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Dear reader,

We would like to deliver the new Report on the
Economic Development of Latvia prepared by the
experts of the Ministry of Economics for your evaluation.
The first Report was issued in September 1994, whereas
the followin ones since 1995 — twice a year traditionally,
in June and December. It has become a tradition that we
assess the economic situation of Latvia in this report, as
well as forecast the prospects of economic development.

In recent years, our country has experienced one of
the most rapid growths in the European Union. The
average growth rate of GDP was 4.4% in 2011-2014.
Despite the geopolitical instability and its consequences,
the GDP of Latvia continued to grow in 2015. According
to the evaluation by the experts of the Ministry of
Economics, GDP grew by 2.8% in 2015.

Development of the economy of Latvia is closely
linked to the global trends. Economic situation is
improving gradually in the most important export market
for Latvia — the EU. At the same time, the exporters who
mainly focuse on Eastern markets are affected by the
poor economic situation in Russia. Despite the fact that
the consequences of geopolitical problems are hindering
the growth of Latvia’s economy, the experts of the
Ministry of Economics forecast that GDP growth in
2016 could be more rapid than a year before and it could
reach 3.2 per cent.

To improve the competitiveness of Latvian
companies more rapidly, it is important to find the most
efficient ways of strengthening the development of
knowledge-based economy, improving the
competitiveness of companies in the exporting industries,
increasing productivity and innovation capacity, as well as
continuing the reforms to improve the business
ensuring a low electricity price for
companies, as well as ensuring timely acquisition of EU
funds.

environment,

The new programming period of the EU funds gives
us the opportunity of investing 4.4 billion euro in the
growth and development of Latvia. It should be noted
that the most important planned funding objectives of
the EU funds include increasing the financial flow in
research and development, facilitating the attraction of
private investment, and activating the cooperation of
research institutions and entrepreneurs. Significant
investments are also planned for the improvements of
the information and communication technology, and
transport infrastructure that directly affect economic
productivity and is the basis for creating new, well-paying
jobs and increasing the quality of life.

Approximately 770 million euro will be available in
the activities of the Ministry of Economics for targeted
investments in the modernisation and industrialisation of
the economy of Latvia. A significant increase in the
funding of the EU funds is intended for the promotion
of energy efficiency, investing more than 280 million euro
to improve energy efficiency in apartment buildings,

public and industrial buildings within the framework of
the programming period. In 2016, the following EU
funds activities will be continued or commenced:
Introduction of New Products in Production (support for
acquisition of equipment), Promotion of International
Competitiveness (national stands, including entering into
external markets (participation in exhibitions)), Training of
the Employed, Competence Centres, Business Incubators and Heat
Insulation of Apartment Buildings.

The new board of Attstibas Finansu Institiicija (AFT)
began its work in October 2015 with an aim of ensuring
more active operations of AFI, carrying out activities
related to guarantees, loans, venture capital and energy
efficiency. AFI has to work hard to help entrepreneurs in
preparing applications to the European Fund for
Strategic Investments.

For economic operators to invest in development of
new, more profitable products and services, it is
important to maintain the existing tax incentives and
develop new ones. Corporate income tax allowances are
currently available to economic operators for investment
in acquisition or creation of new production equipment,
research and development, and large investment projects.
It has to be noted that on 19 May 2015, following the
suggestion of the Ministry of Economics, the Cabinet of
Ministers approved the new version of the Procedure for
Approving and Implementing the Project of Investment to be
Supported, which gives the right to continue providing
state support to large investors until 1 October 2020.

In 2016, it is planned to draft a Law on support of
business start-ups for introduction of a special simplified tax regime
Jor business start-ups at the initial stage of their operations, as well
as amendments to the laws and regulations on
introduction of a specialised simplified tax regime for
small and micro enterprises with a small annual turnover.

One of the priorities of the Ministry of Economics is
the improvement of the business environment. In the
latest Doing Business 2016 study of the World Bank, Latvia
ranked 22nd among 189 countries or 10th among the EU
member states. The World Bank has recognized Latvia as
one of the TOP 30 leaders, who have implemented
significant reforms for improving the business.

Latvia has improved its performance in such fields as
business start-ups, meeting of contractual obligations,
and registration of real estate. However, in order to
improve the quality of the Latvian business environment
more rapidly, it is important to continue the reforms in
the justice system, in particular in the consideration of
commercial disputes and simplification of the insolvency
process. At the same time, targeted reduction of the
buteaucratic burden on the tax administration is required,
reducing the number of procedures and the time needed
to carry them out. Future competitiveness of the business
environment and economy of Latvia will depend on the
quality and speed of implementation of the reforms. Our
goal — to be among the world’s TOP 20 countries in
terms of business-friendly environment.



In order to strengthen consumer protection, the
amendments to Unfair Commercial Practice Probibition Law
and Adpertising Law entered into force on 1 July 2015,
extending the powers of the Consumer Rights Protection
Centre and other supervisory authorities in cases of
unfair commercial practices, as well as increasing the
maximum amount of the fine for unfair commercial
practices. Whereas on 1 January 2016, the amendments
to the Consumer Rights Protection Law will enter into force,
providing for stricter conditions regarding the granting of
“quick loan”.

In order to make the implementation of the
Competition Law more efficient and protect the interests of
honest entrepreneurs, the amendments to the Competition
Law were passed for consideration to the Saeima in the
third reading, providing for possibility for the
Competition Council to consider the most severe
infringement cases as the priority, extending the
institution’s powers of investigation and the possibilities
for companies to obtain an exemption from a penalty,
improving the rules of merger control, as well as
facilitating victims’ right to adjustment of damages caused
by a distortion of competition.

In the field of construction, all the subordinate laws
and regulations of the new Construction Law were drafted
in 2015, work was continued on reviewing the
construction standards of Latvia, and the FEuwrocode
standards were adapted in the legal framework regulating
construction. At the same time, the National
Construction Control Bureau commenced its operation,
improving the supervisory control of construction. The
Standardisation Bureau in collaboration with the Ministry
of Economics created service Library of Standards for the
construction merchants registered in the Register of
Construction Merchants — remote access to more than
3000 construction standards.

Integration of the energy market of Latvia in Europe
continues. After complete opening of the electricity
market, first year in conditions of free competition has
been passed successfully. To compensate for the increase
in electricity prices, which occurred when cancelling
subsidized tariffs, low-income users of electricity, as well
as large families may get electricity at a regulated price. In
2015, the circle was extended to families caring for a
disabled child and persons with a disability of group I.
The amount users pay for electricity in Latvia could
decrease in the future, since new transmission capacities
were constructed between Lithuania and Sweden
(Nordbal), as well as between Lithuania and Poland
(Litpollinkl) at the end of 2015, thus ensuring access to
cheaper electricity from Scandinavian countries. The
Ministry of Economics has implemented complex
measures, in order to limit further increase in the
component of mandatory procurement of electricity in
the total price of electricity by 2017, keeping it at the level
of 2013.

The Cabinet of Ministers has reviewed the draft law
Energy Efficiency Law aimed at cost-effective energy
efficiency in generation, transmission, and consumption

of energy. Energy efficiency can be seen as the greatest
energy source, and its implementation is a method that
has to be used successfully to increase security of energy
supply and reduce greenhouse gas emissions.

Currently, further liberalisation of the natural gas
market is also on the agenda. The Cabinet of Ministers
has reviewed the draft law Amendments to the Energy Law,
planned to be approved at the Saeima at the beginning of
2016.

In addition to improvement of the legislative
conditions of the energy market of Latvia, active work is
carried out on the development of electricity and gas
infrastructure, to strengthen national energy security and
diversification of energy supplies.

The main objective in the field of energy by 2020 is to
strengthen energy independence of Latvia, to increase
security of energy supplies, to facilitate energy
sustainability, and to ensure a competitive energy price to
consumers.

Work is continued on accession to the OECD, for
Latvia to become a full-fledged member state of the
OECD. OECD membership will grant Latvia a certain
“seal of quality”, contribute to recognisability of the
country, and build a positive image of Latvia for
investments. In 2015, an in-depth report was prepared
regarding the compliance of Latvia with the OECD
guidelines for the management of public capital, as well
as the Latvian Economy Report and Consumer Policy
Report on Latvia. The Ministry of Economics is working
actively on developing the policy of its areas of
competence according to the OECD guidelines and
recommendations.

To achieve the objectives set, we are actively creating
a dialogue with entrepreneurs, non-governmental
organizations, and other members of the public.

In this Report you will find information on the most
important economic and social indicators of Latvia,
development of industries and the external economic
environment, the government’s economic policy, and the
main instruments of its implementation, including the use
of EU funds.

Not all the issues discussed in the Report were
assessed by the Cabinet of Ministers, therefore, a number
of judgments on economic development of Latvia and
suggestions for further action reflect only the opinion of
the experts of the Ministry of Economics.

I would like to express my gratitude to the authors of
the Report.
December 2015

Dana Reizniece-Ozola,
Minister of Economics
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ABBREVIATIONS, MEASUREMENT UNITS AND SYMBOLS

Abbreviations
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EAGGF
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ECC
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ESF
EU
EU-15

EU-27

FDI
FIFG

FOB

FTA
GDP

Competition Council
Cohesion Fund

Price of goods created by the value of
goods inclusive of freight and
insurance costs till the border of the
importing country
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Consumer Price Index

Consumer Rights Protection Centre
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European Agricultural Guidance and
Guarantee Fund
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European Regional Development Fund
European Social Fund
European Union
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European Union Member States after
the enlargement on January 1, 2007

Foreign Direct Investment

Financial Instrument for Fisheries
Guidance

Price of the goods, including value,
and transport and insurance costs to
the border of the exporting country

Free Trade Agreement

Gross Domestic Product
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IMF
JSC
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SMM
SOLVIT

SRS
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Heat-electric generating plant
Hydroelectric Power Plant

Information and Communication
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Investment and Development Agency
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Intergovernmental commission
International Monetary Fund

Joint Stock Company

Latvian Guarantee Agency

Limited Liability Company
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Latvian Tourism Development Agency
Latvian Standard

Meeting of the State Secretaries

National Economy Council of the
Ministry of Economics

Nuclear Power Plant

Operational Programme

Petajoule

State Employment Agency

Small and Medium-Sized Enterprises
Small and Medium-Sized Merchants

EU Internal Market Problem Solving
System

State Revenue Service

Trade Protection Instruments
Terawatt hour

The United States of America

World Trade Organization
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1. ECONOMIC SITUATION: BRIEF OVERVIEW

1. ECONOMIC SITUATION: BRIEF OVERVIEW

From 2005 to 2007, a huge inflow of foreign capital
stimulated significant growth of private consumption and
investment in Latvia. The average annual growth rate of
GDP exceeded 10%. In 2008 and 2009, recession set in
as the inflow of foreign capital stopped due to the global
financial crisis. During the crisis, GDP fell by "4, external
debt almost doubled, the number of the employed
decreased by 16%, while the real wages of the employed
fell by 12 per cent.

As of the end of 2010, the recession was stopped
in Latvia, and growth has resumed. From 2011 to
2013, GDP increased by 4.4% a year on average, which
was one of the fastest growths in the EU. In 2014, GDP
grew by 2.4%, while in the first three quarters of 2015 —
by 2.7%. The slowdown of growth in the last two years

was determined by the trends in the external environment
— slower growth in the EU than expected, as well as
weakening of the economic situation in Russia. Even
though the economy of Latvia has been growing in
recent years, GDP is still by 7.5% lower than before the
crisis, in 2007.

In 2015, domestic demand, which was by 3.5%
higher in the first three quarters than in the
corresponding period a year ago, contributed more to
the growth. At the same time, export volumes
increased by 2.2% during the same period. The
experts of the Ministry of Economics estimate that,
in total, the GDP growth rate was within 2.8% in
2015.

Table 1.1

Latvia: Key Figures of Economic Development

2008

Gross domestic product

. -~ 24.
(at current prices, billion euro) e

2009

18.8 17.9 20.2 21.8 22.8

2010 201 2012 2013 2014 2015f 2016f

23.6 24.5 25.6

increase compared to the previous year, per cent

Gross domestic product -3.6 -14.3 -3.8 6.2 4.0 3.0 2.4 2.8 3.2
Private consumption -7.9 -16.1 2.8 3.0 3.2 5.1 2.3 4.0 3.6
National consumption 2.4 -10.7 -8.1 3.0 0.3 1.6 4.9 3.4 2.8
Formation of the total fixed capital -9.2 -33.3 -19.8 24.1 14.4 -6.0 0.5 3.4 2.0
Export 2.4 -12.9 13.4 12.0 9.8 1.1 3.1 1.9 2.5
Import -10.7 -31.7 12.4 22.0 5.4 -0.2 0.8 3.0 2.4

Consumption prices 15.4 3.5 -1.1 4.4 2.3 0.0 0.6 0.2 1.0

as a percentage in relation to the GDP, unless indicated otherwise

General government sector balance -4.0 -9.0 -8.1 -3.4 -0.8 -0.9 -1.6 -1.4 -1.0
General government debt 18.7 36.6 47.5 42.8 41.4 39.1 40.6 36.0 37.0
Export-import balance -12.9 -1.6 -1.5 -5.0 -4.5 -3.2 -2.2 -2.0 -1.7
Changes to the number of the employed

(15-74 years of age, % compared to the previous year) -0.2 -13.9 -6.4 1.3 1.6 2.1 -1.0" 1.0 0.9
Employment rate 62.0 54.3 52.0 54.0 56.1 58.2 59.1 60.7 62.1

Unemployment rate (jobseekers, % of the

economically active population, 15-74 years of age) 7.7 17.5 19.5 16.2 15.0 1.9 10.8 9.8 8.7

f- forecast
*  As of 2014, changes are made to the labour force survey methodology. The quarterly average number of people living in private households
(previously — population at the beginning of the year) is used to generalize the quarterly data

Since 2010, the exports of Latvian goods and
services have grown very quickly, and it is the main
drive of economic development. Currently, export
volumes exceed the pre-crisis level by more than 25%.
However, in recent years, the low demand in external
markets has affected the export dynamics, and it has

become more moderate. Export volumes grew by 3.1%
in 2014. The growth in 2014 was primarily driven by an
increase in export of goods, while the volumes of services
exports decreased.

Exports grew by 4.6% in Q1 2015, compared to the
corresponding period in 2014, while in Q2 and Q3 — by
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0.8% and 1.4%, respectively. Economic problems in
Russia have affected the Latvian export opportunities —
in eleven months of 2015, exports of goods at current
prices to Russia was by 25.6% lower than a year ago. At
the same time, with the economic situation improving in
the EU, Latvian exports to these countries increased by
2.8%. By contrast, exports of goods to other countries
grew by 15%, which suggests that Latvian producers are
able to diversify their markets. Volumes of services
exports also grew in 2015.

Further export development opportunities will be
affected not only by changes in external demand, but also
the competitiveness of Latvian producers. It should be
noted that, untl now, the improvement of
competitiveness of ILatvia was primarily driven by
reducing labour costs, but, from now on, a crucial role
will be played by the ability to increase productivity.

During the crisis, with the domestic demand
decreasing, import volumes fell sharply. With the
economic activities in the internal market increasing, the
demand for imports is growing. However, since mid-
2012, import dynamics have become more moderate. In
2014, imports grew by only 0.8%, while in the three
quarters of 2015 — by 3 per cent.

The cutrrent account deficit in 2014 was 3.1% of
GDP, while in three quarters of 2015 — 2.2%. It should
be noted that the current account deficit has
remained low in Latvia since 2010, which gives proof
of the external balance of the Latvian economy.

An increase in employment and a gradual
increase in wage contribute to growth in private
consumption. Private consumption grew by 2.3% in
2014. By contrast, in three quarters of 2015, private
consumption was by 3.6% higher than a year before. In
2015, compared to 2014, the growth rates of private
consumption became faster, which was facilitated by a
low inflation in addition to the above mentioned factors.

With the budget situation improving, public
consumption increases. It grew by 4.9% in 2014. Similar
growth rates were observed in 2015 — an increase of 3.5%
over three quarters.

Investment dynamics in ILatvia have been quite
unstable in recent years. During the crisis — in 2008-2009,
investment decreased significantly, but from 2011 to
2012 it increased considerably. In 2013, the amount of
investment in the Latvian economy fell again — by 6%. In
2014, investment dynamics were moderate, and
investment volumes were only by 0.5% higher than a year
before. Investment decreased by 1% in Q1 2015,
compared to the corresponding period in the previous
year, while in Q2 and Q3 it increased — by 2.9% and 6%,
respectively. Investment level is still significantly lower
than during the pre-crisis years. The relatively slow
growth of investments is affected by the entreprenecurs’
hesitant attitude in relation to the increased uncertainty in
the external environment. Also, the cautious crediting
policies of banks continue to be one of the factors
limiting investment. It should be noted that the state

plays an essential role in the investment process — in
weak crediting conditions, the state provides significant
supportt to private investment through the co-funding of
EU structural funds.

In recent years, the weak demand in export
markets has been hindering the growth of the
manufacturing industry. During the post-crisis years,
the manufacturing industry was the main driver of
economic growth. From 2009 to the end of 2012,
production volumes in the manufacturing industry
increased by 24%. In 2013, production volumes in the
manufacturing industry decreased by 1.2%. In 2013,
discontinued operations of Liepdjas Metalurgs AS also had
a significant impact on industrial production volume,
resulting in a significant decline in the volumes of metal
production. Also, in 2014, production volumes were
close to the previous year’s level.

In three quarters of 2015, output volumes of the
manufacturing industry were by 4.8% higher than a year
before. Metalworking industry, which is affected by the
resumed operations of one of the largest industrial
enterprises KUV Liepgjas ~ Metalurgs,  contributed
significantly to the total growth of manufacturing
industry in 2015. Similarly, wood-processing, computers,
electrical and optical equipment, as well as machinery and
equipment manufacturing industries also had a large
positive impact on the growth of manufacturing industry.
Output volumes in the food industry are much lower
than a year ago. Russia—European Union economic
relations have a significant impact on the development of
the industry. Production volumes atre also decreasing in

light industry, production of non-metallic mineral

products, paper manufacturing, and printing and
publishing industry.
Domestic demand-oriented industries

contributed the most to the GDP growth in recent
years. After an extensive recession during the crisis,
growth has resumed in the construction industry, which
is largely facilitated by public procurements and EU
funds projects. Construction volumes grew by 8.1% in
2014. The growth was largely driven by the rapid increase
in construction volumes of the buildings in the first half
of the year. Since the second half of 2014, the industry
growth rate has been slowing down, while in the first half
of 2015, construction volumes even fell. However, in Q3
2015, they were by 4.9% larger than a year before, largely
due to a rapid increase in the construction of civil
engineering structures.

Volumes of the industries of commercial services
grew by 1.6% in 2014. By contrast, they grew by 1.9% in
three quarters of 2015, and their increase was mainly
facilitated by the growth in the arts, entertainment and
recreation services industry, real estate operations, and
information and communication services.

With the government expenditure increasing, a steady
growth is observed in the public services sectors, in 2014
— by 3.3%. In three quarters of 2015, the volume of
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services provided in the public services sectors was by
3.5% higher than a year before.

Production volumes are fluctuating in the rest of the
industry. In 2014, they fell by 3.1%, which was mainly
due to the weather, as smaller volumes of electricity and
heat were produced, compared to the previous periods.
By contrast, in three quarters of 2015, production
volumes in this industry were by 1.3% higher than a year
before.

The volume of services provided in the trade sector
(including accommodation and catering services) grew by
2.3% in 2014. In three quarters of 2015, the volumes in
this sector were by 5.6% higher than a year before. Trade
sector was positively influenced by an increase in private
consumption and retail turnover. Weak foreign trade
activities, in their turn, hinder growth of the wholesale
industry.

The volume of services provided in the transport
sector in 2014 was by 3.2% higher than a year before.
The growth of this sector in 2014 was largely facilitated
by successful operations of ports and an increase in the
volume of freight transport by road. In 2015, the
volumes of services provided in the transport sector fell —
by 1.3% in the first three quarters. The decrease is largely
due to the drop in cargo turnover at ports and railway.

A moderate inflation can be observed in Latvia in
recent years. The average inflation in 2014 was 0.6%. A
very moderate increase in prices continued in also 2015,
largely influenced by global oil and food price dynamics.
Prices increased by 0.3% in 2015 (12-month inflation).
During this period, the consumer prices were mainly
increased by a rise in the prices of electricity, services,
alcoholic beverages and tobacco. By contrast, prices for
fuel, heating, and food fell.

In total, the average inflation in 2015 was 0.2%. It
is expected that the average annual inflation could
be around 1% in 2016, which will be influenced both by
supply factors (tax increase) and demand (increase in
activities and wages). At the same time, inflation will still
largely depend on global oil and food price fluctuations.

After the financial market turmoil at the end of 2008
and the beginning of 2009, monetary indicators of
Latvia are gradually stabilising — quality of the credit
portfolio is improving and the volume of deposits
attracted by banks is increasing. In Q3 2015, the amount
of overdue loans in the total bank loan portfolio was
12.9%, which is one of the lowest indicators since late
2008. The improvement of the quality of bank loan
portfolio is largely related to the writing off of bad debts.

The amount of residents’ deposits attracted by banks
continues to grow. Along with the upcoming
introduction of the euro, deposits grew particularly
rapidly at the end of 2013. At the end of September 2015,
the amount of deposits grew by 8.8% compared to the
relevant period of 2014.

However, outstanding credits continue to shrink,
even though the negative rates decrease. This is mainly
due to the repayment of previously issued credits and

writing off of bad credits. As at the end of September
2015, they shrank by 3.5% compared to the relevant
period of the year before. Outstanding mortgage and
commercial credits shrank more rapidly. At the same
time, the outstanding consumer credits grew a bit.

Significant improvements have been achieved in
the fiscal position. In 2014, the general government
budget deficit was 1.6% of GDP or 366 million euro,
which was by 0.4 percentage points more than planned in
the Latvia’s Stability Programme of the previous cycle. Such
deviations were mainly caused by a one-time capital
transfer for execution of liabilities of the central
government towards the FEuropean Bank for
Reconstruction and Development.

The Saeima adopted the state budget for 2015 with a
deficit of 1% of GDP. According to the latest forecasts
of the Ministry of Finance, the general government
budget deficit is projected to be 1.4% of GDP in 2015.

On 30 November 2015, the Saeima approved the Law
on State Budget for 2016 at the final reading, where the
permissible budget deficit of 1% of GDP is established,
and it corresponds to the permissible budget deficit
amount arising from the specific target of the structural
balance. Strengthening of the country’s internal and
external security, improvement of access to health care,
as well as improving the quality of education are set as
the budget priorities in 2016.

Since the adoption of the Fiscal Discipline Law (FDL)
at the beginning of 2013, the course of national fiscal
policy is based on the concept providing for ensuring a
balanced budget in the economic cycle, i.e., the amount
of structural balance of the general government budget,
which does not exceed -0.5% of GDP, as prescribed in
the FDL. Latvia reached the structural deficit of 0.5% of
GDP in 2012. Consequently, the task in subsequent years
is no longer to reduce the structural deficit, but to
preserve it at the level of the medium-term goal.

Increasing economic activity has a positive
impact on the labour market situation — high
unemployment rate caused by the crisis is falling, and the
employment rate is rising. At the same time, the
improvement of the situation is less felt by some
population groups, especially people with low level of
education and qualification, older people, as well as
young people.

In 2014, the situation in the labour market continued
to improve, but more slowly than before. The
unemployment rate fell to 10.8%, which was by 1.1
percentage point less than in 2013, but employment rate
rose by 0.9 percentage points — to 59.1 per cent.

In three quarters of 2015 the number of employed
population increased by 1%, compared to the respective
period of the year before. The unemployment rate fell by
0.9 percentage points to 9.7% in Q3 2015, compared to
the respective period in 2014.

The registered unemployment rate also continues to
fall — it was 8.7% at the end of December 2015.
81.8 thousand unemployed people were registered, which
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was by 247 less than in December 2014. The highest
unemployment rate remains in Latgale region (18.5%),
while the lowest rate — in Riga (5%). Almost a third of
the total number of registered unemployed was long-term
unemployed (out of work for more than a year).

The comparatively high unemployment rate is mainly
related to cyclical factors; however, a high structural
unemployment risk also remains. Some of the
unemployed may have lasting problems finding a job,
since the new jobs are not the same that were lost during
the crisis.

