at 7.4 euros per 100 litres. The tax has helped to lower the average
daily intake of such beverages among children, especially girls, but it has been much less effective among
adults. It is likely that EUR 0.025 per serving is just too little to have any real impact. In 2022 the tax is

scheduled to be almost doubled to 14 euros per 100 litres for drinks whose sugar content exceeds 80g per

litre. However, this should be reconfigured to include the equivalent in sugar substitutes, which are
arguably just as harmful to human health outcomes. And, in the context of the forthcoming Public Health

Guidelines for 2021-2027, more will need to be done to educate the population about the importance of

diet and lifestyle, including physical activity, in maintaining good health. This could usefully include a
system of warning labels on food products that are high in their content of salt, sugar and saturated fat as
was first implemented in Chile in 2016 and Israel in 2017, which could save almost 500 lives per year and

EUR 150 million in outlays as well.

Figure 1.21. Adult obesity is higher than in most other European countries

Self-reported obesity, % of total population (adults), 2019 or latest available year
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Source: Eurostat EHIS 2019; OECD Health Statistics 2021.
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Table 1.8. Past OECD recommendations on health care

Topic and summary of recommendations

Summary of action taken since 2019 Survey

Reduce out-of-pocket payments, especially for the
low-income population

Deliver preventive care more effectively by
expanding the activities nurses and pharmacists
are allowed to carry out, notably in rural areas
where services are scarcer.

Small adjustments were made to the co-payments applicable to doctor's and specialist's
visits in January 2020. Co-pays for drugs were also reduced sharply as from April 2020 by
requiring greater use of generics and lowering the prices of 388 reimbursable medicines. The
definition of needy persons for whom no co-pays are applied has been relaxed. Some
disabled people will be exempt from co-pays as well from 2022. However, the problem of a
lack of available budget-financed care forces patients to buy services in the fee-paying sector
at much higher prices than the applicable co-payments.

A new designation of General Care Nurse is to be established by 2022. They would have
broader competencies in therapeutic, surgical and outpatient care and could work
independently to diagnose patient-care problems, give counselling, and provide, evaluate
and analyse the quality of patient care. Plans are also afoot to allow pharmacists to provide
vaccinations, which they currently cannot do. However, understaffing persists among nurses.
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Much of the housing stock is crowded, old and in poor condition

Housing affordability and quality are pressing challenges in Latvia (OECD, 2020p0). A long-term
well-resourced comprehensive strategy is needed to tackle them. Its housing stock is ageing and in some
cases lacks some basic amenities: almost 9% of households had no private access to an indoor flush toilet
in 2020, and 10% lacked a bath or shower. Few residential buildings have been constructed since 2010,
almost none outside Riga and Pieriga. This is of course partially due to the shrinking population, but that
does not explain the lack of total units built: only 3315 in 2019, for example, compared to Estonia’s 7014
and Lithuania’s 12577. Indeed, there are on average only 1.2 rooms per person, a third less the OECD
average, and overcrowding is significant (34.2% in 2018), surpassed only by Slovakia, Poland and Mexico
among OECD countries and compared to an OECD average of 11% (OECD, 2020s0)). At around 2%
housing investment as a share of GDP has been among the lowest in the OECD for most of the last
20 years (Figure 1.22). While there are about 25-30% more housing units than households, there are many
vacant units in remote areas where demand has fallen as people have migrated to regional centres and
the Riga region (see above). Land-use governance stands out as especially restrictive in Latvia, resulting
in housing supply that seems fairly unresponsive to demand.