Overall, the number of employed could increase
by 1% in 2015, while the unemployment rate will be
slightly below 10%. It is expected that the situation in
the labour market will continue to improve in 2016.

During the crisis, taking into account the volumes of
economic decline, wage adjustment was relatively
moderate, most of the economic decline was
compensated by the decrease in the number of employed
population. With the economic situation becoming more
stable, wage growth has resumed since the end of
2010.

The average gross wage grew by 6.8% in 2014,
reaching 765 euro. A rapid increase in wages was also
observed in 2015. In the third quarter, the average gross
wage increased by 7.3% in annual terms and amounted to
829 euro.

Since 2010, wages have increased in both the private
and public sector. It should be noted that the average
gross wage in the public sector in Q3 2015 was for 5.9%
higher than in Q3 in 2008, while in the private sector it
exceeded the level of 2008 by almost 28 per cent.

Along with an increase in the nominal wage, real
wages are also increasing gradually. As of 2013, the
increase in real wages has become more rapid. In 2013,
real wages grew by 5.6%, and by 8% in 2014. Real wages
grew by 8.3% in Q3 2015. Since 2013, the increase in real
wages has been primarily driven by the rapid rise in
nominal wages, as well as the slow increase in consumer
prices.

Further development of the Latvian economy will still
be closely linked to export opportunities, therefore the
main risk for growth of Latvia is related to the global
economic development.

Development dynamics of the EU’s common
economic space, as well as improvement of the
geopolitical situation caused by the Ukrainian crisis are of
particular importance. The economic benefits of Latvia in
the medium term will be mostly based on the
macroeconomic stability achieved, resulting in improved
credit ratings of Latvia, as well as on the efficiency of the
planned structural funds support programmes and
improvement in the business environment.

Scenario of a more rapid growth provides for
resumed growth in the main export markets of Latvia,
and the benefits of the Latvian economic competitiveness
are mainly based on technological factors, improvement
of production efficiency, and innovation, to a lesser
extent on cheap labour and low resource prices. In the
medium term, growth rates of Latvia could reach an
increase of 4-5% a year. By contrast, in the scenario of
a weaker growth, with weak growth resuming in Europe
and the geopolitical situation not improving, the
economic growth rate of Latvia could be much slower.
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2. GLOBAL EcoONOMIC ENVIRONMENT’

The growth of the global economy has been and government expenditure. Strengthening of the dollar
moderate in the last years, increasing in the developed and an unfavourable external environment hinder an
countries and slowing down slightly in the developing  export development.
countries. Despite slower growth, contribution of the

developing countries to the global growth was still very Table 2.1
significant. Global growth is promoted by the gradual Growth of Gross Domestic Product
recovery of demand, decrease in oil prices, measures of (percentage compared to the year before)
monetary expansion etc. At the same time, the 2015 2014 2015f  2016f
geopolitical tension in different regions, as well as such
fundamental factors as slowing down of potential growth World 3.2 3.3 3.1 3.5
and ageing of society are still significant obstacles for including:
growth. USA 1.5 2.4 2.6 2.8
The latest forecasts of the EC show that the growth
. . Japan 1.6 -0.1 0.7 1.1
of the global economy in 2015 was weaker than in 2014,
while the growth rate in 2016 will tise to 3.5%. A similar = 02 s ) 28
growth of the global economy is also forecasted by the including;
International Monetary Fund. Euro area -0.3 0.9 1.6 1.8
A relatively stable growth was observed in the US Russia 13 0.6 3.7 0.5
economy in 2014. It remained stable in 2015, despite .
China 8.0 7-4 6.8 6.5

weaker indicators at the beginning of the year. Growth

was mainly driven by private consumption, investment Source: European Commission — European Economic Forecast, Autumn
2015; f - forecast

Figure 2.1

Breakdown of the Total Global GDP by Groups of Countries

(structure, GDP by units of purchasing capacity parity)

2007 2014

Other United Other United

countries States countries States
19% 18% 19% 16%

Latin Latin Euro area
America America 12%
9% Euro ;rea 9%
15%
Other > Other Other EU
Asian Asian countries
countries countries 5%
6% Other EU 6% as
Japan cis countries Jap;n 5
% nda 5'% 6% ' India China
5% 2% 7% 17%

Source: The World Economic Outlook October 2015, International Monetary Fund

! The following publications have been used in preparation of this section: Ewurgpean Commission — European Economic Forecast, Autumn 2015;
International Monetary Fund — World Economic Outlook, October 2015, Regional Economic Outlook Update: Asia and Pacific, October 2015, Regional Economic
Issues — Central, Eastern, and Southern Europe, November 2015
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The growth of the US economy in 2016 is projected
faster than in 2015. It will be determined by factors such
as low oil prices, favourable monetary and fiscal policies,
as well as improvement of the housing market. At the
same time, the growth of net exports will remain
negative.

Economic development of Asian countries depends
directly on the largest countries of the region. Due to
growth rates slowing down in China, they were slightly

slower in the region as a whole in 2014 compared to
previous years. A decrease in demand in China negatively
influenced the growth of export of Asia. At the beginning
of 2015, growth in the region was weaker than expected
due to the weak external demand. In some countries of
the region, private consumption was also weaker, while
domestic demand is stable. Labour market conditions in
the region remain positive.

Table 2.2

Main Macroeconomic Indicators of the EU Member States
(percentage)

GDP growth Consumption prices Unemployment

2015f 2016 2014
European Union 1.4 1.9 2.0 0.6
Austria 0.4 0.6 1.5 1.5
Belgium 1.3 1.3 1.3 0.5
Bulgaria 1.5 1.7 1.5 -1.6
The Czech Republic 2.0 4.3 2.2 0.4
Denmark 1.1 1.6 2.0 0.3
France 0.2 1.1 1.4 0.6
Greece 0.7 1.4 1.3 1.4
Croatia -0.4 1.1 1.4 0.2
Estonia 2.9 1.9 2.6 0.5
Italy -0.4 0.9 1.5 0.2
Ireland 5.2 6.0 4.5 0.3
Cyprus 2.5 1.2 1.4 -0.3
Latvia 2.8 2.4 3.0 0.7
Great Britain 2.9 2.5 2.4 1.5
Lithuania 3.0 1.7 2.9 0.2
Luxembourg 4.4 3.1 3.2 0.7
Malta 3.5 4.3 3.6 0.8
The Netherlands 1.0 2.0 2.1 0.3
Poland 3.3 3.5 3.5 0.1
Portugal 0.9 1.7 1.7 -0.2
Romania 2.8 3.5 4.1 1.4
Slovakia 2.5 3.2 2.9 -0.1
Slovenia 3.0 2.6 1.9 0.4
Finland -0.4 0.3 0.7 1.2
Spain 1.4 3.1 2.7 -0.2
Hungary 3.7 2.9 2.2 0.0
Germany 1.6 1.7 1.9 0.8
Sweden 2.3 3.0 2.8 0.2

Source: European Commission — European Economic Forecast, Autumn 2015
f - forecast

2015f 2016f 2014 2015f 2016f
0.0 1.1 10.2 9.5 9.2
0.9 1.8 5.6 6.1 6.1
0.6 1.7 8.5 8.6 8.4
-0.8 0.7 1.4 10.1 9.4
0.4 1.0 6.1 5.2 5.0
0.4 1.5 6.6 6.1 5.8
0.1 0.9 10.3 10.4 10.4
-1.0 1.0 26.5 25.7 25.8
-0.1 0.9 17.3 16.2 15.6
0.1 1.8 7.4 6.5 6.5
0.2 1.0 12.7 12.2 11.8
0.3 1.4 1.3 9.5 8.7
-1.6 0.6 16.1 15.6 14.6
0.2 1.4 10.8 101 9.5
0.1 1.5 6.1 5.4 5.4
-0.8 0.6 10.7 9.4 8.6
0.3 1.7 6.0 5.9 5.8
1.1 1.8 5.9 5.8 5.7
0.2 1.2 7.4 6.9 6.6
-0.6 1.4 9.0 7.6 7.2
0.5 1.1 141 12.6 1.7
-0.4 -0.3 6.8 6.7 6.6
-0.2 1.0 13.2 1.6 10.5
-0.6 0.8 9.7 9.4 9.2
-0.2 0.6 8.7 9.6 9.5
-0.5 0.7 24.5 22.3 20.5
0.1 1.9 7.7 741 6.7
0.2 1.0 5.0 4.7 4.9
0.8 1.5 7-9 77 77
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All in all, stable growth is expected in Asian countries
in 2016, the region preserving its leading position in
terms of global growth. The growth will be supported by
a relatively strong labour market and growth in the
disposable income. In most of the major Asian
economies, consumption will be stimulated by lower
commodity prices. The negative risks of growth are
related to the slowdown of China’s economic growth. In
addition, further strengthening of the US dollar
contributes to tighter global financial conditions, weaker
growth in Japan, as well as a weaker potential growth in
the region.

Although growth in China in 2015 is weaker than
previously expected, it will remain slightly below 7%. The
rate of China’s economic growth will continue slowing
down in the coming years.

In 2015, growth in Japan was slow due to a weak
domestic demand and an adverse external environment.
By contrast, in 2016, it is projected to be slightly above
1%, driven by an increase in demand before the planned
increase in consumption taxes and favourable investment
conditions.

Growth continues in India. It is supported by
domestic  demand, industrial ~development, and
investment. With the pace remaining above 7%, the
economy of India will be the regional leader in 2015 and

2016 in terms of growth.

Growth in Russia and the CIS countries in 2014 and
the first half of 2015 remained explicitly negative. It was
due to international sanctions against Russia, low oil
prices, as well as structural shortcomings. The recession
in Ukraine intensified, which was influenced by a
decrease in economic activities in the eastern conflict

zone and the implemented macroeconomic adjustments.
The economic recession of Russia negatively affected the
development of other CIS countries — reduced amounts
of trade and cash transfers, as well as
consumption and investment.

In general, the region’s economy in 2015 will decrease
by 2.7%. A small positive growth in the CIS countries is
forecasted for 2016.

Russia’s economy fell significantly in 2015. In 2016, it
will decline slightly. Similar trends are forecasted for
Ukraine.

Elsewhere in the region, particularly in the Caucasus
and Central Asia, growth will be affected by low prices of
goods, the Russian crisis (through trade, FDI, and cash
transfers in particular), as well as the existing structural
imbalances.

The economic recovery in the European Union and
the euro area will continue at a moderate pace, supported
by low oil prices, a relatively weak euro exchange rate,
monetary policy measures, and neutral fiscal policy.
These factors have so far been strong enough to
compensate for new challenges arising from weaker
development of the global economy, especially in China
and other emerging economies.

Low oil prices, supportive monetary policy and
favourable euro exchange rate will remain the main
determinants of growth in the near future. At the same
time, potential growth remains relatively weak, due to
consequences of the crisis, demographic trends, and total
productivity of factors of production. External economic
environment is mentioned as the risk of growth, while
inflation risk is evaluated as balanced.

reduced

Figure 2.2

Economic Development of the partner Countries of Latvia

(rate of the GDP growth compared to the respective period of the previous year)
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Source: Eurostat, the Federal Service for State Statistics of the Russian Federation, forecasts of the European Commission
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Although the growth in the Baltic States remains
relatively strong, it is weaker than previously forecasted.
This is due to the economic recession in Russia and other
CIS countries.

The economic growth of Lithuania in the first half
of 2015 was significantly lower than expected. Although
the domestic demand increased more than in 2014, the
overall growth was limited by a significant reduction in
exports to Russia. As a result, moderate growth was in
2015. The growth in private consumption is supported by
a significant increase in real wage, affected by the
situation in the labour market and low inflation. Thanks
to the payments of EU structural funds, investment
continues to increase.

It is projected that the growth of real GDP will
increase in 2016 and 2017. Increase in nominal wage will
be the basis for growth of private consumption, which
will be the main driver of growth.

The growth of Estonia’s GDP in 2015, in general,
was slightly slower than forecasted previously. This was
due to a weaker growth in the first half of the year. At the
beginning of 2015, growth was promoted by private
consumption, based on a strong increase in wages and a
low consumer price inflation. After completion of the
major investment projects, investment activity fell,
especially in the transport and ICT sectors. Successful
acquisition of new export markets and low demand for
imports contributed to an increase in net exports, which
had a positive impact on growth.

The growth of real GDP in Estonia in 2016 is
forecasted to be more rapid than in 2015. It will be
supported by the positive base effect from the first half
of 2015. A moderate private consumption is forecasted,
affected by a slowdown in the real income growth and
the rising inflation. At the same time, growth will be
promoted by an increase in investment.

In the first half of 2015, growth in Germany was
comparatively weak. In the first quarter, growth was
promoted by private consumption and investment, while
in the second quarter — by net exports. The growth rates
improved in the second half of the year. In the third
quarter, economic growth was mainly driven by the
increase of both household and government expenditure.

Favourable labour market and funding conditions, as
well as additional government expenditure on reception
and integration of asylum seckers will promote growth in
Germany in 2016.

Overall, the growth of Sweden’s real GDP in 2015
was more rapid than a year before and was above the
potential growth rate. Although domestic demand is still
the main driver of growth, the export recovery will also
provide further impetus for growth, which is based on
the EU’s economic recovery.

Also, the economic growth of Sweden will be stable
in 2016, and domestic demand will remain the key factor
of growth. Unemployment is likely to fall only slightly.
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3.1 Gross Domestic Product and Aggregate Demand

3.1.1 Development Trends

Since 2011, economic growth has been one of the
most rapid ones in the EU. From 2011 to 2013,
economic growth reached 4.4% per year on average.
During the first years after the crisis, economic growth
was largely based on an increase in export volumes. Since
2013, the wunfavourable situation in the external
environment has been restricting export opportunities.
Private consumption facilitated by a gradual increase in
employment and wages has been growing more rapidly.

In 2014, the trends of economic development were
influenced by the external situation — growth in the EU
that was slower than previously expected, as well as
weakening of the economic situation in Russia. In total,
GDP grew by 2.4% in 2014. At the same time, growth
was still more rapid than the average growth in the EU.
However, despite the relatively rapid economic growth in
the post-crisis years, GDP was by 7.5% lower than in
2007.

Even though the geopolitical situation in the region
was tense, the Latvian economy continued to grow in
2015. Since Q2 2015, the growth rate has been increasing,
and the GDP growth in Q3 reached 3.3% in annual

terms. In total, GDP was by 2.7% higher in three
quarters of 2015 than a year before, which was a higher
growth than previously forecasted.

Figure 3.1
GDP Dynamics
(Q4 2010 = 100, seasonally adjusted data)
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Table 3.1

GDP by Expenditure Items
(changes compared to the previous year, percentage)

2008 2009
GDP -3.6 -14.3
Private consumption -7.9 -16.1
Public consumption 2.4 -10.7
Gross fixed capital formation -9.2 -33.3
Exports 2.4 -12.9
Imports -10.7 -31.7

Since 2010, the export of Latvian goods and setvices
has grown very rapidly, and it was the main drive of
economic development; however, as of 2013, in relation
to the low demand in foreign markets, export dynamics
have become more moderate.

In 2014, the volumes of goods and services exports
grew by 3.1% — export of goods grew by 5.2%, while the
export of services dropped by 2.2 per cent.

In 2015, despite a decrease in the volume of exports
to Russia, the overall volumes of exports of Latvian
producers grew. Volumes of goods and services exports

2010 201 2014
-3.8 6.2 4.0 3.0 2.4
2.8 3.0 3.2 5.1 2.3
-8.1 3.0 0.3 1.6 4.9
-19.8 24.1 14.4 -6.0 0.5
13.4 12.0 9.8 1.1 3.1
12.4 22.0 5.4 -0.2 0.8

grew by 2.2% in the first three quarters of 2015,
compared to the corresponding period of the year before.
The export of services grew more rapidly in 2015, while
the export of goods increased at a more moderate rate.

Domestic demand grew by 2.3% in 2014. Even
though domestic demand in 2014 was by 17.1% higher
than during the lowest point of the crisis in 2010, it was
still by 16.4% lower than in the pre-crisis level in 2007.

Domestic demand continued to grow in 2015 — it
grew by 3.5% in three quarters of the year, compared to
the corresponding period of the year before.
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Just like export, import dynamics have also been very
moderate since mid-2012.

Goods and services imports grew by 0.8% in 2014. A
slower growth in imports was influenced by a decline in
volumes in certain product categories, such as mineral
products, agricultural and food products, and vehicles.

In 2015, an increase in domestic demand facilitated
growth of imports. The volumes of goods and services
imports in Q3 2015 were by 5.3% higher than a year
before, which was the sharpest increase in imports in
annual terms since 2012. In three quarters of 2015,
imports increased by 3 per cent.

Table 3.2

GDP by Expenditure Items by Quarters
(% change compared to the corresponding period of the year before)

GDP 2.2 3.3 3.7

Private consumption 4.4 73 71
Public consumption

Gross fixed capital formation

Exports 341 1.9 -0.7

Imports 2.0 -1.8 0.2

The export-import balance of Latvia improved
significantly during the crisis. Even in 2007, the export-
import balance exceeded -20% of GDP, but the export-
import balance has been improving since 2009.

In 2013, the export-import balance was -3.2% of
GDP, but in 2014 — -2.2% of GDP.

The export-import balance continued to improve in
2015, and it was -2.3% of GDP in three quarters of the
year.

Figure 3.2

Changes in GDP and Major Expenditure Items
(2005 =100)
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3.1.2 Private and Public Consumption

4.9 -0.1 2.4
-16.2 -2.3 -4.6

In recent years, the increase in private consumption
has been facilitated by a gradual increase in employment
and wages. Private consumption grew by 3.2% in 2012,
while in 2013 — by 5.1 per cent.

2.8 2.7 2.3 2.3 2.1 1.8 2.7 3.3
1.4 2.9 2.1 2.2 2.0 3.1 2.4 5.2
0.2 53 5.7 3.2 5.4 3.4 33 3.7
-3.6 2.3 1.2 -0.8 0.1 -1.0 2.9 6.0
0.5 4.0 2.8 1.4 4.2 4.6 0.8 1.4
-1.0 0.8 1.2 -1.9 3.0 0.8 2.6 5.3

Private consumption continued to grow in 2014;
however, just like the overall economic growth, the rate
of private consumption was more moderate than in 2013.
In total, private consumption grew by 2.3% over the year.

Figure 3.3

Changes in Private Consumption by Quarters

(Q4 2010 = 100, seasonally adjusted data)
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Household expenditure on food grew by 4% in 2014,
on transport — by 2%, on leisure and culture — by 4%. By
contrast, expenditure on housing maintenance dectreased
by 1 per cent.

In three quarters of 2015, private consumption grew
by 3.6%, and it was largely facilitated by the improved
situation in the labour market, as well as the low inflation,
thus the disposable income of households increased.
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Figure 3.4

Dynamics of the Real Wage and

Private Consumption by Quarters
(Q4 2010 = 100)
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From 2011 to 2012, consumer confidence improved
sharply. However, no significant changes have been
observed in consumer mood since 2012, and it is still
negative. It should be noted that consumer confidence
was also negative during the years of rapid growth (2005-
2007).

Since mid-2012, consumer optimism about the
family’s financial situation has been largely improving.

Consumer’s assessment of the overall situation in the
country has been very cyclical since 2013, but it has not
changed essentially.

Unemployment expectations have been decreasing
since the end of 2011, except for a slight rise at the end
of 2014, while inflation expectations have been very
cyclical since 2011, but, in general, they have a trend to
decrease since mid-2013. Cyclicality of mood is driven by
consumer reaction to various changes, such as the
introduction of the euro or opening of the electricity
market.

Figure 3.5

Consumer Confidence Indicator*
(response balance, seasonally adjusted data)
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* Consumer confidence indicator is calculated as the average of response balance to 4 questions — about the financial situation, the general economic

situation, unemployment assessment and savings in the next 12 months

Public consumption or the volumes of public
services fell sharply during the crisis. In 2011, public
consumption was by 13.4% lower than in 2007. The
reduction was due to the implementation of budget
consolidation measures. As a result, the share of public
consumption in GDP also decreased. In 2008, public
consumption constituted 20% of GDP. In 2012, public
consumption constituted only 17% of GDP. Although
the economic situation improved, the government’s

commitment to continue reducing the national budget
deficit in 2012 held back a rapid increase in expenditure.
Since 2013, with the budget revenue growing, public
consumption has been increasing gradually. The volumes
of public consumption grew by 1.6% in 2013, but in 2014
— by 4.9 per cent.

Government consumption continued to grow in 2015
— it grew by 3.5% in the first three quarters, compared to
the corresponding period of 2014.
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Figure 3.6

Public Consumption by Quarters
(Q4 2010 = 100, seasonally adjusted data)

M cmmmEU e EStONia
em— | Jtvia e |_ithuania

109 -

105 -

101 -

97 +—F—7——F—F—F—T—T—T—T— 77T
I 1 V2 1 V2 U V1 /2 11 V2 A (A |

2011 2012 2013 2014 2015

3.1.3 Investments

In recent years, investment activities have been quite
moderate, and investment volumes still have not reached
the pre-crisis level. The rapid decrease in investment
volume during the global financial crisis and the slow
recovery can be observed in almost all EU member
states. The low level and weak dynamics of investment
are greatly affected by the weak crediting, relatively low
demand, relatively high level of debt commitment of
private and public sectors, as well as the uncertainty of
economic and political situation in the external
environment. Low levels of investment hinder renewal
and modernization of fixed assets, which may undermine
the country’s competitiveness and growth potential.

Figure 3.7

Investment Level
(% of GDP)

40
20042007 M2011-2014

Lithuania

EU Estonia Latvia

In 2014, investment volume in the EU states in total
decreased by almost 12.3% compared to 2007, and it was

19.4% of GDP, ie., for almost 2.5 percentage points
lower than on average in 2004-2007.

In some EU member states, the
investment volume was even more dramatic, for example,
in Greece — by 65%, in Cyprus — by 55%, in Italy,
Portugal, and Spain — by neatly 35%. At the same time, it
should be noted that investment volumes in Germany,
Poland, and Sweden in 2014 exceeded the level of 2007.

Decrease in investment in the Baltic States during the
crisis was almost four times higher than on average in the
EU, and it was by 63% lower in 2010 than prior to the
crisis. With the economy becoming more stable,
investments grew, while the investment volume in the
Baltic States in total was by 26% lower in 2014 than the
pre-crisis level.

decrease in

Since 2008, investments in Latvia have been rather
fluctuating. During the years of rapid recession,
investments fell by almost a half. Positive investment
dynamics tecovered as of the end of 2010, and
investment volume in 2011 exceeded the level of 2010 by
24.1%. A sharp rise in investment was largely related to
the low base effect. Therefore, investment growth rates
were almost twice slower in 2012 (they rose by 14.4%),
whereas in 2013 investment in the national economy of
Latvia fell by 6%, compared to 2012, mainly due to a
lower investment volume in the industries.

Figure 3.8

Changes in Investment Volume by Types of Assets

(at reference prices, billion euro)
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In 2014, investment in the national economy of
Latvia grew by only 0.5%. Investment process was also
very moderate at the beginning of 2015. Investment
decreased by 1% in Q1 2015 compared to the
cotresponding period of the year before, while in Q2 and
Q3 the investment volume grew by 2.9% and 6%
respectively. In the nine months of 2015, investment in
the national economy of Latvia exceeded the level of the
year before by 3.2% and constituted 21% of GDP. It was
mainly influenced by an increase in the investment in
machinery and equipment, as well as intellectual property
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products. It is expected that investments in the national
economy of Latvia will continue to grow moderately.

The structure of investment assets has also changed
since 2007. It was mainly due to a significant drop in
investment in dwellings, as well as in machinery and
equipment during the years of rapid recession. In 2010,
compared to 2007, investment in dwellings fell by 70.2%,
while in machinery and equipment — by 62.4%, including
in vehicles — by 81.3%. In the following vyears,
investments in machinery and equipment increased
slightly; however, in 2014, investment volumes were
twice as low as in 2007. By contract, investments in
dwellings basically did not rise and constituted 34% of
the pre-crisis level in 2014.

Investments in other buildings and structures were
relatively more stable during the crisis. They decreased by
37.5% in 2010, compared to 2007. In the following three
years, the investment in these assets grew quite rapidly —
by 42.3%, mainly due to the significant public investment

2008-2010

in infrastructure projects. In 2014, investment volumes in
buildings and structures was almost at the pre-crisis level
and accounted for 45% of total investments in the
national economy of Latvia.

In 2014, investment in dwellings and vehicles grew
most rapidly, by 13.3% and 16.7% respectively, while
investments in production equipment decreased by
15.2%. By contrast, in the first nine months of 2015, the
investments in the construction of dwellings, other
buildings and structures were by 2.8% less than a year
before, but investments in machinery and equipment
grew by 7.6%, and investments in intellectual property
products grew by almost 20 per cent.

In recent years, the role of government in the
investment process has increased. In the weak crediting
conditions, the state provides significant support to
private investment through the co-funding of EU
structural funds.

Table 3.3

Gross Capital Formation

ual average

changes in per cent

GDP -7.2
Gross Capital Formation -25.1
— gross fixed capital formation -20.8

6.2 4.0 3.0 2.4 2.7
48.7 -1.1 -4.3 -5.5 1.3
241 14.4 -6.0 0.5 3.2

% of GDP

Gross Capital Formation 25.6
- gross fixed capital formation 24.7
- changes in inventories 0.9
Figure 3.9

Factors Affecting Investments in Manufacturing*
48 -

2012 ®W2013 2014 W2015

Other factors

Technical
factors

Demand Finances

* The European Commission’s business and consumer surveys

25.2 26.1 24.1 23.4 21.9
22.2 25.5 23.2 22.9 21.9
2.9 0.7 0.8 0.6 0.0

During the economic recession, public investments
were quite steady. In 2010, the share of public investment
reached 24% of the total investments, due to private
investment decreasing twice as fast as public investment.
In 2011, public investment grew by 15%, constituting
2/3 of the total increase in investments. However, since
2012, the volume of public investment has remained
almost unaffected, while the volume of private
investments grows by 4% a year on average. In 2014,
public investments constituted 19.3% of the total
investment volume, while in 2007 — 16.1 per cent.

Results of the business managers survey show that
the most significant factor encouraging investments is the
increase in demand. Since 2013, the role of the factors of
access to finance in stimulation of investment has
increased significantly. Financial conditions are estimated
as an important supportive factor for investment also in
2015, equivalent to the factors of technical nature, such
as technological development, availability of skilled
labour, etc. It should be noted that, in recent years,
technical factors are identified as the main incentives for
investment in the EU countries, followed by demand.
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Since early 2010, capacity utilization rate has been
growing gradually in the manufacturing industry. At the
end of 2015, the rate reached 72%, which was by only 1.7
percentage points less than at the end of 2007. Low
investment activity at a relatively high capacity utilization
indicates the reserved mood of investors. The increase in
demand, as well as the positive vision of the future of
entrepreneurs can contribute not only to an increase in
capacity utilization, but also to an increase in investments.
Positive trends in the investment process will be also
largely determined by the availability of the credit
resources and other external sources of funding, and the
wish to strengthen one’s position in the foreign and
domestic markets, including by technological renewal of
the existing production capacity.

Structure of investment sectors.! Due to the
financial crisis, investment fell in all sectors. A
particularly large drop in the investment volumes was
observed in the construction. In 2010, investments in the
construction were by 78% lower than in 2008. A similarly
large decrease was observed in the trade, accommodation
and catering services sectors. Investments fell rather
moderately in  such sectors as information and
communication services, health and social care, mining
and energy industries.

Positive investment dynamics recovered in some
sectors as of the end of 2010, and they were very rapid in

2011. Investments in the commodity production
industries in 2011 were by 49.4% higher than a year
before, largely due to large investments in the energy
sector and the manufacturing industry. By contrast,
investment in service sectors grew by 12% and accounted
for almost 60% of the total investment in the national
economy of Latvia.

The dynamics of investments in service sectors
increased slightly faster in 2012 than a year before — by
18.9%, mainly due to the substantial investments in the
transport and storage sector, as well as operations with
real estate. The investment dynamics in production
sectors, in their turn, were more moderate (by 6.6%),
which was largely influenced by the decrease in
investments in the construction. In 2013, investment
volumes in services sectors remained at the level of 2012,
while the total investments in the commodity production
industries were by 14.4% lower than a year before.
Investment slowdown in services sectors was mainly
influenced by a decrease in investment in the trade,
transport and storage sectors. By contrast, the decrease in
investment volumes in the commodity production
industries was due to a decrease in the manufacturing
industry (by 30.6%) and energy sector (by 21%). It was
partly compensated by growth in investments in
construction, as well as sewage, waste management and
remediation activities.

Dynamics and Structure of Investments by Sectors*

(per cent)

growth rates

2012 2013
Agriculture and forestry 7.0 2.6
Manufacturing 7.6 -30.6
Construction -29.1 6.1
Trade 19.9 -4.6
Transport and communications 31.1 -5.5
Other commercial services 34.1 741
Public services -3.9 4.3
Other industries 16.6 -12.0
Total 14.4 -6.0

* 2014 - provisional data; 2015 — estimated using the quarterly data

According to preliminary data, total investment in the
Latvian economy in 2014 slightly exceeded the level of
the year before. However, investment dynamics were
rather different in certain sectors. Investment volumes in
service sectors increased by 4.7%, largely due to a
significant increase in investment in education, health and
social protection sectors, by 45% and 38.2% respectively,
as well as in information and telecommunication services

! Investments by industry are examined according to the non-financial
investment statistics.

Table 3.4
structure

2014 2015 I-111 2012 2013 2014 2015 I-IX
-14.9 -7.9 7.0 7.5 6.2 4.5
46.2 -0.9 13.4 9.7 13.7 13.5
5.0 36.5 3.0 3.3 3.3 3.2
3.5 6.7 8.5 8.5 8.5 7.3
7.6 33.3 15.7 15.6 16.1 20.3
1.4 21.9 20.7 23.3 22.7 18.1
6.9 -6.1 16.3 17.9 18.4 21.6
-18.2 -20.4 15.4 14.2 1.2 1.3

0.5 3.2 100 100 100 100

— by 16.4%, and transport and storage sector — by 7.6%.
By contrast, investment volume in almost all commodity
production industries was lower than a year before,
except for the manufacturing industry. According to the
provisional data in 2014, investments in the
manufacturing industry grew almost 1.5 times, compared
to 2013.

Evaluation of the investment volume using the
quarterly data shows that, in the first nine months of
2015, investments in service sectors were by 12% higher
than in the corresponding period of the year before.
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Increase in the investments in the transport and storage
sector (an increase of 33.3%) and operations with real
estate (an increase of 93.7%) contributed the most. By
contrast, in the first nine months of 2015, the investment
volume in the commodity production industries in total
was by 7.3% lower than a year before. This was largely
due to a decrease in investments in the energy sector — by
23.3 per cent.

Investment processes in the manufacturing industry are
uneven with explicitly large fluctuations in recent years.
During the years of rapid economic recession, investment
volumes in the said industry fell almost three times,
reaching the lowest point in 2009. This was largely due to
a decrease in investment in the production of consumer
goods (including the food industry — by 44%), as well as
the intermediate goods production sectors (including
woodworking — by 88%, and production of chemicals
and chemical products — by 77%).

Positive dynamics resumed in the sector as of 2010.
In 2010, investments in the manufacturing industry

exceeded the level of the year before by 5.5%. The most
rapid increase was in the sectors of production of
consumer non-durables and investment goods.
Woodworking industry, paper manufacturing and
publishing industry, as well as pharmaceutical products
industries contributed the most to the increase in
investments in the manufacturing industry.

Investment  activities grew rapidly in  the
manufacturing industry in 2011. Investment volumes in
the industry grew by 37.5%, compared to 2010. More
than a half of the investments in the manufacturing
industry were in the sectors of woodworking and metal
production. Investments in the manufacturing industry
continued to grow in 2012, although slower than the year
before, largely due to a lower level of investment in the
woodworking and metal production industries. By
contrast, the investment volume in the manufacturing
industry in 2013 was by 30% lower than a year before
and constituted 13.7% of the total investment volume in
the national economy of Latvia.

Table 3.5

Dynamics and Structure of Investments in Manufacturing*
(per cent)

growth rates structure

2012 2013 2014 2015 -l 2012 2013 2014 2015 I-111
Food industry 46.7 -39.6 2.5 -4.0 27.9 25.1 21.1 19.4
Light industry -19.2 -7.6 41.2 -4.7 1.4 1.9 2.2 2.1
Wood processing -28.2 -26.9 56.9 -34.4 23.9 26.0 33.4 23.0
Paper industry and publishing 0.3 16.4 -10.3 154.2 3.2 5.5 4.1 9.7
Chemical industry and related industries -33.6 -19.1 3.5 -14.5 7.5 9.0 7.6 74
Production of other non-metallic mineral products** 43.2 -18.6 20.1 6.5 7.5 9.0 8.9 9.8
Production of metals and metal articles** -33.4  -68.7 6.7 1.7 14.2 6.6 5.8 6.6
Production of machinery and equipment 5.1 -35.8 45.3 3.0 1.5 1.5 1.8 2.0
Production of electrical and optical equipment 66.6  -30.8 54.3 33.5 3.3 3.3 4.2 5.1
Production of vehicles 22.1 -40.7 33.9 42.3 5.7 5.0 5.5 7.9
Other industries -6.6 18.8 -6.6 53.5 4.0 71 5.4 71

* 2013 - provisional data; 2014 — estimated using the quarterly data
**% evaluation by the Ministry of Economics

According to the preliminary data, investment in the
manufacturing industry in 2014 was by 46.2% higher than
a yeat before and accounted for almost 13.5% of the total
investment in the national economy. Increase in
investments was mainly driven by investments in the
wood-processing industry and production of non-metallic
mineral products, while investment activity in the rest of
the manufacturing sectors in 2014 was rather moderate.

In 2015, investment in the manufacturing industry
remained at the level of the previous year. The drop in
investment volumes in the wood-processing industry was
almost completely compensated by investment growth in
sectors such as the manufacturing of vehicles, electrical

and optical equipment, as well as paper manufacturing
and printing industries.

Investor survey data shows that the investment
structure in the industry mainly remains the same. In
2015, investments in the industry were mainly related to
the replacement of discarded equipment and machinery
and increasing the production capacity — 38.5% and
25.8% of the total investment in the industry,
respectively. In recent years, investments aimed at
streamlining the production process have been growing.
In 2015, they constituted 21% of the total investments in
the industry sectors.

In the near future, investment volumes in the national
economy of Latvia will grow moderately. However,
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investment process dynamics will be largely based on
growth in demand, availability of financial resources, as
well as the improvement of the situation in the external
environment.

3.1.4 Exports and Imports

Exports and Imports of Goods
Latvian exports of goods grew very sharply from

2010 to 2012, with the growth rate at current prices
exceeding the average of 20% a year. By contrast, with
the external demand falling and the cost competitiveness
advantages gained during the crisis decreasing, export
rates started to decrease significantly in 2013, but they
remained positive.

In 2014, similarly as in 2013, exports of goods at
current prices grew moderately — by 2.3%, while at
constant prices — by 3.8 per cent.

Figure 3.10

Latvian Exports of Goods and Services

(billion euro and percentage)

M Services m Goods

2010 20M 2012 2013 2014 2015n

Source: Bank of Latvia
n - evaluation by the Ministry of Economics

Similarly to exports, Latvian imports of goods also
grew very sharply from 2010 to 2012, but the growth rate
slowed down to 1% at current prices in 2013.

In 2014, Latvian imports of goods at current prices
grew only by 0.2%, while at constant prices — by 0.7
percent.

In 2012-2014, trade deficit decreased, while the
exports grew a bit more rapidly than the imports. In
2013, exports constituted 11.5% of the foreign trade
volume, while in 2014 — 10.5%. The trade deficit
continued to decrease in 2015, and it was below 10% in
January-November. It should be noted that during the
years of rapid growth (2007-2008) deficit constituted
more than a fourth of the total volume of foreign trade.

Figure 3.11
Exports and Imports of Latvian Goods
(billion euro and per cent)
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During the post-crisis period, in 2010-2011,
development of Latvian exports to the EU countries was
equally determined by an increase in the competitiveness
of the Latvian companies and a stable foreign demand. In
2012-2013, with the growth in the EU becoming weaker,
external demand fell significantly, and export growth was
mainly driven by an increase in competitiveness.
Improvement of the competitiveness of the Latvian
producers in the post-crisis years was mainly driven by a
decrease in labour costs. At the same time, an increase in
the exports of goods in 2014-2015 was mainly driven by
external demand, and the role of competitiveness in the
growth of exports is becoming less significant.

Figure 3.12

Exports Changes by the Constant Market Share
(structure of exports’ changes to the EU countries, per cent)
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Figure 3.13

Diversification of Latvian Goods Exports

(the index has been calculated using CN 2-digit classification, a
lower figure indicates a higher degree of diversification)

m Level of export diversification (left axis)
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e — evaluation by the Ministry of Economics

In recent years, the level of diversification of the
Latvian exports of goods has also been improving. In the
years of rapid growth, some of the major groups of
export goods, such as wood and wood products, and
metals, dominated the growth of exports. During the
crisis, export volumes decreased in all product groups,
while the volumes of the major groups of export goods
shrank more rapidly, which led to an improvement in the
diversification index. During the post-crisis period, with

the growth resuming, increases in export volumes in
terms of product groups were more similar, which points
to a higher level of export diversification. It should be
noted that the index in Latvia in recent yeats corresponds
to the average level of EU-15 countries.

Figure 3.14

Dynamics of Exports of Latvian Goods
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In 2014, with the export prices decreasing faster than
import prices (-1.4% and -0.5% respectively), the terms
of trade became slightly worse. By contrast, in eleven
months of 2015, with the export prices rising a bit (by
0.2%) and the import prices decreasing (by 1.7%), the
terms of trade improved.

Table 3.6

Exports by the Main Commo
(%, at current FOB prices)

2014 2015 I-XI

structure

Total 100

including:
agriculture and food products 19.3
mineral products 8.3
production of the chemical industry and related

industries; plastics 10.0
light industry products 4.7
wood and wood products 16.6
metal and metal articles 9.0
machinery products 16.8
vehicles 5.2
other goods 10.1

In 2014, the growth of exports was still negatively
affected by a decrease in the export volumes of metals

changes compared to the
corresponding period of
the previous year

contribution to the
changes in volumes

changes

2.3 1.2 1.2
-3.3 -3.3 -0.6
2.7 -12.9 1.1

4.4 4.7 0.5
2.2 7.1 -0.3
6.7 2.4 0.4

-12.0 2.1 -0.2
10.5 13.3 2.2
16.8 -8.7 -0.5

6.9 7:2 0.7

and metal products. The exports of agricultural and food
products, mineral products, as well as products of the
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light industry fell slightly. At the same time, growth of
exports was positively influenced by an increase in the
volumes of exports of machinery, appliances and
electrical equipment, as well as wood and wood products.
The exports of transport vehicles and products of
chemical industry grew more moderately.

Figure 3.15

Structure of Latvian Exports by Groups of Countries

(billion euro and %)
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M EU-15
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e — evaluation by the Ministry of Economics

In January-November 2015, exports were positively
influenced by an increase in the volumes of exports of
machinery, appliances and electrical ~equipment,
production of chemical industry, as well as wood and
wood products. At the same time, the export value of
agricultural and food products, and mineral products fell

due to a significant drop in prices. The exports of
transport vehicles, products of light industry, as well as
metals and metal products also fell.

The amount of exports to the EU countries grew by
4.6% in 2014. A large part of the increase was due to the
growth of export groups of machinery, appliances and
electrical equipment, as well as transport vehicles. The
amount of exports to the EU countries continued to
grow also in January-November 2015 — by 2.3%. Increase
in the value of agricultural and food products contributed
the most to the growth of exports to the EU countries.
The exports of products of chemical industry, machines,
appliances and electrical equipment also grew.

Figure 3.16

Dynamics of Imports of Latvian Goods by Months
(million euro)
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Table 3.7

Imports by the Main Commodity Groups
(%, at current CIF prices)

structure

Total 100

including:
agriculture and food products 15.8
mineral products 14.5
production of the chemical industry and related

industries; plastics 15.3
light industry products 6.0
wood and wood products 2.6
metal and metal articles 8.3
machinery products 20.1
vehicles 7-7
other goods 9.8

2014 I-XI
changes compared to the contribution
changes corresponding period of to the changes
the year before in volumes
0.2 -0.5 -0.5
-0.4 3.4 -0.5
-15.2 -19.1 -2.8
2.3 4.8 0.7
1.4 -8.8 -0.5
33.3 13.8 0.4
4.5 3.6 0.3
9.1 10.1 2.0
0.8 5.5 0.4
6.1 1.4 0.1
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In 2014, the exports of goods to CIS countries fell by
5%, and significantly faster in January-November 2015 —
by 20.4%. This was due to the significant decrease in
exports to Russia (by 25.5%). This decline was driven
mainly by a significant reduction in value of the Russian
currency, as well as the sanctions introduced on imports
of certain food products. The exports of products of
chemical industry, wood and its products also fell. During
this period, exports to CIS countries grew only in the
group of machines, appliances and electrical equipment.

The small increase in imports of goods in 2014 was
positively influenced by the growth of imports of
machinery, appliances and electrical equipment, wood
and its products, as well as production of the chemical
industry, but negatively affected mainly by a decrease in
the imports of mineral products. In eleven months of
2015, imports of goods were positively influenced by the
same groups of goods as in 2014. By contrast, the
imports of mineral products and agricultural and food
products fell significantly during the said period. It was
mainly due to the significant drop in the prices of oil and
food products.

In 2014, imports from the EU countries increased
along with the total imports, but it fell by 1.7% in
January-November 2015.

In 2014, imports from CIS countries fell (by 3.2%)
due to a significant decrease in the value of imports of
mineral products. A similar trend remained in eleven
months of 2015, when the imports of goods from CIS
countries fell by 1 per cent.

Figure 3.17

Imports by the Classification of

Broad Economic Categories
(billion euro)
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Until 2009, with the investment volume decreasing,
the share of imports of capital goods also decreased,
while the share of imports of consumer goods decreased
from 2009 to 2012. Over the last three years, the shatre of
capital goods in the imports structure has increased a bit,
while the share of intermediate goods has been

decreasing. The share of consumer and other goods in
Latvian imports does not change significantly.

The major trade partners of Latvia in January-
November 2015 were Lithuania — 18% of the total
foreign trade turnover, Estonia — 10%, Germany and
Poland — 9% each, Russia — 8%, Sweden and Finland —
4% each, and the United Kingdom, the Netherlands and
Denmark — 3% each.

Figure 3.18

Foreign Trade Turnover of Latvia in January-November 2015

(major partners*, million euro, exports in current FOB prices,
imports in current CIF prices)
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* countries, where the foreign trade turnover with Latvia is more than 3%
of the total share

The neighbouring countries of Latvia — Lithuania
and Estonia — have traditionally been the major trading
partners of Latvia. During the years of rapid growth, with
the imports growing significantly, trade balances of Latvia
became explicitly worse with both countries. In the
second half of 2008, the balance with Lithuania and
Estonia began to improve gradually.

In recent years, foreign trade balance with Estonia
remained above 10% of the total trade turnover, while
the balance with Lithuania became slightly worse in 2012-
2013 mainly due to more rapid imports of mineral
products and agricultural and food products. In 2014,
due to reduced prices of oil and food products around
the world, the value of imports of these groups fell
sharply, and the negative trade balance with Lithuania
decreased significantly in 2014-2015.

The main groups of products for the foreign trade
with both Baltic States in 2015 were machinery,
appliances and electrical equipment, agricultural and food
products, products of chemical industry, and mineral
products.
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Figure 3.19

Foreign Trade Turnover of Latvia with Lithuania and Estonia

(million euro)
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Exports and imports of services negative balance of trade in goods, but in 2013 — 70%,

During the crisis, exports of services decreased less  due to the trade balance improving significantly. This
than exports of goods. In 2011-2012, exports of services  trend continued in 2014, when the positive balance of
grew in a stable manner, as well as exports of goods. The  services covered 77% of the negative balance of trade in
positive balance of services in 2012 covered 64% of the  goods, but in three quarters of 2015 — 76 per cent.

Table 3.8

Exports and Imports of Services
(per cent)

changes compared to the
structure changes structure corresponding period of
the year before

export import export import export import export import

Total 100 100 -1.2 -0.9 100 100 5.1 8.5

Transport services, 431 30.7 -4.9 4.6 40.2 32.8 0.5 9.0
including:

- sea transport 1.0 7.0 -6.1 0.0 10.9 6.3 8.3 -8.5

— air transport 6.8 10.4 -9.2 4.6 6.7 12.7 7.2 24.6

- rail transport 10.7 3.9 0.7 7.9 10.5 4.5 0.3 17.4

- road transport 13.5 9.0 -8.3 6.6 10.9 8.8 -9.0 0.3

- other transport 1.2 0.5 19.1 5.9 1.3 0.5 -4.4 16.4

Travel 16.7 25.3 10.6 -0.3 20.1 24.6 12.5 2.3

Other services, 40.2 44.0 -2.2 -5.1 39.7 42.6 6.4 1.9
including:

— construction services 3.1 3.1 5.6 -11.7 2.1 1.8 -32.8 -28.8

- financial and insurance services 9.9 9.8 8.6 -18.9 1.5 9.5 14.1 29.9

- communication services 2.5 3.4 -2.2 2.8 2.5 3.6 10.8 22.0

- information and computer services 4.7 4.8 6.7 -8.1 6.2 4.8 30.5 16.2

- other commercial services 18.7 21.3 -11.6 2.4 16.2 21.5 1.9 8.7

— other services 1.2 1.5 0.3 5.4 1.2 1.4 0.5 1.7

. ____ ____ ________________________________________________________________________|
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Slightly less than a half of the exports of services
generally consist of income from transportation. Year
2014 was not very successful for transport services — the
volume of this export group fell by 4.9%. The exports of
road transport and sea transport fell, and they were
compensated a little by an increase in carriage by rail and
exports of other transport services. In three quarters of
2015, the volumes of exports of transport services
remained at the level of the year before.

Both in 2014 and January-September 2015, the
income from foreign tourists grew in a stable manner, as
usual.

A half of the total exports of the Latvian services are
related to the EU countries. The amount of exports to
the EU countries decreased a little in 2014, but in three
quarters of 2015, it grew by 10.3%. Travel and transport
services by road and sea constitute the largest share of
exports of services to the EU countries.

The volume of services exports to CIS countries
constitute a little more than 10% of the total services
exports. In 2013, the services exports to CIS countries
grew sharply. By contrast, with the volume of exports of
transport services decreasing in 2014, the total services
exports also decreased a little. It was partially
compensated by an increase in the income from tourists
travelling from CIS countries. In three quarters of 2015,
similarly to 2014, the volumes of exports of transport
services decreased. The income from tourists from CIS

3.2 Contribution of Sectors

countries also shrank. It was compensated by exports of
other commercial services (exports of finance and
insurance, communications and information technology).
In total, the exports of services to CIS countries grew by
6.3% in three quarters of 2015.

Figure 3.20

Exports of Services by Items
(billion euro)
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e — evaluation by the Ministry of Economics

3.2.1 Development Trends of Sectors

After a significant decrease in the volume during the
crisis, tradeable sectors recovered first due to
competitiveness improvements and export opportunities.
In 2012, production volumes in the manufacturing — the

main sector of exports — exceeded the level of 2009 by
23.5%. In the manufacturing, growth rates were
significantly faster than the overall economic growth, and
manufacturing became the main driver of economic

growth.

Figure 3.21

Changes to the Value Added
(%)

2012, compared to 2009

GDP growth during
the period — 6.3%
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GDP growth during
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Growth of tradeable sectors and an increase in
earnings from export gradually facilitated an increase in

domestic demand and, respectively, growth of domestic
market-oriented industties.

Table 3.9

Structure of the Economy

(by value added, %)

2000 2005
Agriculture, forestry 5.1 4.3
Manufacturing 15.4 13.0
Other industries 4.2 3.2
Construction 7.0 6.7
Trade, accommodation 15.4 18.0
Transportation and storage 1.9 12.3
Other commercial services 23.9 27.3
Public services 17.1 15.1
Total 100 100

In recent years, due to a gradual decline in the cost
competitive advantages acquired during the crisis, as well
as due to the geopolitical situation, export growth slowed
down, resulting in slower growth of tradable sectors.
Domestic  market-oriented sectors — trade and
commercial services — have contributed more to the

2009 201 2012 2013 2014
33 4.4 3.7 3.4 33
10.8 13.4 13.0 12.6 12.2
3.6 5.4 4.7 4.6 4.4
10.0 5.0 6.4 6.5 6.8
15.7 17.2 15.8 15.8 15.8
9.3 10.5 10.5 10.2 10.1
30.4 28.2 30.9 31.7 32.2
16.9 15.9 15.0 15.2 15.3
100 100 100 100 100

growth. From 2011 to 2014, relatively fast growth rates
were observed in the construction, which experienced the
biggest drop during the crisis. With the national budget
expenditure growing, the volume of public services is also
increasing.