Figure 1.22. Housing investment has long been a small share of GDP
Housing investment, % of GDP, average 2000-20 or to latest available year
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Source: OECD National Accounts database.
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As regards affordability Latvia has a “missing middle”: those who are too poor to afford a mortgage on a
75 square metre apartment but too affluent to be eligible for housing benefit (see below). These neglected
households are believed to comprise about 44% of the total (OECD, 2020;s0). Banks are unable to offer
mortgage amortisation beyond 15 years (without taking substantial interest-rate risk), which is too short for
many borrowers. The result is that mortgage claims are modest in relation to GDP. House price increases
have outpaced the OECD average over the past decade, but that followed a large decline in the Global
Financial Crisis, and in real terms prices have only just reached their 2007 peak (Figure 1.23). Many
owner-occupiers in 2017 could also not afford to undertake necessary maintenance measures (OECD,
2020507), but a maintenance-support long-term loan programme has been recently implemented with a
fixed interest rate of 3.5% per annum. On the other hand, affordability is bolstered by the low average level
of recurrent residential real estate taxes. Cadastral values are supposed to be updated every four years.
The next update is provided for by recent amendments to the State Immovable Property Cadastre Law
adopted by the Parliament on 6 June 2021, which entered into force on 12 July 2021. That Law provides
that the Cadastral Value Base for 2025-2028 shall be approved by 30 June 2023 and shall apply for the
calculation of cadastral values from 1 January 2025.
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Figure 1.23. House prices have only just recovered from the plunge during the GFC
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Source: Eurostat; OECD Housing prices database.
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In addition, the private and social rental markets are both thin (Figure 1.24), resulting in weak labour
mobility and households remaining in low-quality or unsuitable housing (and hence lower well-being).
Despite evidence of long average commutes (36.5 minutes per day, compared to an OECD average of
30.5 minutes), over a recent five-year horizon only 9.7% of households had moved ( (Causa and
Pichelmann, 2020;s1;), Figure 3.1) — compared to an OECD average of 21.6% — of which only 0.5% for
job-related reasons. This contributed to the rise in job-vacancy rates in the years leading up to the
pandemic. One constraint on the supply of private rentals might have been landlord-tenant regulations,
which have historically provided too little protection for landlords; a new regime went into effect in May
2021 (OECD, 2020;507). On the other hand the stringency of rent controls is in line with that seen in the
typical OECD country. In any case, the lack of good-quality housing for staff is said to be discouraging
foreign investors from locating their operations in many parts of the country.

Only 43000 households receive the tax-free housing benefit, which represents 7% of all households and
18% of those in the bottom income quintile. Housing benefits are available to both qualified needy
households and non-needy, low-income households. Total spending in 2020 was only EUR 13.3 million.
As a share of GDP this is among the OECD’s lowest (Figure 1.25). Monthly average payments ranged
from 14 euros for non-needy, low-income single persons to 26 euros for multi-person households.
However, a reformed system took effect at mid-year that is projected to boost eligibility to around
65000 persons and have uniform national benefit levels. It is normally granted for three months, unless
there is no working-age person in the household, in which case that is doubled to six months. The same
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list of income disregards applies as to the Guaranteed Minimum Income (see above). Despite such
parsimony, the housing cost overburden rate (the share of low-income households paying more than 40%
in rent) is mercifully low: 14.2% compared to an OECD average of 35.2%. Homelessness is also not a
major problem. The nation’s 14 homeless shelters are operated by urban municipalities, mainly Riga. In
2019 0.36% of the population (largely men) occupied such institutions, 58% of whom had addiction
problems.

Figure 1.24. Social rental housing is a small share of the total

Number of social rental dwellings, % of total housing stock, 2020 or latest year available
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Source: OECD Affordable Housing Database. http://www.oecd.org/housing/data/affordable-housing-database/
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Figure 1.25. Public spending on housing allowances is modest