Dynamics of GDP
(changes compared to the corresponding period of the year before, %)

2009
Agriculture, forestry 12.7
Manufacturing -22.1
Other industries 6.8
Construction -38.3
Trade, accommodation -16.3
Transportation and storage -22.4
Other commercial services -6.7
Public services -9.9
GDP 14.3

A moderate growth has been observed in agriculture
and forestry in recent years. Year 2014 started on a
positive note in agriculture and forestry, and production
volumes grew in the industry in the first half of the year.
In the second half of 2014, the agriculture industry was
affected by Russia’s restrictions on food import. In total,
production volumes in this industry grew by 1.6% in
2014. The volumes of crop production grew by 0.4% in
2014, whereas the volumes of livestock production — by
4.8%. The volumes of cut wood also grew a little in 2014.

In 2015, despite Russia’s restrictions on food imports,
growth continued in agriculture and forestry industries.
Even though the production volumes in agriculture and
forestry in Q1 2015 were by 7% lower than a year before,

Table 3.10
2010 2011 2012 2013 2014
3.9 1.7 7.4 1.2 1.6
14.2 3.7 4.3 1.2 -0.3
1.5 5.2 -5.7 1.6 3.1
-34.4 29.9 8.9 4.4 8.1
1.6 2.9 1.3 4.2 2.3
-4.9 17.9 5.5 0.2 3.2
3.9 6.1 5.1 3.9 1.6
-6.9 3.0 -0.2 2.4 3.3
-3.8 6.2 4.0 3.0 2.4

the production volumes in the first three quarters in total
were by 1.6% higher than a year before. The fall in Q1
was mostly due to the situation in the forestry. The
relatively warm weather at the beginning of the year
restricted the possibility of taking timber out from felling
areas. By contrast, growth was observed in the sector in
the following quarters. It was largely facilitated by a
record-high yield of grain, as well as the growth of the
wood processing sector and the steady demand for
timber.

In 2014 and 2015, the weak demand in export
markets continued to slow down the growth of the
manufacturing. In 2014, production volumes were by
0.3% lower than a year before. In ten months of 2015,
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output volumes of the manufacturing were by 3.9%
higher than in the corresponding period of 2014. Wood-
processing, manufacture of basic metals, production of

computers, electrical and optical equipment, as well as
machinery and equipment had the greatest positive

GDP by Q

contribution to the growth of the manufacturing.
Table 3.11

ters

(change compared to the corresponding period of the year before, %)

Agriculture, forestry 2.1 0.5 -0.3 4.2 8.8 5.2 -6.4 3.3 -7.0 4.2 4.9
Manufacturing -5.8 -1.9 1.1 1.3 1.2 0.1 -0.6 -1.7 4.4 6.2 3.7
Other industries 3.6 6.4 0.6 -3.7 -7.4 -5.2 -1.6 2.3 -4.1 4.2 5.9
Construction 6.3 2.3 8.5 0.9 24.6 15.8 0.6 4.4 -0.1 -3.4 4.9
Trade, accommodation 5.7 5.3 4.7 1.7 2.6 2.1 2.5 2.0 0.6 4.3 6.0
Transportation and storage 0.3 -0.8 -0.4 1.8 5.1 2.2 2.3 3.1 -1.5 -4.3 1.7
Other commercial services 2.7 4.3 5.1 3.5 1.8 -0.1 4.0 0.9 1.6 3.5 0.5
Public services -0.2 2.6 3.4 3.1 3.3 3.4 3.3 3.3 3.9 3.2 3.4
GDP 2.2 3.3 3.7 2.8 2.7 2.3 2.3 2.1 1.8 2.7 3.3

Production volumes in other industries (mining and
quarrying, electricity, gas supply, heat supply, water
supply, sewerage, waste management and remediation
activities) dropped by 3.1% in 2014. This was mainly due
to the weather, resulting in smaller volumes of electricity
and heat produced.

By contrast, growth was observed in other industries
in 2015. After a drop in volumes in early 2015,
production volumes in other industries grew considerably

in Q2 and Q3, and, in total, growth in other industries
reached 1.3% in three quarters of the year.

Growth of construction is largely related to public
procurements and projects of EU funds. After a rapid
increase in construction volumes in the first half of 2014,
growth rate of the sector slowed down at the end of the
year. In total, growth of construction reached 8.1% in
2014.

Figure 3.22

Construction

January-September 2015,

Seasonally adjusted data, Q4 2010 = 100
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The construction volumes of both residential and
non-residential buildings had an equally rapid increase in
2014 (31.1% and 34.6% respectively). In the category of
non-residential buildings, the construction volumes of
hotels and buildings of similar usage experienced the
most rapid increase. In 2014, a moderate increase in
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volumes could be observed in the construction of
industrial  buildings and warchouses. Construction
volumes of duplexes experienced the most rapid growth
in the category of residential housing.

Civil engineering construction volumes decreased by
10.4% in 2014. The most rapid decrease was observed in
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construction of ports and dams, as well as bridges and
tunnels, while construction volumes of industrial
complex buildings increased.

In the first half of 2015, growth of construction was
weak. In the third quarter, construction volumes grew by
4.9% in annual terms, and, in total, construction volumes
in three quarters of 2015 were by 1.1% higher than a year
before.

Contrary to the trends in 2014, growth of
construction in 2015 was mainly ensured by civil
engineering construction volumes that were by almost
10% higher in the first three quarters of 2015 than a year
before. An increase in the volume of road construction
contributed the most to the growth, while the
construction volumes of bridges, main pipelines, and
communication lines decreased.

In three quarters of 2015, the volumes of building
construction were by 5.8% lower than a year before. In
the category of residential buildings, the construction
volumes of single-apartment houses grew in 2015, while
the volume of construction of apartment houses
decreased significantly. By contrast, in the construction of
non-residential buildings, reduction in the volume was
mainly driven by a decrease in construction volumes of
wholesale and retail trade buildings, educational
institutions, as well as administrative buildings, partly
compensated by an increase in construction volumes of

hotels, sports facilities, museums, as well as industrial
buildings and warehouses.

It should be noted that, after a significant decline at
the end of 2014 and in eatly 2015, the number of building
permits issued has resumed growing over the last few
quarters. In Q3 2015, 1362 building permits were issued.
The majority (63%) of the building permits issued were
issued for construction of new buildings (mainly
construction of single-apartment houses and other non-
residential buildings).

The volumes of services provided in the
transportation and storage sector grew by 3.2% in
2014. The growth of the transportation and storage in
2014 was largely facilitated by successful operations of
potts — the volumes of freight shipped to/from ports
increased by 5.2%. At the same time, the volumes of rail
freight increased by 2.2%, while the volumes of freight
transport by road — by 2.7 per cent.

Year 2015 was not as successful for the transportation
and storage industry. In three quarters of 2015, the
volumes of services provided in the transportation
industry were by 1.3% lower than a year before. The drop
was largely driven by a decline in the freight turnover by
rail and in ports. In the first ten months of 2015, the
volume of freight transport by rail and in ports was by
5.2% and 0.6% lower, respectively, than a year before.

Figure 3.23

Freight Traffic
(by months, million tonnes)

Freight traffic by rail

Cargoes loaded and unloaded at ports
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The volume of services provided in the trade sector
continues to grow. The growth of the trade sector
(including accommodation and catering services) reached
2.3% in 2014. By contrast, the volumes of services
provided in the sector in the first three quarters of 2015
wete by 3.9% higher than a year before. Trade sector was
positively influenced by an increase in private
consumption and retail turnover. Weak foreign trade
activities, in their turn, affect the wholesale.
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Retail trade turnover grew by 3.6% in 2014. Non-
food retail sales increased by 2.8% during this period.
Increase in the sales of clothing, footwear, and household
appliances, as well as retail sales via mail and online stores
contributed the most to the growth. Food retail grew by
3.4% in 2014. Retail sales of automotive fuel, in its turn,
increased in 2014 after a reduction in 2013, especially at
the end of the year, when retail prices of fuel decreased
due to global oil price cuts. In total, fuel retail sales grew

by 5.8% in 2014.
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(seasonally unadjusted data, 2010 = 100)

Figure 3.24

Key Indicators of the Trade Sector

Retail trade turnover

Wholesale turnover
(at current prices, seasonally adjusted data, Q4 2010 = 100)
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A rapid increase in retail sales was also observed in
2015. In eleven months of the year, total retail turnover
was by 5.2% higher than a year before. During this
period, retail sales in the non-food products group
increased by 5.9%. Increase in retail sales of electronics
and electrical goods contributed the most to the growth.
Retail trade via mail or online stores also had a major
contribution to the growth.

Increase in the automotive fuel retail sales is still
stimulated by relatively low fuel prices. In the first eleven
months of 2015, automotive fuel retail sales were by
9.2% higher than a year before. This accounted for more
than a quarter of the total retail sales growth.

Retalil sales of food grew slower in January-November
2015 — by 2.8%, compared to the corresponding period
of the year before.

Development trends of the wholesale industry were
greatly affected by foreign trade activities. With the
export and import growth rates slowing down, the
turnover dynamics of wholesale companies are moderate.
Wholesale turnover at current prices decreased by 2.1%
in 2014. Increasing economic activity in 2015 had a
positive impact on the wholesale sector, where the
volumes of services provided in the third quarter at
current prices was by 3.6% higher than in the
corresponding period of 2014. However, taking into
account the huge decrease in wholesale turnover in Q1
2015, the total wholesale turnover in the first three
quarters of 2015 was essentially at the level of the
corresponding period of the year before.

Growth in the sectors of commercial services was
more moderate in 2014 than on average from 2011 to
2013. Service volumes in the sectors of commercial
services grew by 1.6% in 2014. The rise was mainly
facilitated by the growth in financial and insurance
activities (an increase of 9.2%), as well as arts,
entertainment and recreation industry (an increase of
5.6%). At the same time, moderate growth was observed
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in the information and communication services sector,
while a small decline could be observed in real estate
activities.

Figure 3.25

Commercial Service Development Trends
(seasonally adjusted data, Q4 2010 = 100)
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In the three quarters of 2015, the volumes of
commercial services were by almost 2% higher than a
year before. The increase was primarily based on a more
rapid growth in arts, entertainment and recreation
industry. In 2015, service volumes increased steadily also
in financial and insurance activities, operations with real
estate, and information and communication setvices.

With the national general budget expenditure
growing, the volume of services provided in the sectors
of public services is also increasing. They grew by 3.4%
in 2014. The volumes of services provided in the sector
continued to grow in 2015, and in the first three quarters
they were by 3.5% higher than in the corresponding
period of 2014.
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3.2.2 Manufacturing

During the crisis, with the costs going down, the
competitiveness of the Latvian producers improved. This
facilitated the development of the manufacturing
industry. From 2010 to late 2012, the output of the
industry experienced a rapid increase, and the
manufacturing contributed significantly to the total
development of the economy.

Reduction of the competitive advantages acquired
during the crisis, as well as the weak demand in export
markets have slowed down the growth of the
manufacturing. In 2013, production volumes in the
manufacturing  increased only by 0.1%. The
manufacturing was significantly affected by cessation of
operations of Liepajas Metalurgs JSC.

In 2014, production output volumes of the
manufacturing were by 0.3% lower than a year before.
The growth of the sector was still affected by trends in
the foreign markets — slower than expected economic
growth in the EU, as well as the weak economic situation
in Russia.

At the same time, development trends in the sub-
sectors of manufacturing differ considerably. Production
volumes in one of the largest sectors of manufacturing —
wood-processing — grew steadily in 2014, and the output
of this sector was by 6.9% higher than a year before.

Export volumes and domestic demand for production of
the said sector grow steadily.

Figure 3.26

Manufacturing Production Volumes

(seasonally adjusted data, December 2011 = 100)
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The sharpest increase in production volumes in 2014
was in the production of electrical and optical equipment.
A moderate growth in 2014 was observed in the
production of non-metallic mineral products, as well as
manufacturing of machinery and equipment.

Table 3.12

Structure of the Manufacturing in 2015*
*)

By the number of Share of exports in the

Manufacturing - total

Food and beverage production

Light industry

Wood processing

Paper industry and publishing

Chemical industry and related industries
Production of other non-metallic mineral products
Production of metals and metal articles
Production of electrical and optical equipment
Production of machinery and equipment

Production of vehicles

By output occupied posts sales of the sector

100 e 64.0
23.5 20.7 34.4
3.9 101 86.8
27.1 21.1 747
4.3 4.4 61.5
7.5 7.1 76.1
6.1 45 476
9.4 10.2 67.8
iy 3.8 90.9
23 2.9 85.2
= o 88.6
5.5 12.2 58.5

Other manufacturing industries

* — evaluation by the Ministry of Economics

The production volumes in the production of food
and beverages in 2014 were by 0.1% higher than a year
before. After a successful beginning of the year, the food
industry at the end of the year was affected by the
Russian embargo on imports of food. In 2014, a decrease
in production volumes was observed in the light industry,

chemical industry, vehicle manufacturing, as well as
metalworking, affected by the downtime at Liepajas
Metalurgs JSC.

In 2014, the total turnover of the manufacturing
decreased by 1.4%. Turnover of products sold in the
domestic market decreased by 1.2%, while the turnover
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of exported products — by 1.5%. The total turnover of
the manufacturing was positively influenced by the sharp
increase in the turnover of woodworking (by 9.7%). In
general, a small increase in 2014 was observed in the
production of food and beverages, and production of

non-metallic minerals. By contrast, decrease was mostly
due to the drop in metalworking turnover that was
related to ceasing the operation of KVV Liepajas
Metalurgs JSC.

Table 3.13

Changes in the Production Volumes of the Manufacturing
(%, compared to the corresponding period of the year before)

2010
Manufacturing - total 16.5
Food and beverage production -0.1
Light industry 19.4
Wood processing 33.0
Paper industry and publishing 19.8
Chemical industry and related industries 5.2
Production of other non-metallic mineral products 17.6
Production of metals and metal articles 24.2
Production of electrical and optical equipment 33.2
Production of machinery and equipment 17.8
Production of vehicles 59.0
Other manufacturing industries -4.9

* — confidential data

In the eleven months of 2015, output volumes of the
manufacturing were by 4.1% higher than in the
corresponding period of 2014. Wood-processing,
manufacture of basic metals, production of computers,
electrical and optical equipment, as well as machinery and
equipment manufacturing had the greatest positive
contribution to the growth of the manufacturing.

Production volumes are growing steadily in the largest
industrial sector — wood-processing. In the eleven
months of 2015, production volumes were by 6.3%
higher than a year before. Metalworking, which is
affected by the resumed operations of one of the largest
industrial  enterprise  KVV  Liepajas  Metalurgs,
contributed significantly to the total growth of the
manufacturing in 2015.

In 2015, a sharp increase in production volumes
continued in the manufacturing of computers, electrical
and optical equipment — an increase of 16% in January-
November compared to the corresponding period a year
before. Over the year, production volumes have also
grown in the manufacturing of machinery and
equipment, as well as manufacturing of vehicles.

In January-November 2015, output volumes in the
food industry were by 5% lower than a year before.
Development of the industry is substantially affected by
Russia’s sanctions imposed on imports of certain food
products.

In the first eleven months of 2015, production
volumes were lower than a year before also in the light
industry, production of non-metallic mineral products,

2011 2012 2013 2014 2015 I-XI
1.7 9.3 0.1 -0.3 4.1
-0.2 2.5 6.0 0.1 -5.0
19.4 3.0 1.4 -13.6 -15.2
12.6 5.4 2.7 6.9 6.3
-0.5 10.1 5.6 -0.6 -0.8
4.4 8.3 -8.7 -2.6 -5.8

24.2 8.6 4.6 1.2 -8.7

28.3 16.3 -17.6 -10.5 i

29.6 19.9 18.4 32.3 16.0

371 8.7 1.4 2.4 9.8

37.0 15.8 3.0 -15.2 4.4
9.5 26.1 -7.6 -12.0 2.5

chemical industry, paper manufacturing, and printing and
publishing industry.

With the producer prices remaining low in 2015,
increase in the turnover of the manufacturing was
moderate. In total, the turnover of the manufacturing in
the first eleven months of 2015 basically remained at the
level of the corresponding period of the year before.
Turnover of products sold in the domestic market
decreased by 5.5% during the said period, while the
turnover of exported products increased by 3.5%.
Woodworking, manufacturing of electrical and optical
equipment, as well as metalworking had the largest
positive impact on the increase in the total turnover. By
contrast, production of non-metallic mineral products,
where the turnover in eleven months was by 7.7% lower
than a year before, had the largest negative impact.

In the eleven months of 2015, 64% of the production
of the manufacturing was exported. Almost % of the
total exported production was sold in the EU markets.
Exports to CIS countries, in their turn, constituted 11%
of the total exports of production of the manufacturing
in the first eleven months of 2015, which was
significantly less than in 2014. A decrease in exports to
Russia and other CIS countries was due to the weak
economic situation in Russia and Russia’s restrictions on
food imports set in August 2014. The share of third
countries in the export structure of the production of the
manufacturing has increased compared to 2014, which
indicates that Latvian producers are able to find new
markets.
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During  the post-crisis  years, manufacturing
contributed significantly to job creation in the economy —
in 2011 and 2012, the sector accounted for almost a fifth
of all new jobs. At the same time, the increase in the
number of people employed in the sector was
significantly slower than the increase in production
volumes, which indicated increase in productivity.

Since 2013, with the growth of the sector slowing
down, the demand for labour has fallen. In 2014, the
number of jobs occupied in the manufacturing was by
2.5% lower than a year before. This was most
significantly affected by the reduced number of jobs in
metalworking, light industry, and food and beverage
production. At the same time, an increase in the number
of occupied jobs in 2014 was observed in woodworking,
chemical industry, manufacturing of electrical and optical

equipment, as well as production of non-metallic
minerals. By contrast, the number of jobs occupied in the
manufacturing continued to decrease in 2015 — in the
third quarter, it was by 3.5% lower than a year before.

Since mid-2012, production capacity utilization rate in
the manufacturing has remained relatively high — 71-73%.
The capacity utilization rate was 72.2% in Q4 2015. By
contrast, the confidence evaluation of Latvian producers
became worse as of March 2014 after a period of certain
stability in 2011-2013, reaching the lowest level at the end
of 2014 and the beginning of 2015. This was largely due
to the developments in Ukraine and the economic
situation in Russia becoming worse. Since the spring of
2015, the evaluation of manufacturing companies in
relation to their future prospects has not become
significantly worse.

Figure 3.27
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Food and beverages production is the second
largest sector of the manufacturing in terms of both the
output and the number of jobs occupied. The sector sells
more than a third of its production in external markets.
Russia’s economic problems, as well as Russia’s embargo
on food products have had a significant impact on
development of the sector. In 2014, 41.2% of all
exported production was sold in CIS markets, while in
the first eleven months of 2015 — only 28.3 per cent.

Due to a more rapid increase at the beginning of the
year, the output of the food and beverages production
industry in 2014 was by 0.1% higher than a year before.
By contrast, in the eleven months of 2015, production
volumes were by 4,8% lower than a year before.

A drop in prices of food producers and a decrease in
output have significantly affected the industry’s turnover.
The total turnover grew by 0.3% in 2014, while the
turnover of exported production fell by 1.5%. In the first
eleven months of 2015, industry turnover was by 6.1%
lower than a year before, whereas the turnover of
exported production decreased by 9.5 per cent.

Decrease in the production volumes affects the
number of people employed in the industry. The number
of jobs occupied decreased by 2.4% in 2014, while in the
first three quarters of 2015, it was by 7.1% lower than a
year before.

Figure 3.28

Indicators Characterising Food and Beverage Industry
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3. GROWTH

Production volumes have been falling in the Zlight
Industry in recent years. Development of the industry is
closely related to changes in demand and competitiveness
in the external markets.

In 2014, production volumes in the light industry
decreased by 13.6%. In 2015, production volumes
continued to fall — in the eleven months of the year, they
were by 14.2% lower than a year before. Production
volumes are falling in the manufacturing of both clothing
and textiles.

Due to the rise in producer prices, the industry’s
turnover decreases at a slower pace than the output
volumes. In 2014, turnover in the light industry decreased
by 6.7%. Sales of exported production decreased by 5%,

while the turnover of production sold on the domestic
market — by almost 15.9%. The industry’s turnover
continued to decrease in 2015. In the eleven months of
2015, the turnover was by 4.1% lower than a year ago.
During the said period, the turnover of exported
production decreased by 4.8%, while the turnover of
production sold on the domestic market — by 6.2%.

During the post-crisis years, the growth of the
industry was largely ensured by an increase in
productivity, while the number of jobs has been
decreasing since 2013. The number of jobs occupied in
the industry decreased by 7.1% in 2014, while in the first
three quarters of 2015, the number of jobs in the light
industry was by 8.3% lower than a year before.

Figure 3.29

The share of the sector in national economy
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Due to a steady growth in recent years, wood
processing has become the largest sector of the
manufacturing in terms of both the production volumes
and the number of jobs. Approximately 75% of the
production is exported. The largest export market is the
EU-15 countries.

In 2014, production volumes were by 6.9% higher
than a year before, while in the eleven months of 2015,
production volumes were by 6.3% higher than a year
before. The industry accounts for 27% of the total
manufacturing output.

In 2014, the turnover of the wood-processing
industry grew by 9.7%. Sales volumes in the domestic

market and export markets grew at a similar pace. In
2015, a drop in producer prices affected the industry’s
turnover. In January-November, the turnover of the
woodworking industry was by 4.7% higher than a year
before. At the same time, turnover of the exported
production increased by 7.3%. By contrast, sales volumes
in the domestic market decreased by 2.4 per cent.

Compared to the increase in production, the number
of jobs in the industry is growing at a considerably more
moderate rate, indicating an increase in productivity. The
number of jobs occupied increased by 1.8% in 2014,
whereas in the first three quarters of 2015, the number of
jobs occupied was by 1.3% higher than a year before.

Figure 3.30

Indicators Characterising Wood Processing
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During the post-crisis years, the paper industry and
publishing successfully reoriented from the domestic
market to export markets. In 2015, more than 60% of the
production was exported.

At the end of 2012, production volumes reached the
pre-crisis level, and a steady growth remained in the
industry in 2013. By contrast, production volumes
decreased by 0.6% in 2014. It was due to a dectrease in
production volumes in paper industry (by 4.7%), while
the production volumes in the publishing increased by
2.1%. Similar trends were also observed in 2015. In the
first eleven months of the year, the total output remained
at the level of the previous year. During the said period,
the volumes of paper industry fell by 3.7%, while the
publishing output increased by 1.8 per cent.

Decrease in the production volumes affects the
turnover of the sector. The industry’s turnover decreased
by 1.5% in 2014, whereas in January-November 2015, it
was by 1.4% lower than a year ago.

The drop in turnover is largely due to the decline in
turnover of production sold on the domestic market.

In the first eleven months of 2015, the turnover of
production sold in the domestic market decreased by
4.4%, while the turnover of exported production basically
remained the same during this period the year ago.

With the industry growth slowing down, the number
of jobs occupied in the industry increased moderately in
2014 — by 0.5%, whereas in the first three quarters of
2015, the number of occupied jobs was by 1.6% lower
than a year ago.

Figure 3.31

Indicators Characterising Paper Industry and Publishing

The share of the sector in national economy
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Chemical industry and its related industries
constitute almost 8% of the total output of the
manufacturing and ensure more than 7% of the jobs.
Approximately % of the production of the chemical
industry is exported.

Since 2014, the industry has been negatively affected
by the weaker economic situation in Russia, which is one
of the major markets. Production volumes in the industry
decreased by 2.6% in 2014. Production volumes in
pharmacy fell, while a moderate growth remained in the
production of chemicals and chemical products, as well
as the manufacturing of rubber products.

In total, the production volumes in the chemical
industry in the first eleven months of 2015 were by 4%
lower than a year before. Development trends observed
in 2014 remained in the sub-sectors.

Decrease in the production volumes is partially
compensated by an increase in producer prices, especially
for the exported production. The industry’s turnover
decreased by 1.5% in 2014, while the turnover of
production sold as exports remained at the level of 2013.