Government spending on housing allowances, % of GDP, 2020 or latest year available
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Source: OECD Affordable Housing Database. http://www.oecd.org/housing/data/affordable-housing-database/
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The National Development Plan 2021-2027 included indicative funding of 480 million euros (about 0.2%
of GDP) to achieve progress in lowering the share of households in financial distress due to housing, living
in unsatisfactory conditions or on municipal housing assistance registers, as well as in raising the share of
those in “renewed” housing, the number of new apartments commissioned and of units with improved
energy efficiency. Enhancing housing-sector energy efficiency is a significant challenge, as it is well below
the OECD average, and much of the stock is heated mainly by biomass (wood), creating about two-thirds
of all fine-particle emissions and resulting in housing-sector fine particle emissions per capita that are four
times the OECD average (Figure 1.26). In the short term, as recommended in OECD (2020;sq)), using seed
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money from the ERRF, the government intends to create an affordability fund of 43 million euros for
long-term loans and 30% grants for at least 700 affordable rental housing units for the missing middle, with
half of rental payments going to future affordable housing construction projects once the loan is repaid
(revolving funds). Using Multiannual Financial Framework (MFF) funds the government also plans to spend
61 million euros to provide 85% grants to municipalities to build and renovate 1800 units and plans to
create a programme to make construction loans for rental buildings with market rents. It has already begun
to offer purchase grants worth 8000-12000 euros (depending on the number of children and whether or
not the house is energy efficient) on homes worth no more than 250000 euros to larger families under the
“Balsts” programme.

Figure 1.26. Housing-sector fine particle emissions are the OECD’s highest

PM 2.5 emissions, housing, kg per capita, 2018 or latest year available
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Note: The “Housing” category includes the sub-categories: Housing, water, electricity, gas and other fuels, and Housing-other.
Source: Air emission accounts, OECD Environment Database; OECD National Accounts database.

StatLink sSw=ra https:/stat.link/1ysOjh

It could also provide incentives to get housing associations or cooperatives off the ground, even though
that would probably pay off only in the longer run. Sweden is an example of a country that has a long and
successful history of using such affordable housing vehicles, and a German cooperative (Living in
Metropolises SCE) is setting up a pilot project in Jelgava (LiM - Living in Metropolises SCE, 202152).
Another option is to implement a rent-to-buy programme, as advocated by the Local Government
Association. In any case all municipalities should have well defined housing strategies, notably Riga, so
as to avoid unforeseen strains driven by market forces. Urban densification should feature prominently in
such strategies to lower energy consumption in line with climate-change policy requirements.

Table 1.9. Past OECD recommendations on housing policies

Topic and summary of recommendations Summary of action taken since 2019Survey
Encourage housing management agencies to  ALTUM, the public development finance agency, is managing funds of EUR 201 million for
initiate and manage energy-efficiency investment = energy efficiency investments in 989 residential buildings, co-financed from the 2014-20
for a large set of buildings and provide lower- ERDF planning period. In addition, a new instrument worth EUR 229 million is being
income homeowners with grants covering up to  developed for the subsequent 2021-27 planning period.
100% of the costs.

Introduce means-tested tax incentives for the = No action taken.

refurbishment of basic amenities.

Provide more public funding for affordable rental = A new long-term financial instrument is being developed to finance 700 low-rent apartments

and social housing. outside the Riga area. It will support developers with a long-term loan and a grant element
and require co-financing of 5% of eligible costs. A new EU-financed support scheme for
social housing worth EUR 61 million including 15% local co-financing is also being designed
to renovate 1200 apartments and build 600 new units. Priority will be given to places with
housing queues and a range of community-based social services.

Require housing developers to allocate a = No action taken. Considering potential fairess issues, if this would make housing more

proportion of their dwellings as affordable units. expensive for other buyers, the authorities favour direct state purchases.
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Latvia needs to address some major environmental challenges

In its recent National Development Plan for 2021-2027 the Latvian government chose “Nature and
Environment” as one of the 18 directions it wishes to pursue and allocated it indicative funding of
1.37 billion euros for the period, almost 0.7% of GDP. Ten associated indicators were selected for
monitoring purposes covering climate change, air pollution, water quality, municipal and hazardous waste
disposal, protected areas and ornithological biodiversity.

Recent progress in dealing with climate change has been limited, and air pollution is bad

Latvia’s National Energy and Climate Plan 2021-2030 was adopted early in 2020, mapping out a path of
reduced emissions and greater use of carbon sinks to achieve a national 2030 target of total GHG
emissions (without the land use, land-use change and forestry — LULUCF- sector) 65% below 1990 levels
and an additional target for non-ETS activities of -6% compared to 2005 so as to reach carbon neutrality
by 2050. However, reaching that goal would still require a much faster rate of decline after 2030 than in
the current decade. Moreover, in 2021 the European Union agreed to raise its 2030 commitment by
15 percentage points, so greater ambition and hence less backloading by Latvia would seem to be called
for. Separately, in February 2021 Riga signed the Paris Climate Declaration and joined other European
cities in a “race to zero”, with a goal of getting to neutrality already by 2030.