In the eleven months of 2015, the industry’s turnover
was by 0.4% higher than a year ago. Income from the
production sold on the domestic market decreased by
0.3%, while the turnover of the exported production was
by 0.2% higher than a year ago.

Despite the difficulties, the number of occupied jobs
in the industry continues to grow. The number of
occupied jobs increased by 3% in 2014, whereas in the
first three quarters of 2015, the number of occupied jobs
was by 3.5% higher than a year before.

Figure 3.32

Indicators Characterising Chemical Industry
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Recovery of the production of other non-metallic
minerals after the crisis was facilitated by the growth of
the construction, as well as reorientation towards foreign
markets — mostly to the EU countries. In 2015, the
industry exported half of the total production on average.
For comparison — in 2007, the industry exported only
18% of the production.

Since the second half of 2014, growth of the
construction has slowed down, which is reflected in the
performance indicators of the production of other non-
metallic minerals. In 2014, the industry’s production
volume grew by only 1.2%, while the output in the eleven
months of 2015 was by 8.7% lower than a year ago.

With the demand and producer prices falling, the
industry’s turnover grew by only 0.4% in 2014. At the
same time, the turnover of the exported production
increased by 6.8%, while the turnover in the domestic
market fell by 4.6%.

In the eleven months of 2015, the industry’s total
turnover was by 7.8% lower than a year ago. The
turnover of production both exported and sold on the
domestic market decreased.

Despite a decrease in the production volumes at the
end of the year, the number of jobs occupied in the
industry increased by 4.5% in 2014. By contrast, in the
first three quarters of 2015, the number of jobs decreased
by 2.9 per cent.

Figure 3.33

The share of the sector in national economy

Production volume index

Indicators Characterising Production of Other Non-Metallic Minerals

Changes in production volumes and filled

o jobs
2015%, % 2010 = 100
Q42010=100
§ 200 154 Production volumes
6.1% (seasonally adjusted data)
Jobs occupied
160 - 136 1
18 -
120 -
2015 3014
2013 e==——2012 100 T
80 [ 1 1 1 1 1 11 A B

Changes in the production sales
% change compared to the corresponding
period of the year before
70 mm Due to prices
B Due to volumes
e T Ot A

FIVVIEX TIVVIEX T IVVIEX T IVVIEX

2012 2013 2014 2015

Changes in producer prices,
December 2011 =100

14 Total
e On the domestic market
Exports
108 -
102
FIVVIEX T IVVIEX T IVVIEX | IVVIEX
2012 2013 2014 2015

I IF 0V v vEVIVIIEIX X XIXI

Production sales, 12-month moving average,

201 2012 2013 2014 2015

Production exports by groups of countries

2011 =100 January-November 2015
136 On the domestic market Other
e EXpOTtS cou1r11§/ries EU-15
124 : 48%
cIs
9%
12 -
Other EU
countries
100 Do 10%
FIVVIEX T IVVIEX T IVVIEX T IVVIEX Lithuania Estonia
2012 2013 2014 2015 12% 10%
Confidence indicator of the sector, Capacity utilization rate
response balance, seasonally adjusted data %
10 7 Other non-metallic minerals 65
e \\anufacturing, total
60 -
0 TR T
55
50 -
45 -
LIVVIEX TIVVIEX TIVVIX T IVIEX APV T v -t mnnev i nev
2012 2013 2014 2015 2012 2013 2014 2015

. ____ ____ ________________________________________________________________________|
REPORT ON THE ECONOMIC DEVELOPMENT OF LATVIA | DECEMBER | 2015



3. GROWTH

- 43 -

During the post-crisis years, the production of

metals and metal articles contributed significantly to
the total growth of the manufacturing. In 2012, the
output was by almost 40% higher than prior to the crisis.

In 2013, the industry was significantly affected by
ceasing of the operation of Liepajas Metalurgs JSC. The
volumes of production of metals dropped by half in
2013. The downtime at Liepajas Metalurgs JSC affected
the industry indicators significantly also in 2014. In 2014,
metalworking output was by 10.5% lower than a year
before. KVV Liepajas Metalurgs has taken over the
insolvent company’s assets and, since March 2015, has
resumed its operation, which positively influences the
entire metalworking industry.

Along with a decrease in the output in 2014, the
industry’s turnover also decreased (by 18%). In the first
eleven months of 2015, due to an increase in exports, the
industry’s total turnover was higher than in the
corresponding period of 2014.

At the end of 2013, when the operations of Liepajas
Metalurgs JSC were ceased, employees constituting
approximately one tenth of the total number of
employees in the industry were laid off. The number of
jobs occupied in the industry decreased by 10.7% in
2014. In the first three quarters of 2015, the number of
jobs in the industry was by 1% lower than a year before.
The drop was affected by a decrease in the number of
jobs in the production of fabricated metal products.

Figure 3.34
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3. GROWTH

Since 2010, the production of electrical and
optical equipment has been the fastest growing sector
of the manufacturing, the share of which in the total
output of the manufacturing has increased from 3.7% in
2009 to 7.1% in 2015. More than 90% of the production
of the said industry is exported.

The industry’s output grew by 32.3% in 2014.
Manufacturing of computers, electronic and optical
equipment contributed more to the growth of the
industry. Rapid growth remained in the industry also in
2015 — in the first eleven months, production volumes
were by 15.6% higher than a year before.

In 2014, despite the significant increase in the
industry’s output, the industry’s turnover was by 3.1%
lower than a year before. Turnover of the exported
production decreased by 1%, while the turnover of

production sold on the domestic market — by 18.8%.
Decrease in the turnover was affected by a significant
drop in producer prices.

In the first eleven months of 2015, the industry’s
turnover was by 18% higher than a year before. The
turnover of the exported production increased by 18.7%
during the said period, while the turnover in the domestic
market increased by 13.1 per cent.

Most of the industry’s growth is ensured by a rise in
productivity, while the increase in the number of jobs is
moderate. The number of jobs in the production of
electrical and optical equipment increased by 3.3% in
2014. By contrast, in the first three quarters of 2015,
despite the successful growth rates, the number of jobs in
the industry was by 5.3% lower than a year before.

Figure 3.35

Indicators Characterising Production of Electrical and Optical Equipment
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Machinery and equipment industry exports 80%
of its production. The EU-15 countries, Lithuania, and
Estonia are major export markets. The markets of CIS
counttries also play an important role.

In 2013, the rates of the industry’s growth were
moderate (an increase of 1.4%), and the growth of the
machinery and equipment industry was also slow in 2014
(an increase of 2.4%). Growth was stimulated by an
increase in the growth rates of the EU countries, as well
as the ability to sell production in CIS countries despite
the economic difficulties.

The industry’s turnover decreased by 13% in 2014.
During the period, turnover of the exported production

decreased by 5.7%, while the turnover of production sold
on the domestic market — almost by a third.

Even though the turnover of production sold on the
domestic market continued to decrease in 2015, the
industry’s total turnover in the first eleven months of the
year was by 10.1% higher than a year before due to an
increase in the export turnover.

Along with a more moderate growth of the industry
in 2014, the number of occupied jobs in the industry
increased by only 0.5%. By contrast, in the three quarters
of 2015, the number of occupied jobs in the industry was
by 5.8% lower than a year before.

Figure 3.36

Indicators Characterising Production of Machinery and Equipment

The share of the sector in national economy
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Production of vehicles is mainly focused on external
markets — 90% of the production of the industry on
average is exported. Since the industry largely depends on
new orders, it is characterized by very pronounced
fluctuations in production volumes.

Orders finished over the previous years and the weak
demand in foreign markets in 2013 and 2014 affected the
industry’s growth. Production volumes in the industry
decreased by 15.2% in 2014. The situation in the industry
slightly improved in 2015 — production volumes in
January-November were by 3.5% higher than a year ago.

The industry’s turnover decreased by 9.3% in 2014. A
huge increase was observed in the income from products

sold on the domestic market, which increased by more
than 50% in the period. By contrast, the turnover of
exported production decreased by 14.5% in 2014.

In the eleven months of 2015, the industry’s turnover
was by 3.2% lower than a year ago, mainly due to the
small turnover of products sold on the domestic market.

Pronounced fluctuations in the industry’s production
volumes affect the number of people employed in the
industry. The number of occupied jobs in the industry
decreased by 1.9% in 2014, while in the first three
quarters of 2015, the number of occupied jobs was by
3.3% lower than a year before.

Figure 3.37

Indicators Characterising Production of Vehicles

The share of the sector in national economy

Production volume index
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3.3 Forecasts

The latest forecasts of the EC and IMF were used by
the Ministry of Economics to analyse external markets
and evaluate the global economic development trends

when making forecasts about the economic development
(see Chapter 2).

Economic development in 2016

The latest forecasts of the EC show that the growth
rates of global economy in 2016 will rise to 3.5% (the
global increase in 2015 was assessed as 3%). The IMF
also forecasts a similar development of global economy.
Growth of the EU in 2016 is projected at 2%, which is
only by 0.1 percentage point higher than the assessed
dynamics in 2015.

Development of the national economy of Latvia is
closely related to the opportunities for expansion of
exports. In 2016, export dynamics will be limited by the
weak demand in the CIS markets. No significant changes
in the development dynamics are expected for the largest
market of Latvia — EU, which does not allow to hope for
a noticeable increase in exports. Therefore, third
important direction for export

countries
development.

Investments are important for further development
of economy. Dynamics of private investments are still
very slow. They are affected by the entrepreneurs’
hesitant attitude in relation to the increased uncertainty in
the external environment, as well as the cautious crediting
policies of banks. By contrast, investments of the public
sector are closely related to the cyclical nature of
acquisition of the EU structural funds.

Changes in private consumption in 2016 will be
influenced by a rise in employment and remuneration, as
well as inflation dynamics. A moderate rise in consumer
prices is expected in 2016, since the global prices will not
change significantly, and changes in tax rates will have a

are an

greater influence on consumer prices in Latvia (in total,
they could increase by approximately 1%).

Private consumption growth will contribute to the
growth of retail trade and other — domestic-market
oriented sectors. The current positive trends will remain
in the manufacturing, and production volumes will
continue to grow. It will be facilitated by a gradual
increase in demand in the EU and third country markets.

By contrast, the development of the construction
sector will be moderate. Development of the sector is
closely related to the EU funds projects, therefore a more
rapid growth of the sector is expected after intense
commencement of activities of the new EU funds
programming period. Growth will also be slow in the
transport sector. Development of the sector will largely
depend on the geopolitical situation in the region.

The Ministry of Economics forecasts that, in total,
GDP growth rate will be 3.2% in 2016.

Development Perspectives for 2017-2021

Scenarios of slower and more rapid growth are
developed for the medium term until 2021. Basic
assumptions of the scenarios are based on different
trends of global economic developments over the
medium term.

Figure 3.38
Forecast of Latvian GDP
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The growth of Latvia — a small open economy with a
relatively high degree of market liberalisation — is affected
significantly by the global economic development and
maintenance of stable competitiveness. Development
dynamics of the EU’s common economic space, as well
as opportunities for expanding and diversifying markets
in third countries are of particular importance.

The economic benefits of Latvia in the medium term
will be mostly based on the macroeconomic stability
achieved, resulting in improved credit ratings of Latvia, as
well as on the efficiency of the planned support
programmes of structural funds and improvements in the
business environment.

Labour costs in Latvia are significantly lower than in
the old EU member states. Both the cheap labour and
the relatively high profitability are weak incentives for a
change in the business model and creation of other
competitive advantages. At the same time, an increase in
labour costs is inevitable due to growth and open labour
market. It means that by not implementing appropriate
structural ~ policy  measures Latvia could lose
competitiveness in the low-cost segments sooner than
acquire advantages in the manufacturing of products with
higher added value.

The weaker growth scenario is based on the
assumption that the global economic development is
uneven, the EU’s recovery from the crisis is slow, and the
geopolitical situation caused by the Ukrainian crisis does
not improve. This means that the annual export growth
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rate during this period will not reach 4% in the scenario
of weaker growth. Private consumption and investments
will grow slowly. By contrast, GDP growth rates on

average from 2017-2021 are estimated to be within 3 per
cent per year.

Table 3.14

Forecast of n GDP by Expen e Items

201 201 201 2016 : o
3 4 > (on average a year)*
Fact Forecasts

growth rates, % compared to the previous year

Gross domestic product 3.0 2.4 2.8 3.2 3.0 .. 4.7
Private consumption 5.1 2.3 4.0 3.6 2.2..4.7
Public consumption 1.6 4.9 3.4 2.8 3.2..4.2
Gross fixed capital formation -6.0 0.5 3.4 2.0 2.9..5.5
Exports 1.1 3.1 1.9 2.5 3.0..4.5
Imports -0.2 0.8 3.0 2.4 3.0..4.6
structure, %

Gross domestic product 100 100 100 100 100
Private consumption 61.5 61.2 61.5 61.7 61.4 ..61.4
Public consumption 17.7 17.6 18.0 17.9 17.4 ..17.6
Gross fixed capital formation 23.2 22.9 22.8 22.5 22.0..22.7
Changes in inventories 0.8 0.6 -0.3 -0.5 1.2..-0.1
Exports 60.4 59.5 58.8 58.0 57.5..57.4
Imports 63.6 61.8 60.8 59.7 59.4 ..59.1
Export-import balance -3.2 2.2 -2.0 -1.7 -1.9..-1.7

* structure at the end of the period

The scenario of more rapid growth envisages that
growth will resume in the key export markets of Latvia
and the advantages of the Latvian economy
competitiveness will be primarily based on technological
factors, improvement of production efficiency, and
innovation, to a lesser extent on cheap labour and low

prices of resources. In the scenatio of more rapid growth,
exports and processing industry retain a relatively fast
growth rate in the medium term, based on both the
competitiveness of Latvian producers and growing
external demand. In this scenario, GDP growth rates in
the medium term may reach 5 per cent per year.

Table 3.15

Forecast of Latvian GDP by Sectors
(real growth, % in compared with the previous year)

2013

Gross domestic product 3.0
Agriculture, forestry 1.2
Manufacturing 1.2
Other industry 1.6
Construction 4.4
Trade, accommodation 4.2
Transport and storage 0.2
Other commercial services 3.9
Public services 2.4

2014 2015 2016 2017-2021
(on average a year)
Forecasts
2.4 2.8 3.2 3.0..4.7
1.6 2.1 3.5 2.7..3.2
-0.3 441 3.0 3.7..4.8
-3.1 2.2 3.6 2.2..3.2
8.1 1.8 1.8 2.9..6.0
2.3 4.5 4.5 2.9..5.2
3.2 -0.9 0.5 2.1..3.7
1.6 1.9 3.5 3.2..4.9
3.3 3.5 3.2 3.1..4.6
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4.1 Public Finances

4.1.1 Fiscal Policy and Public Debt

The fiscal policy of Latvia is focused on ensuring
sustainable economic growth and implementation of a
responsible fiscal policy in line with the conditions of the
fiscal discipline.

Since 2011, Latvia has returned to growth, and
significant improvements have been achieved in the fiscal
position (see Table 4.1). However, the negative impacts
of the economic crisis can be observed in a number of
key sectors of the economy. The lack of funding has
accumulated problems that could lead to irreversible
processes if they are not solved. Therefore, the following
years are also characterized in the course of the country’s
fiscal policy as a post-crisis period, during which it is
necessary to restore adequate funding for the
implementation of state functions, while fully respecting
the conditions of the fiscal discipline.

-49-
Table 4.1.
2011 2012 2013 2014
Income (million euro) 7213.8 7885.4  8187.2 8436.2
(% of GDP) 35.6 36.2 36.0 35.8
Expenditures (million 7896.0 8064.6 8390.7 8802.3
euro)
(% of GDP) 39.0 37.0 36.9 37.3
Balance (million euro) -682.2 -179.2  -203.4  -366.1
(% of GDP) 3.4 -0.8 -0.9 -1.6

In 2011-2013, deficit of the general government
budget consisted of the deficit both in the budget of the
central government and the budget of local governments,
as well as the Social Insurance Fund (see Figure 4.1).

Figure 4.1

General Government Budget Balance by Sub-Sectors
(% of GDP)
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In 2014, budget deficit of the central government
increased significantly, which was related to the single
capital transfer for the fulfilment of central government
obligations towards the EBRD, as well as an increase in
expenditure on remuneration and social benefits. In its

2009

-0.2 -0.1-0.4

2010 2011 2012 2013 2014

turn, decrease of the budget deficit developed in the two
other sub-sectors of the general government, especially in
the sub-sector of the Social Insurance Fund, where even
a small surplus was observed.
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As shown in Figure 4.2, the overall situation of the
EU in the budget is improving. The average level of
budget deficit of the EU in 2014 was 3% of GDP (in
2013 — 3.3% of GDP, in 2012 — 4.3% of GDP). In 14
EU member states (in 2013 — 10 member states, in 2012
— 17), national budget in 2014 was equal to or exceeded
the Maastricht criteria, which is 3% of GDP. The highest

general government budget deficit to GDP in 2014 was
detected in Cyprus, Portugal, Spain, Bulgaria, the United
Kingdom, Croatia, and Slovenia. The budget deficit in
these countries exceeded 5% of GDP. There was a
budget surplus in Denmark, Luxembourg, Estonia, and
Germany.

Figure 4.2

General Government Budget Balance in the EU Member States in 2013 and 2014
(% of GDP)
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f — forecasts of the European Commission

According to the forecasts of the EC announced in
the autumn of 2015, the budget situation in the EU will
continue to improve in 2015 and 2016. The average level
of budget deficit in the EU in 2015 is expected to be
2.5% of GDP, while in 2016 — 2%. The highest budget
deficit in 2015, which may exceed 4% of GDP, is
expected in Croatia, Spain, Greece, and the United
Kingdom.

The Saeima adopted the national budget for 2015
with a deficit of 1% of GDP. According to the forecasts
of the Ministry of Finance, the general government
budget deficit is projected to be 1.4% of GDP in 2015.

On November 30, the Sacima approved the Law on
State Budget for 2016 at the final reading, where the
permissible budget deficit of 1% of GDP is established,
and it corresponds to the permissible budget deficit
amount arising from the specific target of the structural
balance. Strengthening of the country’s internal and
external security, improvement of access to health care,
as well as improving the quality of education are set as
the budget priorities for 2016.

Along with the adoption of the Fiscal Discipline Law
(FDL) at the beginning of year 2013, the state fiscal
policy has been based on the concept, which provides for
ensuring a balanced budget in the economic cycle, i.e., the
amount of structural balance of the general government
budget, which does not exceed -0.5% of GDP, as
stipulated in the FDI. Latvia reached the structural
deficit of 0.5% of GDP in 2012. Consequently, the task

for the subsequent years is no longer to reduce the
structural deficit, but to preserve it at the level of the
medium-term goal.

While developing the goals for medium-term
structural balance, a multi-stage approach is applied,
which allows to ensure that the respective goals of
structural balance are in compliance not only with the
national approach, but also with the conditions of the
Stability and Growth Pact, also recalculating the difference
of outputs according to the EC standardised
methodology. The following goals of structural balance
of the general government budget are defined for the
medium term: -0.9% of GDP in 2016, -1% of GDP in
2017, and -0.8% of GDP in 2018.

A significant aspect is not only the development and
approval of the fiscal discipline framework, but also
operation of such instruments that actually introduce the
framework of fiscal discipline in the process of budget
formation and monitoring. The body responsible for
compliance with the requirements of fiscal discipline
both during the budget planning process and in the
execution stage is the Fiscal Discipline Council, which
was established in 2014.

The general government debt in Latvia is still one
of the lowest in the EU (see Figure 4.3).

The average level of public debt in the EU in 2014
was 86.8% of GDP (in 2013 — 85.5% of GDP, in 2012 —
83.8% of GDP). In 16 EU member states (in 2013 — 16
member states, in 2012 — 14), the public debt in 2014
exceeded the Maastricht criteria, which is 60% of GDP.
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The highest public debt to GDP in 2014 was detected in
Greece, Italy, Portugal, Cyprus, Ireland, and Belgium,
whereas the lowest general government debt to GDP was
registered in Estonia, Luxembourg, and Bulgaria. As

indicated by the forecasts of the EC for autumn 2015, the
average level of public debt in the EU will slightly
decrease in 2015 and 2016.

Figure 4.3

General Government Debt in the EU Member States in 2013 and 2014
(% of GDP)
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f — forecasts of the European Commission

The general government debt in Latvia increased
moderately until 2007. In order to provide funding for
performance of financial liabilities, the general
government debt started to grow rapidly starting from
2008, and it reached 8,509 million euro or 47.5% of GDP
at the end of 2010. Since the end of 2011, the general
government debt to GDP has been decreasing (see
Figure 4.4). The debt slightly increased at the end of 2014
and reached 9,626 million euro or 40.8% of GDP.

Figure 4.4

General Government Consolidated Gross Debt
(by Nominal Value at the End of the Year)
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It has to be noted that a three-year international loan
programme was successfully concluded at the end of
2011. The amount of loan for Latvia was planned to
constitute 7.5 billion euro. Taking into consideration that
the economic and financial situation in the country
improved, it was not necessary for Latvia to take the
available loan in full amount. Latvia has used 4.4 billion
euro.

After a successful completion of the international
loan programme, Latvia has repeatedly proved its ability
to attract finances on international financial markets
under favourable conditions, through organising public
issuance of public debt securities.

In January 2015, a loan in the amount of 1.2 billion
euro from the EC principal amount was repaid. Thereby,
in 2015, it is planned to decrease the amount of public
debt by 5% to GDP.

By implementing well-timed loan measures according
to the medium-term strategy and by continuing
implementation of a sustainable fiscal policy, it is possible
to refinance the currently undertaken debt liabilities of
the central government under favourable conditions in
terms of interest rates and maturity, and to achieve a
decrease and stabilisation of the level of the general
government debt at a sustainable level in a long-term
perspective, convincingly complying with the criteria
concerning the amount of general government debt
specified in the Maastricht Treaty.
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4.1.2 Budget Revenue'

With the economic situation improving, the budget
revenue has been increasing in recent years. In 2014,
general government consolidated budget revenues
amounted to 8535.9 million euro or for 1.9% more than
in 2013. Increase in the revenues was largely ensured by
an increase in tax revenues.

In 2014, tax revenues amounted to 6675.9 million
euro, which is for 3.9% more than a year earlier. The
increase in the employment tax revenue had the most
important contribution, which was facilitated by an

General Government Consolidated

Budget Revenues by Months

increase in remuneration, as well as an increase in retail
trade turnover that increased the revenue from value
added tax.

In the first eleven months of 2015, general
government consolidated budget revenues were 8093
million euro, which was for 4% more compared to
January-November 2014.

Approximately 3/4 of all budget revenues consist of
tax revenues. The remaining budget revenue consists of
non-tax revenue and revenue from foreign financial
assistance.

Figure 4.5

GDP in Current Prices and General Government
Consolidated Budget Revenues

(million euro)
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In the eleven months of 2015, taking into account a
more rapid economic growth than previously expected,
tax revenues grew by 5% compared to January-
November 2014 and reached 6398.3 million euro.

Tax revenue plan in the general government
consolidated budget was fulfilled by 100.1% in the first
11 months of 2015.

Employment taxes account for almost a half of all tax
revenues.

In 2014, with the average wage in the country and the
number of the employed continuing to increase,
employment tax revenues increased by 1.4% compared
to 2013.

(Q4 of 2009 = 100)
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General government
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In the eleven months of 2015, employment tax
revenues were for 3.8% higher than a year eatlier.

In 2014, personal income tax revenues amounted to
1385.2 million euro and grew by 3.9% compared to 2013.

As of 1 January 2014, personal income tax rate is
reduced to 24%. The non-taxable minimum was
increased from 64 euro to 75 euro, allowance for
dependent persons was increased from 100 euro to
165 euro, while the minimum wage was increased to
320 euro.

! The official data of monthly reports of the Treasury was used in this chapter.