The 65% national GHG emissions reduction was almost entirely achieved by the year 2000; since then
emissions have risen steadily, although they are still below the OECD average both per capita and in
relation to GDP (Figure 1.27, Panel A). There has also been a turnaround with respect to LULUCF account
related to increased forest harvesting and ageing forest stands. Most emissions (the European Union’s
second-highest share) are outside the European Union’s Emissions Trading System’s coverage — notably
transport (30%, compared to an OECD average of 24%) and agriculture (20%, compared to an OECD
average of 10%) (Figure 1.28) — and thus currently subject to a small but increasing carbon tax, which
began at EUR 4.5 per tonne in 2019 and will reach EUR 15 per tonne in 2022. The European Union has
decided to broaden its carbon tax regime as part of its updated climate framework; this will help Latvia to
achieve decarbonisation more effectively.

Overall, Latvia’s effective carbon tax rates in 2018 were only 29% of the estimated global carbon cost of
60 euros per tonne in 2020, better than the OECD’s worst performers at around 17% but well behind the
leader (Switzerland) at 69% (OECD, 2021s3;). Empirical research has shown that for every 10 euros such
rates reduce carbon emissions by 7.3% over time; accordingly, if Latvia were to move to the leading (Swiss)
position (alternatively, the full current cost of carbon), its emissions could fall by around 18% (31%). Part
of the reason for Latvia's low effective rates is the subsidies it grants to fossil fuels
(Fossilfuelsubsidiestracker.org). Admittedly they had more than halved by 2019 from a recent peak of USD
356 million in 2013, primarily because of falling tax expenditures for natural gas. However, natural gas still
enjoys a sizable direct budgetary transfer, and tax expenditures for petroleum products have rebounded
somewhat since 2016.

Twelve associated actions were identified in the Plan, including improving the energy efficiency of
buildings, greater use of negative emissions technologies in power generation, boosting the use of
renewables in transport, greening the tax system, and modernising infrastructure and integrating regional
markets for both electricity and natural gas by increasing interconnection capacity (which will enhance
competition and energy security and independence, already much improved by a halving of the import
share since 1990). A total of about a hundred measures were listed (from three to fourteen per action) as
well as various horizontal measures. Indicative costs for these measures total EUR 8.26 billion or almost
4% of GDP per year. Implementing all these measures will be challenging. An assessment of progress is
due in 2022. Special attention will be needed for the agriculture sector, which is responsible for a much
higher share of emissions than the global average (Climate TRACE, 2021(s4;). This will not be easy due to
Latvia’s large share of high-emitting drained organic soil (peat land) and the fact that many agricultural
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emissions are hard to reduce with current technologies, but a greater focus on crops requiring less fertiliser
would be helpful.

Figure 1.27. Environmental indicators tell a mixed story
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Conserving energy is a key component of achieving carbon neutrality. Latvia is working to progress in that
dimension by, for example, modernising the fleet of Air Baltic, its national carrier. Significant changes are
also planned for the railway sector, notably the implementation of the Rail Baltica project with Estonia and
Lithuania, which is a greenfield investment to link the Baltic states with the rail network in the rest of Europe.
Besides complete electrification to avoid carbon emissions, its construction will use the newest
technologies and materials and will satisfy stringent safety requirements. More of the existing rail system
should be electrified as well, given the fairly low carbon content of Latvia’'s generating capacity. In addition,
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RRF funds will be appropriately used to reduce emissions, including by overhauling transport in the Riga
metropolitan area to fund investments in clean public transport infrastructure, including rail, trams, electric
buses and cycle lanes.

Figure 1.28. Latvia’s GHG emissions are attributable relatively heavily to agriculture and transport
GHG emissions (excluding land use, land-use change and forestry), share, %, 2019
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Another way is to shift away from fossil fuels to renewables, whose share in electricity production has
averaged around 60% in recent years, much higher than in the OECD on average (Figure 1.27, Panel B).
The bulk of that is hydro power. Until recently, Latvia had no solar capacity to speak of, partly because of
a lack of sunshine but possibly also because of heavy administrative barriers. A first large-scale solar
heating system was commissioned in 2019 in Salaspils. While solid biofuels have been expanding over
the past decade, notably in district heating, the climate change effect of this renewable is uncertain and
probably small. The government expects to move substantially into wind power generation, notably through
procurement auctions, most prominently for 700-1000 MW of offshore capacity (ELWIND) (covering up to
20% of total electricity consumption) by 2030 jointly with Estonia. However, public acceptance of measures
that would result in higher prices is low because of previous mistakes in designing the system of feed-in
tariffs that lacked transparency and resulted in concerns about corruption. Latvia should also consider
making greater climate-related disclosure mandatory at least for public enterprises if not all larger private
firms, as recommended by the Financial Stability Board’s Task Force on Climate-related Financial
Disclosures (2020;ss).

Fine particle pollution, even if down by around 30% since 2000, remains serious: two-thirds of the
population is exposed to hazardous levels of such particles. The average exposure is more than double
Estonia’s, for example (Figure 1.27, Panel C), resulting in very high death rates due to air pollution and
shorter life expectancy (see above). Emissions from residential heating are especially high (see above),
and greater efforts to encourage switching away from wood burning (and the small amount of coal) for
home heating would be appropriate.

Under the terms of the government’s April 2020 Latvian Air Pollution Reduction Plan 2020-2030, this
problem will be tackled in several ways. A modest budget of 23 million euros for extra monitoring and new
industrial boilers has been established for the seven-year planning period. The annual road tax is being
aligned with the amount of carbon emissions caused by the vehicle, but other vehicle emissions are
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currently neglected (although changes to the law are being considered), and this system is applied only to
newer vehicles (because of a lack of data), whereas a large majority of the car fleet is over 10 years old.
Moreover, as all transport-sector emissions are related to vehicle use, distance-related tax bases (such as
fuel purchases) are likely to be superior in internalising these externalities. Some incentives are also
promised for zero-emissions vehicles, and local initiatives are also possible. In 2021-23 the tax on various
pollutants from stationary sources is being raised. Yet the tax on natural gas used as vehicle fuel is being
reduced; even if it is less polluting than petrol and diesel, this runs counter to enhancing incentives for
complete decarbonisation.

Progress is being made in water treatment, but solid waste disposal and biodiversity
remain challenges for the future

Water quality in Latvia has room for improvement, including in terms of the availability of safe drinking
water and the reliability of its water supply (LV PEAK, 2020s6]). The biggest source of water pollution is
nutrients from diffuse sources, mainly farms. As well, only around 89% of the urban population is connected
to centralised wastewater treatment services according to national figures (though an unknown share of
the wastewater that is not connected to a centralised treatment system is also treated), but a number of
EU-supported projects are underway to raise it to 92%. The reasons for the less-than-complete coverage
are sparsely populated areas, population shrinkage and poverty (sometimes pipes are built to the property
line, but the homeowners cannot afford the connection). OECD data show the share of wastewater treated
at 80% in 2018 (Figure 1.27, Panel D). A further wastewater investment management plan was adopted
in November 2020 to cover the period to 2027. Local water companies are in many cases too small to
operate at efficient scale; but some consolidation is expected following the latest territorial reform (see
above). Indeed, an in-depth assessment of the costs and benefits of establishing a single national company
should be undertaken.

Solid waste produced has experienced a steady rise since the turn of the century, reaching 418 kg per
captain 2019, up by an average of 3.6% per year since 2013, in line with real per capita growth
(Figure 1.27, Panel E). “Natural resource tax” is imposed on almost all packaging materials. The rate varies
from 0.24 euro cents per kg for paper, cardboard and wood to 2.2 cents for polystyrene; these rates are
much lower than those imposed, for example, by Estonia (which vary from 0.6 cents for glass to 2.5 cents
for plastic, polystyrene and metal). Packaging recycling has risen sharply in recent years to over 18% of
the total. Higher tax rates would also encourage producers to find ways of reducing the amount used and
could be applied to imports as well.