. ____ ____ ________________________________________________________________________|
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Table 4.2
Budget Income
(% of GDP)
2008 2009 2010 2011 2012 2013 2014 20151l
General government consolidated budget
revenues 33.5 35.7 36.6 35.8 37.5 36.8 36.2 37.4
| Tax revenues 27.7 26.6 274 27.3 28.0 28.2 28.3 29.0
1. Indirect taxes 9.9 10.0 10.3 10.3 10.7 10.7 1.0 1.3
- value-added tax 6.5 6.0 6.6 6.7 73 73 7.6 7.9
— excise tax 3.2 3.8 3.6 3.4 3.2 3.2 3.2 3.3
- customs duty 0.1 041 041 0.1 0.1 0.1 0.2 0.2
2. Income taxes and property taxes 9.4 7.6 7.9 7.7 8.0 8.2 8.2 8.4
— corporate income tax 2.9 1.5 0.9 1.4 1.6 1.6 1.5 1.6
- personal income tax 6.0 5.5 6.3 5.6 5.7 5.9 5.9 5.9
- real estate tax 0.4 0.6 0.7 0.8 0.8 0.8 0.8 0.9
3. Social insurance contributions 8.2 8.8 8.7 8.6 8.6 8.7 8.4 8.5
4. Other taxes 0.3 0.2 0.2 0.6 0.6 0.7 0.8 0.8
11 Other revenues 5.8 9.1 9.5 8.5 9.5 8.6 7.9 8.4
Figure 4.6 In January-November 2015, personal income tax
revenues amounted to 1293.4 million euro and grew by
Total Tax Revenues by Months 3.8% compared to the relevant petiod of 2014.
(million euro) As of 1 January 2015, personal income tax rate is
630 - reduced to 23%. The minimum wage was also increased
— from 320 euro to 360 euro.
It is planned to introduce the differentiated non-
580 taxable minimum in the field of personal income tax in
2016 (thus differentiated rather than equal non-taxable
minimum will be applied to all persons in the future, the
amount of which will vary depending on the amount of
530 1 the taxpayer’s taxable income), to nartow the circle of
persons for which the taxpayer is entitled to apply an
allowance for dependents, and other changes. It is also
480 - —som 2013 planned to increase the minimum wage from 360 euro to
370 euro.
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Figure 4.7

Tax Revenues by Months
(million eur
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In 2014, revenue from the mandatory state social Figure 4.8

insurance contributions amounted to 1976.1 million euro,
which is for 0.2% less than in 2013.

Reduction in the collected amount was affected by
changes in the rate of the mandatory state social
insurance contribution. On 1 January 2014, the rate of
state social insurance was reduced by 1 percentage point
to 34.09%, 23.59% of which are paid by the employer
and 10.5% — by the employee.

In the first eleven months of 2015, revenue from the
mandatory state social insurance contributions increased
to 1,854.3 million euro, which is for 3.9% more
compared to the corresponding period in 2014.

To reduce tax regtressivity for employees and self-
employed with a higher income level, the Law on Solidarity
Tax was adopted. As of 2016, the solidarity tax will be
applied to personal income part that exceeded the
maximum amount of mandatory state social insurance
contributions over the calendar year.

General Government Consolidated Budget

Tax Revenues by Tax Groups
(2014, percentage)

Consumption
taxes
34.9% Employment
taxes

50.3%

Resource
taxes
6.6%

Capital
taxes
8.2%
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Consumption tax revenues constitute a third of all
tax revenues. As a result of private consumption growth
and, consequently, an increase in the retail sales turnover,
consumption tax revenues in the national budget
increased by 8.6% in 2014.

In the first eleven months of 2015, consumption tax
revenues were for 5.9% higher than in the corresponding
period of 2014.

In 2014, value-added tax revenues amounted to
1,803.7 million euro and grew by 8.2% compared to
2013.

Since 1 January 2014, several restrictions on the
deduction of input VAT were lifted in the field of VAT,
changes were made in the application of VAT in real
estate transactions, and VAT liens were introduced in
transactions with petroleum products etc.

In the first eleven months of 2015, value-added tax
revenues wetre 1,756.8 million euro, which is for 5.7%
more than in the corresponding period of 2014.

Since 1 January 2015, changes have been made in the
field of value-added tax, for example, specific value-
added tax calculation and payment modes
introduced for the electtonic = communication,
broadcasting and electronically supplied services, changes
were made in the enforcement procedures of the value-
added tax law, etc.

Changes in the field of value-added tax are also
planned for 2016:

— as of July 1, VAT standard rate of 21% will be
applied to the residential house management
service;

— as of January 1, the VAT reverse charge
mechanism will be supplemented with a variety of
types of timber, and it will be established that the
input tax deduction limit for passenger car
acquisition and related maintenance costs is 50%o;

— as of April 1, VAT reverse charge mechanism will
be introduced for mobile phones, laptops, tablets,
and other devices along with other changes.

were

Revenue of the consumption share (alcoholic
beverages, tobacco, and other excise goods) of the excise
duty increased in 2014. In 2014, excise duty revenues
amounted to 330 million euro, which is for 3.8% more
than in 2013.

Changes to the consumption share of the excise duty
on tobacco products were introduced as of 1 January
2014 by increasing the excise duty on cigarettes, cigars,
and smoking tobacco. It is established that the excise
duty on this product group shall be increased annually by
2018.

In the first eleven months of 2015, revenue of the
consumption share of the excise duty increased by 4.7%
compared to the corresponding period of 2014.

As of 1 January 2015, excise duty was established on
tobacco leaves at the same rate as the excise duty on
smoking tobacco.

Changes in the field of excise duty are also planned
for 2016:

— as of January 1, excise duty rate on smoking
tobacco and tobacco leaves will be increased;

— as of March 1, the rate on alcoholic beverages will
be increased, and a tax on heated tobacco will be
introduced;

— as of July 1, a tax on liquids for electronic
cigarettes will be introduced.

Capital tax share in the total tax revenues was 8.2%
in 2014. Capital tax revenues increased by 2% in 2014
compared to 2013.

In the first eleven months of 2015, capital tax
revenues increased by 6.9% compared to the
corresponding period of 2014.

Revenues from corporate income tax decreased by
2.1% in 2014. This is mainly due to a reduction in
payments and an increase in the amount repaid. Repaid
amounts increased by 3 million euro or 4.2% compared
to 2013. At the same time, corporate income tax
payments decreased by 4.7 million euro or 1.1 per cent.

Changes have been made in the field of corporate
income tax as of 1 January 2014, aimed at encouraging
investments in R&D, such as a prolonged opportunity to
apply tax relief on new production equipment, extended
terms for application of tax allowances for investments
made in projects to be supported, etc. Changes have been
also made in the field of micro-enterprise tax.

In the first eleven months of 2015, corporate income
tax revenues increased by 8.8% compared to January-
November 2014.

Amendments to the Micro-enterprise Tax Law provides
for maintaining a 9% micro-enterprise tax rate in 2016 on
all micro-enterprise turnover of up to 100 thousand euro
a year.

Real estate tax revenues increased by 10.5% to 190.9
million euro in 2014.

As of 1 January 2014, changes have been made in the
field of real estate tax, for example, tax exemptions for
state-protected ~ monuments were cancelled, the
procedure for establishing a tax payer for national or
municipal real estate was changed, etc.

In the first eleven months of 2015, real estate tax
revenues increased by 3.8% to 195 million euro
compared to January-November 2013.

As of 1 January 2015, it is established in the field of
real estate tax that the real estate exemption period of 12
months as of the commissioning of the building will no
longer apply to newly constructed or reconstructed
buildings intended for carrying out economic activities.

It is planned to use two types of tax base for
calculation of real estate tax from 2016 to 2025 — the
cadastral value of real estate (in general) and the special
value (for rural land with an area of more than 3 ha).
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Resource taxes are the smallest group of taxes,
which composed 6.6% of all tax revenues in 2014.
Resource tax revenues increased by 1.5% in 2014,
compared to 2013.

In the first eleven months of 2015, resource tax
revenues were for 7.1% higher than a year eatlier.

Natural resource tax revenues increased by 5% in
2014, compared to 2013.

As of 1 January 2014, several changes were
introduced in the field of natural resource tax, for
example, rates of new subjects of natural resource tax
were introduced and natural resource tax rate was
increased (for extraction of natural resources, waste
disposal, air and water pollution, environmentally harmful
goods, etc.).

In the first eleven months of 2015, natural resource
tax revenues increased by 8.1%.

In 2014, revenue from the excise duty on oil products
and natural gas amounted to 418.6 million euro, which is
for 1.3% more than in 2013.

As of 1 January 2014, the rate of excise duty on
natural gas used in industrial production was reduced and
the excise duty on petroleum gases and other gaseous
hydrocarbons was increased.

In the first eleven months of 2015, revenue from the
excise duty on oil products and natural gas increased by
7.1% compared to January-November 2014.

As of 1 January 2015, changes were introduced in the
field of excise duty that repealed the reduced rates of
excise duty on certain fuel, specified rules on application
of the excise duty exemption for natural gas used for
heating of greenhouses, and established changes as
regards the application of the excise duty relief on diesel
fuel for agricultural purposes.

As of 1 January 2016, it is planned to increase excise
duty rates on unleaded petrol, diesel, kerosene, LPG and
a mixture of unleaded gasoline and ethanol.

4.1.3 Budget Expenditure

After an extensive cutting down of expenditure
during the economic crisis, the general government
consolidated budget expenditure has been gradually
increasing since 2011.

General government consolidated budget expenditure
increased by 5% to 8934.9 million euro in 2014.

In the first eleven months of 2015, general
government consolidated budget expenditure continued
to increase, and it has increased by 3.6% to 7,991.6

million euro compared to the corresponding period in
2014.

Figure 4.9

General Government Consolidated

Budget Expenditures by Months
(million EUR)
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In 2014, expenditure on subsidies and grants
increased by 7.4%. The sharp increase was largely due to
higher cost of acquisition of EU fund projects in the
transport sector, entrepreneurship and innovation, as well
as for direct payments to farmers. The increase was also
stimulated by the grants for health care, as well as
support to milk producers, whose activities were
adversely affected by the sanctions of Russia.

It should be noted that expenditure on subsidies and
grants also increased during the economic crisis. It was
largely due to the growing number of unemployed and
paid unemployment benefits, payments of severance pay
for the employees released from employment in the
public sector, as well as social benefits.

Figure 4.10

General Government Consolidated
Budget Revenues and Expenditures
(moving average of 4 quarters, % of GDP)
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In total, expenditure on subsidies and grants
amounted to 44.7% of the total budget expenditure in
2014.

In the first eleven months of 2015, expenditure on
subsidies and grants increased by 2.6% compared to
January-November 2014.

When cutting the budget expenditure during the
crisis, capital expenditure was one of the first to be
limited. Already in 2008, capital expenditure was lower
than a year earlier, and it was substantially reduced in
2009 and 2010. Capital expenditure increased in 2011-
2013 in connection with active acquisition of the EU
funds’ assets.

Capital expenditure decreased by 4% in 2014.

The share of capital expenditure in the total
expenditure constituted almost 10% of the total national
budget expenditure in 2014.

In the eleven months of 2015, capital expenditure
decreased by 6% compared to the corresponding period
in 2014.

Current expenditure was reduced most significantly
during the crisis. To reduce the national consolidated
general budget expenditure, certain areas of public
administration were optimised — cutting the number of
employees and wages in ministries and public authorities,
as well as reducing the number of state agencies and
hospitals. These expenditures were reduced the most
during the crisis. In 2008, current expenditure constituted
more than a half of the total budget expenditure, while its
share in 2014 constituted only 45.4 percent.

Both in 2011 and 2012, current expenditure basically
did not increase, but it has been increasing since 2013.

Current expenditure grew by 8.7% in 2014. Such a
rapid increase was largely due to an increase in the
minimum wage and levelling of wages of the public
sector employees.

In the first eleven months of 2015, current
expenditure grew by 4.8% compared to the
corresponding period of the previous year.

Table 4.3

Expenditures of the General Government Consolidated Budget by Functions

Total expenditure 100 100 100
General government services 12.1 13.3 12.8
Defence 2.3 2.1 2.2
Public order and security 4.4 4.5 4.8
Economic activity 19.0 18.6 18.7
Environmental protection 2.5 2.3 2.4
Management of municipal

territories and housing 3.0 3.0 3.0
Health 7.8 7.8 7.6
Recreation, culture and religion 3.2 3.5 3.6
Education 17.1 16.6 16.4
Social protection 28.5 28.2 28.4

According to the budget expenditure by functional
categories, social protection, education, general
government services and economic activity contributed
the most to the increase in expenditure in 2014. At the
same time, expenditure on management of municipal
territories decreased.

Similar trends in expenditure dynamics remain also in
2015.

Public demand consists of national consumption or
public services, the value of which is determined by the
volume of public services, as well as public investment,
which is capital investment from the budget.

Public demand fell sharply during the crisis. It began
to rise again in 2011, driven by a rapid increase in the

014 20151l

100 100 38.9 37.3 37.4 3741 36.4
13.2 13.5 4.7 5.0 4.8 4.9 4.9
2.1 2.2 0.9 0.8 0.8 0.8 0.8
4.9 4.9 1.7 1.7 1.8 1.8 1.8
18.1 15.3 7.4 7.0 7.0 6.7 5.6
2.4 2.2 1.0 0.9 0.9 0.9 0.8
2.6 2.4 1.2 1.1 1.1 1.0 0.9
7.4 7.6 3.0 2.9 2.8 2.8 2.8
3.4 3.4 1.3 1.3 1.4 1.3 1.3
16.7 17.1 6.6 6.2 6.1 6.2 6.2
29.1 31.3 1.1 10.5 10.6 10.8 1.4

national budget expenditure on investment and an
increase in local government expenditure.

By contrast, public demand decreased by 0.4% and
0.1% in 2012 and 2013, respectively. The decrease was
largely driven by reduction of the central government
budget expenditure, as well as a decrease in the national
budget expenditure on investments.

Public demand resumed growth in 2014 — by 4.4%. It
was determined by a more rapid increase in central
government budget expenditute — by 8%, as well as
increase in the amount of central government budget
expenditure on investments — 13.4%. At the same time,
local government expenditure decreased, driven by
reduced local government budget expenditure on
investments — by 8.3 percent.
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Table 4.4

Public Demand
(percentage)

of GDP

Public demand 23.1 23.3 22.2 22.0 22.0 -8.5 5.5 -0.4 -0.1 4.4
National consumption 18.4 18.3 17.4 17.6 17.6 -8.1 3.0 0.3 1.6 4.9
- central government* 10.4 10.1 9.4 9.3 9.6 2.9 0.4 1.8 -0.1 8.0
— local governments 8.0 8.2 8.0 8.3 8.0 -14.2 6.5 2.8 3.7 1.5
Gross fixed capital formation 4.7 5.0 4.9 4.4 4.4 -9.8 15.0 -3.0 -6.3 2.1
- central government*® 2.1 2.6 2.6 2.1 2.4 -8.6 30.7 -0.2 -14.7 13.4
— local governments 2.6 2.4 2.3 2.3 2.1 -10.8 2.2 -5.9 2.9 -8.3

* together with the Social Insurance Fund

4.2 Prices

4.2.1 Consumer Prices A moderate price increase continued in 2015, and it
was lower than the year before, despite the sharpest
increase in prices over the last four years that was

After the deflation caused by the crisis, when the 12-  Jjcaived at the beginning of the year. In 2015 the
average inflation was 0.2 percent.

month consumer price inflation fell to -4.2% in February
2010, prices started to rise again. In 2011, the 12-month

consumer price inflation was 4%, in 2012 — 1.6%, while Table 4.5
in 2013, consumer prices fell by 0.4%. There was a brice ch by Month
moderate rise in prices in 2014, and it was more rapid EELTET [ 22 I EES 10 I i
. o (per cent)
than the year before — consumer prices rose by 0.2%, but
the price changes were lower than the traditional seasonal R
fluctuations. Price changes in 2014 were mainly due to an the previous respective annual
. . . . month of the average
increase in prices of tobacco and services, as well as a month :
. previous year
reduction of expenses on transport (fuel) and food.
Global dynamics of food and oil prices had a great 2014  July -0.4 0.6 0.2
influence. August -0.6 0.8 0.3
Figure 4.11 September 0.5 1.0 0.4
q October 0.0 0. 0.
Consumer Price Changes / 2
(per cent) November -0.3 0.9 0.6
18 December -0.6 0.2 0.6
2015 January 0.1 -0.4 0.6
B average annual inflation February 0.3 01 0.5
1 B — 1 -| i i
3 12-month inflation March 0.8 - 0.5
April 0.6 0.5 0.5
8 - May 0.6 1.2 0.6
June -0.2 0.6 0.5
July -1.0 0.0 0.5
3 August -0.5 0.1 0.4
September -0.1 -0.5 0.3
5 | October 0.3 -0.2 0.2
2007 2008 2009 2010 2011 2012 2013 2014 2015 e —— 0 00 .
December -0.3 0.3 0.2

. ____ ____ ________________________________________________________________________|
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In December 2015, compared to December of the
year before, consumer prices rose by 0.3 per cent.

The main factors affecting prices in 2015:

— An increase in electricity price due to the opening

prices are largely determined by the global price
fluctuations. Global food prices in 2015 continued
to decline for the fourth year in a row. In
December 2015, compated to December of the

of the electricity market as of 1 January 2015 had
the greatest impact on the increase in prices.
Electricity prices rose by an average of 27.6%,
which increased the overall level of consumer
prices by 0.9 percentage points. In the housing
group, the prices of water supply and other
housing-related services rose by 1.7%. This was
partly compensated by a fall in prices of heat
energy by 12.7% and gas — by 9.5%, which
together lowered the total level of consumer
prices by 0.65 percentage points. In total, the
prices in the housing maintenance group rose by
1.7%, which increased the overall level of
consumer prices by 0.3 percentage points.

A drop in oil prices all over the world. Despite the
global rise in oil prices in February-May, there has
been a sharper drop in oil prices since June, with
the prices dropping by almost 40% in total over
the year. In connection with the news on a
significant increase in oil stocks in the US, as well
as the OPEC’s decision not to reduce oil
production quotas, the price of crude oil in
December dropped to the lowest level since
December 2008 — USD 35 per batrel. In Latvia,
the drop in fuel prices over the year had the
greatest impact on the reduction in prices,
although the decline in oil prices was not as sharp
as the drop in global oil prices. A more rapid drop
in fuel prices is prevented by the strong US dollar
to euro foreign exchange rate. Over the year, the
fuel prices in Latvia decreased by 11% and
reduced the overall price level by 0.65 percentage
points. This was partly compensated by an
increase in the prices of transport services that
increased by 9.1%. In total, the prices in the
transport group decreased by 2.3%, which
decreased the overall level of consumer prices by
0.3 percentage points;

A rise in prices of alcoholic beverages and
tobacco due to an increase in the excise tax rate.
Prices of alcoholic beverages grew by 5.7%, while
the price of tobacco grew by 1.8%, which
together increased the total level of prices by 0.4
percentage points;

Prices of food decreased by 0.8%, which
decreased the overall level of consumer prices by
0.2 percentage points. The drop in prices of milk
and dairy products had the most significant
impact. The drop in prices of milk and milk
products was the sharpest since 1997 (except for
2009), which was still affected by Russia’s
embargo as of August 2014. Changes in food

2914, prices dropped by 17%, which was affected
by a drop in prices in all major food groups.
Extensive supply together with the weak demand
and the high value of the US dollar were the main
causes of the drop in global food prices. The
prices of meat and cereals decreased most rapidly
in relation to a higher yield than expected in the
product exporting countries. Global drop in food
prices was also due to sluggish trading activity and
expectations of deflation, with the buyers hoping
for even lower prices in the following months.
Prices of dairy products saw a sharp decrease in
the middle of the year due to Russia’s embargo,
removal of the milk quota system in the EU, as
well as uncertainty about China’s purchases of
dairy products in 2015. In September-December,
prices of sugar rose sharply in relation to the bad
weather in the key exporting countries, but, in
general, the prices decreased over the year, thanks
to a decrease in prices in the first half of the year.

A moderate inflation is expected in 2016, but it will
be higher than in 2015. It will be influenced by various
supply factors related to the increased tax rates, as well as
the rise in demand, stimulated by the growth of economic
activities and wages. At the same time, inflation will still
largely depend on global oil and food price fluctuations.
The Ministry of Economics projects that the overall
average annual inflation may be around 1% if the global

oil and food prices will maintain a moderate dynamics
and no rapid changes in prices are expected.

120

115

10

105

100

Figure 4.12

Private Consumption and Consumer Price Index

(4 quarter of 2010 = 100)

Private consumption

Consumer price index

2011 2012

I 1V 2 2 A | 2 A O 1 A4
2013 2014 2015

REPORT ON THE ECONOMIC DEVELOPMENT OF LATVIA | DECEMBER | 2015



- 60—

4. MACROECONOMIC STABILITY

Figure 4.13

Consumer Price Index by Groups and Subgroups
(December of the previous year = 100)
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The average inflation in the EU was 0.6% in 2014.
It was mainly due to an increase in prices of services.

In December 2015, compared to December 2014, the
price level grew by 0.2% in the EU countries as a whole
as well as in the Eurozone. Inflation increased most
rapidly in Greece, Belgium, Hungary, and Luxembourg,
but prices fell more rapidly in Romania and Finland. The

I 1V VvV VEVIVIIEIX X XT X

I 10E v v vEVIVITIX X X XI

highest inflation in December 2015 was in Belgium and
Malta, but the biggest deflation — in Bulgaria.

When comparing the Baltic States, the harmonised
index of consumer prices in December 2015 increased by
0.4% in Latvia, compared to December 2014. Consumer
prices in Lithuania and Estonia decreased — by 0.3% and
0.2% respectively. In December 2015, compared to
December 2014, consumer prices in the food, alcohol,
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and tobacco products group had an increase in Latvia  prices decreased in all three states. Prices in the energy
and Estonia, mainly due to a rise in the prices of alcohol,  group fell in all countries.
tobacco, and non-alcoholic beverages, while the food

Figure 4.14
Changes in the Harmonised Index of Consumer Prices in the EU Member States
(12-month inflation, %)
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Source: Eurostat
* data on November 2015

In the Baltic states, prices in the group of food, non- Figure 4.15
alcoholic beverages, alcohol, and tobacco products rose
by 1.3% in Estonia, by 0.5% in Latvia and by 0.3% in Harmonised Index of Consumer Prices
Lithuania. Energy prices fell most sharply in Lithuania — (DEcEmbE0151SH00)
by 11.5%, in Estonia — by 9.7%, while in Latvia energy 103
prices experienced the smallest drop — by 2.8%. There
was a drop in administratively regulated prices in all Baltic
states. The drop was the sharpest in Estonia — by 7.2%,
while in Latvia and Lithuania the prices fell by 2.6% and
2.2% respectively. 101

It should be noted that prices in the services group in
Lithuania rose more sharply than in Latvia and Estonia —
by 3.7% (in Latvia and Estonia — by 2.1% and 1.7%  '°° |
respectively) in December 2015, compared to December
of the year before. Over the year, prices in Latvia were 99 |
mostly affected by a rise in prices in the services groups
and prices of alcohol and tobacco, since the prices in
other groups fell T v v X x v v X X
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Figure 4.16

Components of the Harmonised Index of Consumer Prices
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4.2.2 Producer Prices

Producer prices in 2012 showed a slight increase,
but in 2013 producer prices increased very moderately —
by 0.3%. In 2014, a moderate growth continued — by
0.3%, within a year the producer prices of products sold
on the domestic market increased by 0.5% over the year,
while the producer prices of exported products — by 0.1
per cent.

In December 2015, compared to December 2014, the
average level of producer prices in the industry fell by
1.6% in total. The producer prices of products sold on
the domestic market decreased by 2.6% over the year,
while the producer prices of exported products — by
0.5%. Producer prices fell in all industrial sectors, except
for the mining industry.

Figure 4.17

Dynamics of the Producer Prices
(December 2012 = 100)
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Slightly more than 60% of the manufacturing
production is exported; therefore the overall producer
price dynamics of the industry is largely affected by the
fluctuations in producer prices of the exported
production. The prices of exported production, in their
turn, are mainly determined by the price dynamics of the
Latvian key export goods, including timber, metal
products, and food, in global markets. The price of
production sold on the domestic market, in its turn, is
affected by the domestic demand.

In December 2015, the total level of producer prices
in the manufacturing fell by 1.1%. Producer prices of the
production sold on the domestic market fell by 1.7% in
the manufacturing over the year, while the producer
prices of exported production — by 0.7%. Producer prices
in the manufacturing were affected by Russia’s embargo
on food, as well as the economic situation in the EU and
Russia, and the global drop in prices of raw materials, in
particular the decline in prices of energy resources since
mid-2014. It should be noted that, in December 2015,
compared to December of the year before, a sharp drop
in global prices of energy, industrial, and agricultural raw
materials was observed.