About two-thirds of Latvia’s solid waste is unsorted. Latvia has no incineration capacity: municipal solid
waste is either recycled or put into landfill. Waste management is handled by 10 regional bodies, which
will become five in 2022, allowing more scale economies. There is a new Latvian Waste Management
State Plan for 2021-2027 whose cornerstones include waste prevention and recycling. Recycling will be
encouraged by extending separate collection systems for glass, paper and bio-waste, but based on the
polluter pays principle, there is also a tax of 65 euros per tonne on anything placed in landfill (or eventually
incinerated); this will be raised to 95 euros by 2023. The proceeds of this tax will help the
waste-management sector finance its operations and investments it needs, estimated at nearly 550 million
euros through 2035.

Protected land area covers about 18% of the country, near the Baltic average but well below the OECD
European average of 24.6%. Latvia has not fulfilled all its obligations under the EU Habitats Directive and
is subject to a number of infringement cases. Furthermore, with its recent Biodiversity Strategy for 2030
the European Commission is proposing that all Member States move toward an objective of protecting
30% of land. While pressures on Latvia to raise the amount of protected land area are therefore
considerable and with declining population some increases seem reasonable, going that far would
probably have a negative impact on its forest products industry, especially if it failed to move up the value
chain. The intensity of use of Latvia’s forest resources has risen considerably over the past decade.
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The tax system is fairly green, with environmental taxes at 3.4% of GDP in 2019, compared to only 1.5% in
the average OECD country (Figure 1.27, Panel F). Besides joining its fellow EU members in imposing
higher carbon taxes, taxation could in principle improve environmental outcomes by reducing the relatively
favourable treatment provided to diesel-powered vehicles, although in practical terms there are effective
limits from the tax level imposed by Latvia’s Baltic neighbours. Similar competitiveness concerns apply to
the taxation of diesel used for machinery in agriculture, but Latvia has gone further than EU requirements
in terms of the effective rate applied and imposing crop-varying volume limits per hectare cultivated.
Another area where Latvia could raise its excise taxation to cut pollution is on heating fuels, which is still
low in carbon-price terms. In addition, congestion charging should be considered for Riga as an additional
lever to discourage the use of private cars in favour of alternative modes including public transport. One
variant could involve the creation of more dedicated bus lanes, which private cars could use upon payment
of a toll. Revenues could be allocated to public transport investments. This approach would enable the
benefits of a pricing mechanism in travel demand to be obtained with less vocal public and political
opposition (Cohen-Blankshtain, Bar-Gera and Shiftan, 2020s7)). In principle, non-market mechanisms
could also be used to achieve climate-change goals, but the tools to achieve that (regulations and product
standards) are mostly within the purview of the European Union.
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MAIN FINDINGS

RECOMMENDATIONS (Key recommendations in bold)

Supporting the recovery and setting appropriate policies for sustainability and equity

The vaccination ratehas accelerated since the summer, reaching nearly
70%, close to the EU average.

Continue efforts to accelerate vaccinations.

The national and EU budget rules look set to be suspended again for 2022.
Budget balances are still feeling the effects of the COVID19-related
recession in 2020-21. Public debt is likely to reach 50% of GDP by 2023.
Annual spending reviews have been underway for five years.

Latvia's tax and transfer policies provide little in the way of redistribution of
income and wealth, whose inequality is severe. Old-age poverty is high. The
Guaranteed Minimum Income is insufficient to live off. Geographic
disparities are pronounced.

Long-term unemployment is high. Active labour-market measures are
insufficient. Only about half of the unemployed are eligible for
unemployment benefit.

The gender wage gap of 22% is among the highest in the European Union
and has risen considerably since 2011. The government has just adopted a
plan for equal rights and opportunities for women.