In terms of sectors, the most significant rise in
producer prices in the manufacturing was experienced in
the production of chemical substances and products (by
8.7%), production of beverages (by 8%) and manufacture
of electrical equipment (by 3.3%). Increase in producer
prices in these sectors was due to an increase in the prices
of exported production, excluding the beverage industry,
where the price increase was due to a rise in prices both
of the production sold on the domestic market and the
exported production.
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By contrast, producer prices in the manufacturing fell
in the production of wood products — by 3%, food — by
3.3%, and non-metallic mineral products — by 3.7%. A
fall in producer prices for wood products was due to a
more rapid decrease in prices of the exported production,
whereas the prices in food production decreased more
rapidly for the production sold on the domestic market,
which was related to the trade restrictions introduced by
Russia. It should be noted that the global food prices
decreased significantly (by 17%) over the year. By
contrast, prices in the non-metallic mineral products
industry decreased more rapidly for the production sold
on the domestic market because of the weak demand in
the construction industry.

The rise in producer prices in the EU has been
decreasing since mid-2011. It was mainly influenced by a
drop in the prices of food, as well as agricultural and
industrial raw materials, to some extent determined by a
decrease in the global demand in connection with the
escalation of the debt crisis in the eutro area from 2011 to
2012, the deteriorating economic situation in other
developed countries, as well as the slowdown of global
trade growth and uncertainty about future fiscal
consolidation in most developed countries. In 2014,
producer prices experienced a sharp drop in the EU
because of the economic situation between the EU and
Russia due to the crisis in Ukraine, and a drop in the
global prices of raw materials.

In January-November 2015, producer prices
continued to fall in the EU’s manufacturing (by 1.2%).
When comparing the Baltic States, producer prices in the

(December 2012

manufacturing in  November 2015, compared to
November 2014, decreased in all Baltic states. The prices
fell most rapidly in Lithuania due to a decline in the oil
processing industry — by 9%, while producer prices in
Estonia and Latvia fell by 1.4% and 1.3% respectively.

Figure 4.18

Dynamics of the Producer Prices in the Manufacturing

(December 2012 = 100)
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RCI - producer price index
VCI - producer price index for the products sold on the domestic market
XCl - producer price index for the exported production

Figure 4.19
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4.2.3 External Trade Unit Value Indices

In 2014, the terms of trade deteriorated slightly. The
unit value of exported goods fell by 2.1%, but that of
imported goods — by 3.1% in December 2014. The drop
in both export and import unit value in 2014 was mostly
due to a decrease in the unit value of coke and refined
petroleum products.

Terms of trade improved rapidly in January-
November 2015, with the unit value of exported goods
exceeding the unit value of imported goods by more than
4 percentage points in November. In November 2015,
the unit value of exported goods increased by 0.3%
compared to the year before, while the unit value of
imported goods fell by 3.6%. The average level of export
unit value in November 2015, compared to November
2014, was mostly affected by an increase in the unit value
of agricultural products, computers, electronic and optical
equipment, chemicals, beverages, base metals and
electrical equipment, as well as a decrease in the unit
value of coke and refined petroleum products, wood and
wood products, as well as food products. The average
level of import unit value was mostly affected by a
decrease in the unit value of coke and refined petroleum
products, crude oil, and natural gas production, base
metals and agricultural products, while at the same time it
was increased by a rise in the unit value of computers,

4.3 Balance of Payments

electronic and optical equipment, pharmaceutical
substances, food products, electrical equipment, clothes,
and leather products.

Figure 4.20

Exports and Imports Unit Value
Indices and Trade Conditions

(export and import unit value indices December 2012 = 100;
Trade conditions, % compare to the corresponding period of the
previous year)
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4.3.1 Current Account

The external stability of Latvia has improved
significantly since the crisis. Current account of the
balance of payments has been at a level of small deficit in
recent years. It was 3.3% of GDP in 2012, 2.4% of GDP
in 2013, 2% of GDP in 2014, which was greatly
influenced by improvement of the external trade balance.
The average negative balance of the current account was
2.6% of GDP in the last three years, which does not
exceed the indicative threshold determined in the early
warning mechanism of the EU, and can be assessed as
sustainable. In the first nine months of 2015, current
account of the balance of payments had a small deficit —
2.2% of GDP.

The indicator of the current account balance is close
to the level of balance also in our neighbouring countries,
and annual fluctuations of the indicator are quite
insignificant. In nine months of 2015, the current account
balance in Lithuania was at a level of a moderate deficit
(3.8% of GDP), wheteas in Estonia it had a small surplus
(2.6% of GDP).
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Figure 4.21
Current Account Balance
(3-year average, % of GDP)
9 8.1

28 33 54 20 22

.9 -
B Current account
e threshold (max +6%)*
18 1 e threshold (min -4%)*
-20.8
-27 -

2007 2008 2009 2010 2011 2012 2013 2014 2015

I-IX

* indicative threshold established in the EU early-warning mechanism
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The condition of the Latvian current account is
mainly determined by changes in the balance of external
trade. Latvia is characterized by an external trade deficit,
which increased in the years of rapid growth and
decreased in the years of recession. Cyclic adjustments of
the current account were largely determined by a
significant decrease in import volumes. When the
economy stabilised, the import volumes also increased.
By contrast, the export volumes of goods increased faster
than the imports, and the balance of external trade
improved. In recent years, dynamics of both exports and
imports have become slower.

Since 2011, the deficit of external trade becomes
lower each year, which is mainly due to exports growing
faster than imports. From 2011 to 2014, exports of goods
at current prices increased on average by 7% annually,
and it exceeded the pre-crisis level by 80% in 2014. By
contrast, imports of goods grew on average by 5.1%
annually and, in 2014, it was by 15% higher than in 2007.
Foreign trade deficit reached 9.6% of GDP in 2014,

which was by almost 1.5 percentage points lower than a
year before and considerably lower than prior to the crisis
(in 2007 — 22.9%).

Export volumes of goods increased faster than the
imports also in 2015, and the balance of external trade
continued to improve. In the first eleven months of 2015,
export volumes of goods at current prices were by 1.2%
higher than a year before, while imports rose by 0.3%.
Exports were positively influenced by an increase in the
volumes of exports of machines, appliances and electrical
equipment, production of the chemical industry, as well
as wood and wood products. At the same time, the
export value of agtricultural and food products and
mineral products fell due to a significant drop in prices.
The exports of vehicles, products of the light industry, as
well as metals and metal products also fell.

Foreign trade deficit decreased by 0.5 percentage
points and was 9.7% of GDP in three quarters of 2015,
compared to the corresponding period of the year before.

Table 4.6

Balance of Payments of Latvia
(% of GDP)

2011 2012
A. Current account -2.8 -3.3
Trade balance -12.1 -11.7
Exports 41.0 44.2
Imports 53.9 56.0
Balance of services 73 7.4
Primary income 0.0 -0.6
Secondary income 1.9 1.6

B. Capital account 2.1 3.0
C. Financial account* 4.1 -2.9
Direct investment -4.9 -3.3
Abroad 0.2 0.7

In Latvia 5.2 4.0
Portfolio investment** 1.8 -4.8
Assets 1.0 1.8
Liabilities -0.8 6.6

Other investment 7.2 5.1
Assets 1.5 1.2
Liabilities 5.7 39

D. Net errors and omissions 0.3 1.0
E. Reserve assets -4.5 3.6

*  without reserve assets
*% portfolio investment and financial derivatives

The balance of services is positive in Latvia. In 2012-
2014, the surplus of the balance of services was 7.5% of
GDP on average. In 2014, exports of services fell by
1.2%, largely due to a decrease in road freight transport.

2013 2014 2014 I-IX 2015 I-1X
2.4 2.0 2.5 2.2
-11.2 -9.6 -10.2 -9.7
43.1 43.2 42.9 42.2
543 52.8 531 -51.9
7.8 7-4 7-5 7-3
-0.3 -0.2 -0.2 -0.2
1.3 0.4 0.4 0.4
2.5 32 3-4 3.2
0.7 3.9 5.1 2.7
-1.6 -1.0 -0.8 -2.6
1.4 0.9 0.5 0.3
3.0 1.9 1.3 2.9
-0.1 0.2 -0.3 7-3
0.0 6.0 7.8 6.0
0.1 5.7 8.1 -1.2
1.0 4.6 6.2 7.4
0.0 6.0 1.5 -6.7
-1.0 1.3 5.3 0.7
0.8 4.1 3.5 -1.6
1.7 -0.5 -0.6 2.2

Imports of services fell by 0.9%, and in 2014 the surplus
of the balance of services reached 7.4% of GDP in total
(in 2013 — 7.8% of GDP). In 2015, dynamics of the
imports of services were more rapid than the dynamics of
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exports, which provoked a decrease in the surplus of the
balance of services. In nine months of 2015, the volume
of export of services at current prices was by 5.1%,
whereas the imports — by 8.5% higher than a year before,
and the balance of services reached 7.3% of GDP.
Exports of services were positively influenced by an
increase in the income from foreign tourists, financial
services, as well as from computer and information
services provided to non-residents. By contrast, road
transport exportts, in total, were by 9% lower than a year
before. The positive balance of services covered the
deficit of external trade of goods almost by 76% in nine
months of 2015.

The initial balance of income has been negative over
the last three years — an annual average of 0.7% of GDP
with relatively minor fluctuations, mainly due to changes
to non-residents’ investment income, as well as the
inflow of EU funds. In 2014, as well as in nine months of
2015, the initial income deficit was 0.2% of GDP. This
was mainly due to an increase in reinvested profit.

Changes in the secondary income and capital account
are mainly due to flows of finances of the EU funds and
contributions made by Latvia into the EU budget. In
2014, the balance of secondary income account had a
surplus — 0.4% of GDP. In the first nine months of 2015,
the secondary income balance remained at the level of
the previous year. In the first nine months of 2015, the
capital account surplus was 3.2% of GDP. The capital
account surplus is greatly affected by activities of
acquisition of the EU funds, including attraction of the
funding of the European Regional Development Fund
and the Cohesion Fund.

Figure 4.22
Deficit, Investment and Savings of the Current Account
(% of GDP)
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The large deficit of the current account in the pre-
crisis years showed a significant imbalance between the
domestic investment and accruals. Since 2007, the level
of national accruals showed a gradual growth, while the
level of investment in the economy of Latvia decreased
from 40% of GDP in 2007 to 23.9% of GDP in 2014. A

moderate deficit of the current account balance indicates
that there is a balance between the accruals and domestic
investment.

4.3.2 Financial Flows

The global financial crisis influenced cross-border
financial and capital flows significantly, causing major
adjustments to the financial account of the balance of
payments. Since 2010, the deficit of the financial account
is decreasing. At the same time, the instability of financial
flows is also decreasing.

In recent years, the condition of the financial account
balance was mainly determined by measures for
stabilisation of the financial sector, as well as by the
policy of restructuring of public sector debts and
reduction of debt commitment.

Figure 4.23

Inflow of Foreign Investment in the Economy of Latvia
(billion euro)
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In total, from 2009 to 2011, the balance of the
financial account (assets minus liabilities) was positive,
respectively, 6.1%, 2.1% and 4.1% of GDP. By contrast,
in 2012 and 2013, the balance of the financial account
was negative, respectively, 2.9% and 0.7% of GDP.

In 2014, the balance of financial account of the
payments balance (excluding reserve assets) was positive,
reaching 3.9% of GDP, mainly driven by growth in the
assets of credit institutions in the form of debt securities
and deposits in the first half of 2014. In the first nine
months of 2015, the financial account was negative — 2%
of GDP.

Foreign investment in the pre-crisis years was mainly
attracted by the private sector. The unfavourable
conditions in the global financial markets weakened the
intensity of foreign investment flows, and the volume of
private capital inflow decreased rapidly as of 2008. The
structure of attracted foreign capital flows has also
changed since 2007.
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The inflow of direct investment exceeds the outflow,
while the balance of direct investment is negative. From
2011 to 2014, flows of the attracted FDI amounted to
almost 3.5% of GDP a year on average. It should be
noted that the intensity of FDI flows decreased every
year from 5.2% of GDP in 2011 to 1.9% in 2014. It was
largely affected by the weak economic activity in the EU
member states, as well as uncertainty of the geopolitical
situation. In early 2015, foreign investors’ activity
increased, and the attracted FDI reached almost 3% of
GDP over the first nine months of the year.

The share of portfolio investment has been constantly
changing over the last three years. Fluctuations of
portfolio investment flows are significantly influenced by
transactions for stabilisation of the banking sector
balances, as well as restructuring of the external state
debt. In 2014, portfolio investment balance (assets minus
liabilities) was negative, -0.4% of GDP. By contrast, in
the first nine months of 2015, the portfolio investment
balance was positive — 6.7% of GDP, mainly influenced
by the portfolio investment of the Bank of Latvia and
credit institutions in foreign long-term debt securities.

Figure 4.24

Inflow of Foreign Investment in the Economy

of Latvia by Types of Investment
(billion euro)
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* portfolio investment and financial derivatives

Other investment account of the balance of payments
has been positive since 2009 with explicit quarterly
fluctuations, mainly influenced by the reduction of
investment in the banking sector.

The positive balance of other investment account
constituted 4.6% of GDP in 2014. In the first nine
months of 2015, the other investment account was
negative — 7.4% of GDP, which was largely influenced by
a decrease in monetary and investment assets of credit
institutions. Similarly to the portfolio investment,
fluctuations of other investment balances are also mainly
related to the financial sector stabilisation measures and
public sector debt restructuring policy.

In general, it should be noted that incoming flows of
foreign investment are gradually becoming stable;
however, they are much smaller than prior to the crisis.

The gross external debt of Latvia remained at a
relatively high level. As shown by the data of the Latvian
international investment balance, the gross external debt
constituted 144.3% of GDP at the end of September
2015. Also, the gross external debt of the government
reached 6,965.8 million euro (28.8% of GDP).

4.3.3 Foreign Direct Investment

Intensity of FDI flows in Latvia, as well as in other
Baltic countries is quite moderate. It should be noted that
cross-border investment flows have decreased all over
the world in general, which is primarily due to the
instability of the global economy, increased geopolitical
risks and political unpredictability.

From 2011 to 2014, the average annual inflow of FDI
in the Baltic States was almost three times lower than in
the pre-crisis years. In 2015, compared to 2014, the
volume of incoming FDI increased in Latvia and
Lithuania, while it was lower in Estonia.

Figure 4.25

Inflow of Foreign Investment in the Baltic States
(billion euro)
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In total, the Baltic States attracted FDI of 1,213.1
million euro in the first nine months of 2015 — for 37%
more than a year before. Latvia attracted approximately
42% of all FDI in the Baltic States, Estonia — 11%, and
Lithuania — 47 per cent.

Dynamics of the flows of FDI attracted to the
economy of Latvia have been more moderate in recent
years than prior to the crisis. From 2011 to 2014, the
volume of incoming FDI was almost a quarter less than
in the years of high economic growth. In 2014, net inflow
of FDI in Latvia reached 1.9% of GDP, i.e., almost 1
percentage point less than a year before. In 2015, the
activities of foreign investors increased and, in the first
nine months of the year, compared to the corresponding
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period of the year before, FDI flows increased almost 2.3
times and constituted 3% of GDP, mainly influenced by
an increase in reinvested earnings. It should be noted that
reinvested earnings constitute almost 40% of the
attracted FDI since 2011.

Figure 4.26
Foreign Direct Investment in Latvia
(received over the quarter, million euro)
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The external investment of Latvian entrepreneurs has
become more moderate. The investment of Latvian
entrepreneurs in the form of direct investment in the first
nine months of 2015 was almost by half lower than a year
before and constituted 0.3% of GDP.

According to the balance of international investment
of Latvia, the amount of FDI accrued in the economy of
Latvia at the end of September 2015, reached 13,143.4
million euro, whereas the share of the said FDI
constituted almost 30% in the structure of the accrued
foreign capital. Compared to the corresponding period of
the year before, the level of accrued FDI rose by 10.8%,
which was influenced by the increase in accrued direct
investment of entrepreneurs from Cyprus, Russia, the
Netherlands, Norway, Luxembourg, and the United
Kingdom. Investment in the bank intermediation,
transactions with real estate, and the manufacturing
constitute a larger proportion of accrued FDI in the
structute of sectors.

In general, the geopolitical structure of FDI accrued
in Latvia has not changed significantly. Most of them are
mainly investments of the EU states. At the end of
September 2015, FDI of the EU states constituted 67%
of all accrued FDI, and almost 60% of this amount was
constituted by the investment of the euro area countties.

Figure 4.27

Foreign Direct Investment Stock

by groups of countries
(million euro, at the end of the period)

FDI of the EU States
(%, at the end of September 2015)

Country not specified
M Other countries 13% Other Sweden
12 7 ) countries 3
B Other developed countries 10% 4% 2
= New EU member states Hungary :
2%
9 N Malta
Luxembourg 3% The
4% Netherlands
2 Finland 2%
4%
3 United
Kingdom ) Cyprus
4% thhu7an|a 13%
enmark . Germany
(o} o Estonia 8%
2008 2009 2010 2011 2012 2013 2014 2015IX 5% ©

Sweden is the major investing country in the
economy of Latvia. At the end of September 2015, the
investment of Swedish entrepreneurs constituted 19% of
the total accrued FDI. It was mainly the investment in
the financial intermediation. Since the end of 2008, the
direct investment of Sweden doubled, which was mainly
related to mutual transactions in the banking sector
between Estonia and Sweden. Due to these activities, the
accrued direct investment of Estonian entrepreneurs in
Latvia decreased almost by half and at the end of
September 2015 constituted 4.7% of the total accrued
FDI (at the end of 2008 — 16.1%).

7%

A high level of investment is also reached by
entrepreneurs from the Netherlands, Cyprus, Germany,
Norway, Russia, Estonia, Lithuania, Denmark, and the
United Kingdom. At the end of September 2015, the
amount of investment by these countries constituted
70% of the total accrued FDI in the economy of Latvia.
It must be noted that activities of Asian investors in
Latvia have been increasing in recent years. At the end of
September 2015, the accrued FDI of Asian countries
constituted 2.5% of the total FDI in the economy of
Latvia, which was almost three times higher compared to
the end of 2008.
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Most of FDI was attracted in service industries.
During the years of rapid growth, the structure of
incoming FDI flows was clearly dominated by the
investment in the sector of financial intermediation. The
annual amount of FDI in the services sector was almost
four times higher on average than in the manufacturing
sector.

Since 2010, the structure of incoming FDI flows in
Latvia has become more steady, without a clear
dominance of the financial sectot.

At the end of September 2015, the accrued FDI in
the services sector constituted 77% of the accrued FDI in
the economy of Latvia. It rose by 78%, compared to the
end of 2007. Almost a half of the accrued FDI in the

services sector was constituted by the sectors of financial
intermediation and real estate.

At the end of September 2015, the accrued FDI in
manufacturing sectors constituted 22.6% of the total
amount of accrued FDI in the economy of Latvia. It rose
by 67%, compared to the end of 2007.

The amount of investment in the manufacturing has
increased significantly. From the end of 2007 to the end
of September 2015, the amount of accrued FDI in the
manufacturing increased more than twice, which was
significantly influenced by large investment in the
production of construction materials, woodworking, and
food industry.

Table 4.7

FDI by Sectors
(at the end of the period)

(balance in million euro)

Agriculture 64.6
Manufacturing 490.4
Other industry 544.7
Construction 175.2
Trade and accommodation 577-4
Transport and storage 257.2
Financial intermediation 1062.9
Operations with real estate 283.9
Other services 506.1
Unclassified activity 196.6
Total 4159.1

Although FDI flows in the manufacturing of Latvia
have been quite steady even in the years of rapid
recession, it has to be noted that Latvia is lagging behind
Lithuania and Estonia in terms of the amount of accrued
FDI in this industry.

A major role in the attraction of foreign investment in
Latvia is played by the Investment and Development
Agency of Latvia (IDAL). The strategy of the IDAL for
attracting investment is oriented towards qualitative
servicing of incoming investment projects and active
operation in attracting investment projects through
addressing potential investors.

Servicing of incoming investment projects in 2015
was quite extensive — 304 requests for investment
information were processed. Meetings with 128 potential
investors were organised in the agencies of the IDAL,
and visits to Latvia were organised for 129 potential
investors. In total, work has been carried out with 264
foreign investors, both preparing proactive investment
offers for 86 foreign investors and working with 103
potential investment projects, and 114 follow-up
activities were carried out for 75 foreign investors.

(structure in %)

2015 IX 2015 111
130.3 464.7 1.6 1.7 3.5
695.5 1486.7 1.8 9.3 1.3
439.0 500.8 13.1 5.9 3.8
513.6 519.4 4.2 6.9 4.0
1003.0 1433.7 13.9 13.4 10.9
282.3 425.1 6.2 3.8 3.2
2492.3 34741 25.6 33.4 26.4
662.3 1597.5 6.8 8.9 12.2
785.0 982.9 12.2 10.5 7.5
463.1 2258.4 4.7 6.2 17.2
7466.4 13143.4 100 100 100

In 2015, 12% of all projects were implemented in the
metalworking and engineering sectors. However, taking
the projects of the electronics sector (3%) into account,
they account for 15% in total. IT is the second most
important sector, constituting 12%, followed by service
centres (10%). The number of projects announced is also
growing in other sectors of services and manufacturing,
such as green technology/energy, wood-processing and
logistics, education, food processing, etc.

In total, 60% of potential investors the IDAL worked
with in 2015 come from Furopean countries. The largest
number of potential investment projects the IDAL
worked with in 2015 come from countries having
agencies of the IDAL (except for the USA, India,
Switzerland, Canada), the leading countries being China,
the Netherlands, Germany, Finland, and Norway.

In nine months of 2015, 26 projects were approved
for implementation in Latvia (in 2014 — 33). If all the
projects are implemented completely, it is expected to
receive investment of 31.23 million euro, creating 386
new jobs.
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To improve attraction of investment significant for
Latvia, the IDAL is continuing  successful
implementation of the methodology for attraction of
investment — the POLARIS process, aimed at attracting
export-oriented investment with high value added. The
POLARIS process is based on a coordinated cooperation
among the public, private, and academic sectors. The
process is focused on eight priority sectors of investment
attraction.

Within the framework of the POLARIS process, the
IDAL performs regular follow-up visits to the existing
investors in order to gather information about their
needs, obstacles at work, summarises this information
and prepares recommendations to the competent
ministries directly or with the help of the Coordination
Council for Large and Strategically Important Investment
Projects.

One of the main obstacles in the attraction of
investments, mentioned both by the existing and
potential investors, is ensuring availability of skilled
labour at the moment and in the near future. Investors
Sentiment  Index 2015 or the assessment of foreign
investors working in Latvia for the potential of the
competitiveness of the Latvian economy, where investors
name demographic and employment problems as the
main factors of concern, was presented at the annual
meeting of the Foreign Investors Council in Latvia with
the government of Latvia in 2015. The said problems
significantly limit the potential expansion of operation
within the investment projects already existing in Latvia.
By taking the initiative in solving this issue, the IDAL
addresses the responsible authorities on a regular basis,
emphasizes this problem in sectoral discussions and
participates in the implementation of the Pln of Re-
emigration  Activities for 2013-2016, developed by the
Ministry of Economics, through organising activities, as
well as addressing the emigrated Latvian people in
various events, calling them to return to Latvia in order

4.4 Financial and Capital Markets

to use the knowledge and experience obtained abroad for
launching entrepreneurship and building their welfare in
Latvia.

Regular work is continued for overcoming identified
investment obstacles within the framework of the
Coordination Council for Large and Strategically
Important Investment Projects, as well as outside the
Council, performing daily work within the POLARIS
process. In April 2015, the 14th meeting of the
Coordination Council for Large and Strategically
Important Investment Projects took place. At the
beginning of 2015, support for solving five problem
issues submitted to the IDAL by foreign investors was
provided outside the framework of the Coordination
Council for Large and Strategically Important Investment
Projects. Primarily, these issues were related to
communication problems with state administration
authorities or state capital companies, or addressed
restrictions of the legal framework or policy progress,
which were considered by investors as unjustified
obstacles for entrepreneurship. The IDAL continues to
work actively on all the said issues.

Next year, it is expected to expand the range of
activities of strategic cooperation with China in the field
of trade and investment promotion. Latvia has assumed
the role of transport and logistics coordinator in the
China and the Central and Eastern European countries
cooperation format 16+1, and acquired the right to
organize a number of important events within the
framework of 16+1.