Maintain targeted short-term fiscal support to vulnerable households
and the sectors hardest-hit by COVID-19 related restrictions.

Devise a credible fiscal strategy, including effective associated fiscal
rules, to prepare for ageing and climate challenges.

Continue the process of annual spending reviews.

Ensure effective implementation of projects financed by RRF funds, and
coordinate the process with other national planning documents.

Review minimum income thresholds on a regular basis, and raise the
benefits for vulnerable groups, notably the elderly.

Raise additional tax revenues in a growth-friendly and progressive manner,
through residential property, environmental and capital taxation.

Make greater use of municipal equalisation to lower disparities.

Raise active labour market spending. Lengthen the period for which
training vouchers are available, at least for young adults.

Expand eligibility for unemployment benefits.

Shed more light on gender pay gaps by sector and employer, notably
in public firms, and continue efforts in addressing gender-specific
perceptions and enforcing anti-discrimination legislation.

Revising pension, health care and housing policies to enhance social welfare

The demographic outlook looks set to continue to worsen. The ageing
burden is set to fall mainly on retirees as pension replacement rates fall.
Public health care spendings low relative to GDP, even allowing for Latvia’s
low per capita income level. Out-of-pocket spending is unusually high, and
indicators of treatment quality (such as preventable and treatable mortality)
and patient satisfaction (including unmet needs) are poor. Long-term care is
a small share of total spending. Risky behaviours are widespread, especially
in the form of heavy alcohol consumption, and obesity is prevalent.

Much of Latvia’s housing is old, of poor quality and subject to overcrowding.
A lack of affordable housing is a widespread problem.

Continue to raise the retirement age beyond 2025 by automatically
linking it with life expectancy.

Boost public health-care spending, and improve access to state-
funded medical services and drugs to cut out-of-pocket expenses.
Train and hire more nurses than currently planned.

Consolidate the hospital network, and make greater use of
digitalisation in the health-care sector.

Increase health-care spending on preventive measures, primary and
home care, mental health treatment and long-term care.

Raise excise taxes to curb alcohol consumption and smoking, and better
inform the public of the benefits of improving diets and exercising.
Ensure effective implementation the National Development Plan’s
housing objectives, notably by raising the supply of affordable and
social housing and improving home-heating systems.

Devising policies to enhance environmental sustainability

Latvia has a number of sub-standard environmental outcomes. Carbon
emissions have risen steadily since 2000, and effective carbon tax rates are
well below the estimated global cost of such emissions. Agriculture is
responsible for a fifth of total GHG emissions, double the OECD average
share. Air quality is especially poor because of severe fine particle pollution.
Water quality suffers from diffuse nutrients pollution and less-than-complete
centralised wastewater treatment. Protected land area is limited.

Gradually raise effective carbon tax rates in sectors not covered by
the EU-ETS, phasing out natural gas subsidies and redistributing
revenues towards the poor.

Follow through with national plans to lower emissions from agriculture.
Encourage greater use of renewables in electricity generation, and
increase system inter-connection in both electricity and natural gas.
Fight fine particle pollution by more stringent regulations and tighter
enforcement of heating-system standards.

Raise tax rates on packaging and on heating fuels (which is still low in
carbon terms) in line with the latest European Commission proposal on
energy taxation, while providing compensatory means-tested transfers.
Aim for more complete wastewater treatment by consolidating local water
companies, possibly into a single national firm.

Strengthening investment and fighting corruption to accelerate convergence

Latvians have avoided increases in private indebtedness, limiting risks. Yet
problems exist of accessing finance for borrowers both in terms of cost and
the amount of collateral demanded.

Labour market informality, tax evasion, bribery and official corruption are
seen as longstanding problems. Perceptions suggest that conditions have
improved.

Build a more investment-intensive culture by, for example, better financial
literacy for all age groups and greater competition in the financial sector
from non-banks, notably fintech firms.

Continue to fight corruption, increase transparency in public
procurement processesand enforce the heavy penalties for tax
evasion and bribery that existing legislation allows.

Adopt the Plan to shrink the shadow economy, and ensure its effective
implementation.
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