When assessing global trends in the attraction of
investment, in 2016, it is planned to continue to highlight
the role of follow-up activities in making decisions
concerning new investment. This approach promotes
raising the satisfaction of foreign investors who have
already invested in Latvia, and thus stimulates making of
new investment decisions.

4.4.1 Monetary Policy

Price stability is the primary goal of the Bank of
Latvia (a moderate rise in consumer prices), which
contributes to long-term economic growth. Functions of
the Bank of Latvia are largely the same as they were
before the Latvian participation in the euro area, only
now the bank operates at European level and deals with
matters of euro-area level. The main tasks of the Bank of
Latvia as an independent institution and a member of the
Eurosystem are as follows:

— to participate in the preparation, adoption and
implementation of the Furosystem’s monetary
policy decisions;

— to manage foreign reserves;

— to issue cash in Latvia and participate in ensuring
cash circulation in the euro area;

— to participate in promotion of smooth functioning
of the payment system in the Eurosystem;

— to prepare the financial, monetary and payments
balance statistics;

— to maintain and develop the Credit Register;

— to operate in the field of international
cooperation, representing Latvia in international
financial institutions, such as the International
Monetary Fund,;

— to develop macro-economic and financial analysis
and forecasting, thus raising public awareness of
the fundamentals and the current situation of the
economy and the monetary system.
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The Bank of Latvia has been a member of the
European Central Bank (ECB) since accession of Latvia
to the EU. Before the introduction of the euro, monetary
policy instruments and procedures for monetary policy
operations were coordinated, and the central bank’s
foreign reserves management system was adapted to the

market principles as the ECB. Latvia’s participation in
the European Monetary System means the following:
— asingle currency with other Member States of the
European Monetary System — euro;
— a single monetary policy throughout the euro area,
implemented by the ECB together with the

central banks of the euro area;
coordination of the economic and fiscal policy
among the Member States.

ECB’s requirements. The Bank of Latvia uses the same
indirect monetary policy instruments based on free -

Box 4.1

Eurosystem
Being a member of the Eurosystem, the Bank of Latvia implements ECB monetary policy in relations with its partners (credit

institutions registered in Latvia or Latvian branches of credit institutions registered abroad). Monetary policy decisions in the Eurosystem
are made by the Governing Council of the ECB. Members of the Governing Council of the ECB are the governors of the national central
banks of all countries of the euro area and six members of the Executive Board of the ECB. Latvia is represented in the Governing Council
by the president of the Bank of Latvia. Members of the Governing Council of the ECB are independent in their views and vote. The aim of
the Governing Council of the ECB is to act in favour of the euro area. Responsibilities of the ECB:
- toapprove guidelines and to make decisions required to ensure the fulfilment of assignments entrusted to the Eurosystem;
- to formulate the monetary policy of the euro area. This includes decisions relating to the monetary objectives of the
Eurosystem, key interest rates, provision of reserves and development of guidelines required for enforcement of these
decisions.

Decisions on interest rates are made on a monthly basis, however, the Governing Council of the ECB may take a decision on interest
rates at any time — even outside the regular meetings.

The main purpose of the Eurosystem is to maintain price stability. It has to support the EU’s overall economic policy. The
Eurosystem has to operate in accordance with the principle of an open market economy, which provides for free competition through
efficient allocation of resources. An essential precondition for successful implementation of the established objectives of monetary
policy is the independence of national central banks from government institutions and their decisions. Institutional independence is
required as monetary policy has to be implemented according to the medium-term and long-term perspective, and the implementers of
the monetary policy may not submit to short-term interests. Institutional independence also means the prohibition of the national

central bank to finance any kind of expenditure of the government or its institutions.

As of 1 January 2014, by introducing the euro, the
Bank of Latvia has become a member of the Eurosystem.

In order to implement the monetary policy of the
Eurosystem and to ensure the liquidity of credit
institutions, the Bank of Latvia offers financial market
participants the following monetary policy operations:

— open market operations;

— overnight lending facility;

— overnight deposit facility;

— eligible assets marketable in the monetary policy

operations of the Eurosystem.

4.4.2 Market Structure and
Development

At the end of Q3 2015, there were 17 banks
operating in Latvia and 10 branches of the member state
banks registered in Latvia. Five branches of Latvian
banks operate abroad. Credit institutions registered in the
European Economic Area countries or their branches,
which have submitted applications to the Financial and
Capital Market Commission (FCMC), can also provide
banking services in Latvia.

A number of significant changes were introduced in
the bankmg sector in 2014 and 2015:
the business activity of Latvijas Hipotéku un zemes
banka 17AS was terminated, and, as of 1 January
2014, it was transformed into a development
finance institution with a new name — Latjas
Attistibas finansu institncija Altum 17 AS.

— In April 2015, by the FCMC and the ECB’s
approval, 75% of the shares of Citadele bank were
sold to a group of international investors,
represented by the investment company
Ripplewood = Advisors LLC along  with
12 investors. The rest of the shares (25%) are
owned by the EBRD. According to the deal
concluded, investors and the EBRD have invested
10 million euro in the bank’s capital to strengthen
Citadele bank and increase its competitiveness.

— Despite the sale of credit portfolios of Latvijas
Krajbanka AS, the bankruptcy procedure of the
bank continues.

In order to implement a common supervisory
approach in all countries and to avoid any problems in
any of the countries in a timely manner, the Single
Supervisory Mechanism of European banks was launched
on 4 November 2014. It is aimed at moving towards an
integrated financial supervision in order to restore
confidence in banks and to minimize the cost of
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bankruptcy of banks. The Single Supervisory Mechanism
is constituted by the ECB and national competent
authorities. In the case of Latvia, the ECB has taken over
supervision of the three largest banks in terms of assets
(Swedbank, SEB banka, and ABLL” Bank). As regards the
other banks, these tasks remain the competence of the
FCMC. The FCMC also cooperates with the ECB,
providing information on relevant supervisory decisions
also on the rest of the Latvian credit institutions.!

As of 1 January 2016, the single regulatory
mechanism will start operating fully at the EU level to
ensure equal approach to the regulatory process in all EU
Member States in case, despite the close monitoring, a
bank gets into financial difficulties. The main principle of
this mechanism is to avoid the use of taxpayers’ money to
cover the regulatory costs, which means that if a decision
is made in case of a bank’s problems to rescue the bank,
the losses will be covered, first of all, by the bank’s
shareholders and major creditors. It will also be possible
to use funds from the Single Regulation Fund, and only
after that state aid can be provided.

In Q3 2015, the performance indicators of all Latvian
banks were in line with the regulatory requirements. The
banking sector’s liquidity ratio was high — 67.05%, which
is more than two times higher than the minimum
regulatory requirement — 30%. A single liquidity ratio for
credit institutions came into force in the EU on
1 October 2015, aimed at promoting the banks’ immunity
against potential short-term liquidity problems. In 2013,
the FCMC introduced individual increased liquidity
requirements for banks, depending on the size of non-
resident deposits in the banks total assets.

The capitalization level of the banking sector
continues to rise. In Q4 2015, the average capital
adequacy ratio of the banking sector reached 21.3% (the
regulatory minimum is 8%), which is the highest index in
recent years. Return on assets (ROA)? of the banking
sector has increased to 1.34%, while the return on equity
(ROE)? has increased to 12.6%.

Bank profitability is still positive, and banks operated
with a profit of 314.6 million euro in the first three
quarters of 2015. In the said period, 14 Latvian banks and
5 branches of foreign banks operated with a profit (their
market share in total assets of the banking sector —
94.1%).

Steady development continues in the insurance
market. In the first three quarters of 2015, 8 insurance
companies operated in Latvia (7 companies in 2014), 2 of
which provided life insurance, while 6 — non-life
insurance. There were also 14 branches of foreign
insurance companies operating in Latvia.

In the first three quarters of 2015, the amount of
gross premiums written by insurance companies grew by

Of all the 6000 banks of the euro area, 123 major banks of the euro
area are subject to the direct supervision of the ECB according to the
approved ctiteria. These banks hold almost 82% of the assets of
banks of the euro area.

ROA — profit/loss to assets ratio.

ROE - profit/loss to capital and reserves ratio.

w o

58% to 286.9 million euro compared to the
corresponding period of 2014. The amount of life
insurance premiums written increased most rapidly in the
first three quarters of 2015, while the amount of direct
non-life insurance gross premiums written decreased.
The amount of gross indemnities paid increased by 8.4%,
reaching 164.8 million euro. In the first three quarters of
2015, insurance companies worked with a profit of 3.3
million euro, the profit of non-life insurance companies
was 5.2 million euro, while life insurance companies
operated with losses of 1.9 million euro.

In the first three quarters of 2015, insurance
companies in total earned for 71.5% (11.6 million) less
than in the corresponding period of the previous year.

From late 2011 to 2013, situation in the Latvian
securities market improved significantly. In 2014, the
situation became somewhat worse, and the value of the
OMX Baltic Benchmark index fell slightly. The value of
the NASDAQ OMX Riga and NASDAQ OMX Tallinn
indexes also fell; however, over a longer period (3 years),
the Baltic market indexes have increased considerably.
The value of all indexes continued to rise in 2015. Since
the beginning of the year, the value of the NASDAQ
OMX Riga index increased almost by a half (as at
November 2015), while the lowest increase was in the
OMX Vilnius index.

Reduction in the volume of crediting has contributed
to banks’ increased investment in securities. In Q3 2015,
compared to Q3 2014, the amount of central government
debt securities in banks’ assets increased by one fifth. The
increase was observed in almost all categories, except for
shares and other securities with non-fixed income that
fell by half in this period. As of March 2015, the ECB
commenced a large-scale buying up of government
securities (quantitative easing) to stimulate growth of
crediting. By implementing the Public Sector Purchase
Programme, the Bank of Latvia acquired the securities of
Latvian organisations and international organisations of
the euro area for 1.44 billion euro in the first eight
months of 2015. Securities purchase programme was
launched, implementing the main purpose of the
Eurosystem — to maintain the medium-term inflation
close to, but less than 2% a year. This programme will be
implemented from March 2015 until the end of March
2017, or until the ECB has made sure that the level of
inflation is approaching the objective of price stability in
a steady manner. By implementing this programme, the
Bank of Latvia will have the opportunity to buy the
securities for several hundred million every month,
making  credit
entrepreneurs.

resources  available to  Latvian
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4.4.3 Assets, Deposits and Loans

An increase in the Latvian bank assets was observed
in late 2013, which was largely due to the upcoming
introduction of the euro — people’s cash savings in lats
went into bank accounts. Consequently, the amount of
cash in circulation significantly decreased and the use of
non-cash means of payments significantly increased.
However, when the euro replaced lats, the amount of
cash in circulation increased significantly — from
667.8 million euro at the end of 2013 to 3,515.6 million
euro in early 2014. Since the introduction of the euro, the
growth of the amount of cash in circulation has been
moderate, and no significant fluctuations can be
observed. At the end of Q3 2015, there were 3,736.6
million euro cash in circulation.

As of the end of Q2 2014, the bank assets resumed
growth, and in Q3 2015 they amounted to 31.6 billion
euro, which was by 7.4% more than a year before. The
share of non-bank credits in total assets decreased to
46.9% (for comparison — bank credits accounted for
60.5% of the bank assets in Q3 2011), while the
proportion of securities increased significantly.

2007 2008

The volume of deposits continues to grow,
although growth rates decreases. In Q3 2015, deposits
reached 22.8 billion euro, which was by 8.8% more than
in the corresponding period a year before. Since the
beginning of the year, the amount of deposits made by
entrepreneurs in banks grew faster, while household
deposits grew moderately. Provisioning in the long term
could also facilitate provision of co-funding for credit
applications, which, in turn, would have a positive impact
on economic development. The amount of non-resident
deposits continued to grow more rapidly — by 13.8%,
exceeding the amount of resident deposits and
accounting for over a half of the total amount of deposits
(52%). In the combined structure of depositors, 8.9% are
the deposits of CIS countries, 17.8% — deposits of the
rest of the EEA countries, and 25.4% — deposits of other
countries. Latvian commercial banks are explicitly divided
into those focused on the business of non-residents and
those working mainly with residents. However, it should
be taken into account that higher requirements in relation
to liquidity and capital adequacy are set for the banks
working with non-resident deposits. Most of the resident
deposits are in the euro (89.5%), while the majority of
non-resident deposits are in US dollars (67.4%), just as
before.

Table 4.8

Monetary Indicators of the Latvian Banking System

2009 2010 201 2012 2013 2014 2015 IX

at the end of the period, billion euro

Net foreign assets -6.4 -8.4
Net domestic assets 15.2 16.9
Credits to residents 18.5 20.3
to the general government (net) -0.1 -0.5
to enterprises and households 18.6 20.8
Other assets (net) 3.4 3.5
Broad money M2X 8.8 8.4
Currency outside IMF 1.3 1.2
Deposits of households and enterprises, 75 7.2
including:
overnight deposits (resident) 4.1 3.3
deposits with agreed maturity 3.4 3.9

% change compared to the corresponding period of the year before

Credits to residents, 31.8 9.7
including:
to enterprises and households 34.0 1.8
Broad money M2X 12.6 -3.9
Currency outside IMF -741 -3.8
Deposits of households and enterprises 16.9 -3.9
Gross domestic product (at current prices) 32.3 9.3

* in the three quarters of 2015

-4.3 1.7 -0.3 0.9 1.2 -1.8 -1.8
12.6 10.8 9.5 8.8 8.6 1.3 1.6
17.4 16.0 15.7 13.7 13.5 12.6 12.7
2.1 -2.0 -0.9 1.3 -0.7 -0.5 -0.3
19.5 18.0 16.7 14.9 14.1 13.2 13.1
-4.8 -5.1 -6.2 -4.9 -4.8 -1.3 1.1
8.3 9.1 9.2 9.6 9.8 9.4 9.7
0.9 1.1 1.5 1.5 0.7 3.7 3.7
7-3 7-9 7.7 8.1 9.2 9.5 97
3.1 4.0 4.4 5.1 6.6 7.0 7.4
4.2 4.0 3.3 3.0 2.6 2.5 2.3
-14.5 -8.1 -1.5 -13.1 1.4 -5.9 0.8
-6.6 -7.6 74 -10.4 -5.3 -6.8 -3.5
-1.9 9.8 1.5 4.5 2.0 -3.6 9.0
-22.9 21.0 28.8 4.1 -56.6 461.0 3.4
1.7 8.3 2.4 4.5 13.2 -3.6 9.0
-18.7 2.2 1.7 8.7 5.6 3.6 3.8*
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After a decline in crediting for couple of years,
positive features can be observed in the field of crediting
in 2015. According to the FCMC data, outstanding

amounts of non-bank credits increased by 0.2% at the
end of Q3 2015 compared to the corresponding period
of the year before.

Figure 4.28

Loans Granted to Resident Financial Institutions, Non-financial Companies and Households

(structure, at the end of the period, million euro and percentage)

(increase compared to the corresponding quarter
of the previous year, %)

24 - M Other loans
B Mortgage loans
= Consumer loans
18 - M Industrial loans

B Commercial loans

12

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
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After a significant decrease in the amount of new
loans in 2014, the situation improved in 2015, and the
amount of new loans started increasing again, but banks
are still cautious towards a more active crediting of
economy, and crediting amounts are not large enough to
stimulate economic growth. Improvement of the
situation is to a certain extent due to the more favourable
credit conditions offered by banks and more preferential
crediting standards. In Q3 2015, new loans for
866.4 million euro were granted in the banking sector in
total, which was for almost 27% more than a year before.
The amount of new loans granted to non-residents has
increased more rapidly, and the proportion of such
credits exceeds the proportion of new loans granted to
residents at the beginning of 2015, reaching 54%, which
was for 7 percentage points more than a year before. The
credits granted to non-residents amount to 15.5% of the
total credit portfolio of the banking sector.

Although household crediting remains weak, it is
gradually improving. In Q3 2015, the amount of new
loans granted to houscholds increased by 22% and
amounted to 14% or 123.5 million euro of the total
amount of new loans granted. In terms of volume, most
of the new loans were granted for house purchase.
Housing crediting is still hindered by insufficient
household income for the first instalment, but the
support programme for acquisition of housing property,
which provides for loans for families with children for
the house purchase or construction of housing property,
can be evaluated positively. In total, dynamics of
household credits are still negative, and the proportion of
household credits in the total credit portfolio is shrinking.

30 1
e Mortgage loans
20 1 Commercial and industrial loans
10 -
(0] |
-10 |
20 -
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The business crediting is also still relatively weak,
largely due to banks’ crediting policies, although the
entrepreneurs’ demand for new loans rose in 2015, and,
in Q3 2015, the amount of new loans granted to
enterprises increased by 16.1% compared to the
corresponding period in 2014 and amounted to 28% or
241.7 million euro of the total amount of new loans
granted. However, a decline was observed in a number of
key sectors of the economy, such as manufacturing (by
53%). Also, the dynamics of the total business credit
portfolio are still negative.

There are no significant changes observed in the
credit structure. Mortgage loans still dominate the
structure of credits granted to domestic enterprises and
individuals, the shate of which decreased to 52.2% in Q3
2015 (in 2009, it was 58.5%). The share of commercial
and industrial credits in the total credit structure
increased slightly, reaching 35.6% (in 2009, it was 29.9%).
The share of consumer credits in the total structure of
credits has risen to 2.8%. The most rapid decrease was
observed in the outstanding amount of mortgage credits
(by 5.1%) and commercial credits (by 4.9%) at the end of
Q3 2015, compared to the corresponding period of the
year before, while the outstanding amounts of consumer
credits increased slightly.

In terms of volume, most of the credits by industry
were granted in real estate activities (31% of total loans
granted) and manufacturing (12%). There is a relatively
large share of credits in trade, accommodation and
catering activities (11%), and financial and insurance
activities (11%).
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Figure 4.29

Loans to Residents by Sectors of Economy

(changes in outstanding amounts, at the end of Q3 2015,
compared to late Q3 2014, %)

(structure, at the end of Q3 2015, %)
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The quality of credit portfolio improved significantly
from 2010 to 2014, mainly due to improvement of the
economic situation, as well as writing off of bad debts. In
total, banks wrote off credits for 45 million euro in Q3
2015, which is for 5.1% less than in the corresponding
period of 2014. The quality of credit portfolio has not
changed significantly in the last two years. At the end of
Q3 2015, the amount of credits with a payment delay in
the total bank credit portfolio was 12.9%, which was for
1.4 percentage points less than a year before, and it was
one of the lowest indicators since late 2008. The decrease
in the share of credits with late payments, where the delay
exceeds 180 days, which amounted to 5.9% of the total
credit portfolio in the first three quarters of 2015, can be
evaluated positively.

Banks continue to work with the customers who have
credit repayment difficulties. The share of restructured
credits and credits in a work-out process in the total
credit portfolio of banks continues to decrease. At the
end of Q3 2015, restructured credits and loans with
overdue payments constituted 13.9% of the total credit
portfolio. The share of restructured credits in the total
credit portfolio of banks fell to 8.1%, while the share of
credits in a work-out process — to 5.8 per cent.

Long-term interest rates (on outstanding amounts)
for credits granted to non-financial companies continue
to decrease, and they reached the lowest point in recent
years in October 2015. Short-term interest rates for non-
financial companies also decrease, but their fluctuations
are more pronounced. Also, the interest rates (on

real estate 8%
0,
31% Construction
6%
Trade,
Financial and accommodation
insurance activities  Transport and 11%
" 11% storage
26 9%

outstanding amounts) for credits granted to households
for house purchase have been decreasing since 2012;
however, the medium-term (1-5 years) interest rates on
credits granted to households for house purchase have
increased slightly since the end of 2014, and the rate
fluctuations were more pronounced in 2015 than in the
past.

Figure 4.30
Loans With Overdue Payments
(billion euro)
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Figure 4.31
Weighted Average Interest (Balances) Rates for Loans Granted in Credit Institutions
(euro, per cent)
to non-financial companies to households — for house purchase
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5. Labour Market

5.1 Employment and Unemployment

Along with the improvement of the economic Figure 5.1

situation, positive trends in the labour market can be

observed — reduced unemployment and increased GDP and Occupied Jobs
. . th —

employment rate. At the same time, improvements are G e o sl )

slowing down, influenced by the gradual decline in the
base effect in the labour market, as well as the relatively
low growth rates.

Since mid-2010, the number of employed has been
gradually increasing. According to the labour force survey
data for the period from 2011 to 2014, the number of
employed population has increased by 33.9 thousand or
for an average of 8.5 thousand per year. Employment
growth is based on economic recovery — since 2010,
GDP has increased by a fifth. Employment growth has
contributed to reduced unemployment. Over 4 years, the
unemployment rate has decreased by almost a half.

The unemployment rate fell to 10.8% in 2014, which 80
was for 1.1 percentage point less than in 2013 and for 8.6 IR R R TR R TR
percentage pOiIltS less than the highest point in 2010. The 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
employment rate increased by 0.9 percentage points to
59.1% in 2014, compared to 2013. In total, 884.6
thousand people were employed in 2014, but 107.6
thousand people were looking for a job, which was by
12.7 thousand less than in 2013.
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Figure 5.2

Employment and Unemployment in Latvia

Employed Unemployment rate

(aged 15-74, thousand) (aged 15-74, % of economically active population)
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* From 2014 are made changes to the Labour Force Survey methodology. For data generalizations is used for the quarterly average in private households
living in the population (before - the population of the beginning of year)

The number of economically active population  decreased by almost 22 thousand or 2.2%, compared to
continued to decrease in 2014 — in annual terms it  2013. It should be noted that the trend of decreasing

REPORT ON THE ECONOMIC DEVELOPMENT OF LATVIA | DECEMBER | 2015



_78_

5. LABOUR MARKET

number of economically active population continued

since the beginning of 2013. Decrease in the number of

economically active population is mainly influenced by

the negative demographic trends. Despite this, economic
activity rate increased by 0.3 percentage points in 2014
and reached 66.3% among people aged 15-74 years.

Figure 5.3

Employment and Unemployment
(thousands)
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Positive trends were also observed in the labour
market in 2015. In the first three quarters of 2015, the
number of employed population increased by 1%,
compared to the respective period of the previous year.
In total, 902 thousand people were employed in Q3 or
61.4% of the total number of population aged 15-74
years. Compared to 3t quarter of 2014, the employment
rate has increased by 2 percentage points.

The unemployment rate decreased by 0.9 percentage
points to 9.7% in the 3 quarter of 2015, compared to
the same period in 2014. But, compared to the previous
quarter, the unemployment rate remained essentially the
same.

Registered unemployment is also decreasing. At the
end of December 2015, registered unemployment rate
was 8.7% — 81.8 thousand unemployed people were
registered, which was by 0.25 thousand less than in
December 2014. The highest unemployment rate remains
in Latgale region (18.5%), while the lowest rate — in Riga
(5%). Almost a third of the total number of registered
unemployed were long-term unemployed (out of work
for more than a year).

The current unemployment rate is mainly related to
cyclical unemployment, namely, to the substantial
decrease in production capacity and services provided
during the crisis. Therefore, all the measures related to
facilitating the economic activities and entreprencurship
stimulate an increase in the demand for labour force and
increase employment. At the same time, there is a risk
that a part of the existing unemployed will not be able to
find a job over a long period of time, and unemployment
may become a highly structural phenomenon in the
future, because the sectors, where a more rapid increase
in new jobs is observed, are not the same ones, where

Unemployed (job seekers)
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jobs were lost during the crisis. Change of the economic
structure can contribute to the formation of non-
conformities between labour supply and demand — the
skills of job seekers may not comply with the skills
required by employers.

Figure 5.4
Registered Unemployed
(thousand)
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During the crisis, along with an increase in the overall
unemployment rate, the number of long-term
unemployed population also increased. Although the
situation is gradually improving, the share of long-term
unemployed remains very high — almost 1/3 of the total
number of registered unemployed. It has to be taken into
account that a high long-term unemployment rate may
lead to an increase in structural unemployment, namely,
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the longer these people are unemployed, the greater the
risk of losing skills and abilities.

At the same time, it has to be taken into account that
the compliance of labour demand with labour supply is

influenced not only by the education and skills of the
labour force, but also the remuneration, therefore there
still remain vacancies, although the unemployment rate is

high.

Figure 5.5
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Along with the improving economic situation, there
has been a steady job growth since mid-2010. According
to the CSB data, the number of occupied jobs increased
by 9.4 thousand or 1.1% in 2014, compared to 2013. At
the same time, the number of vacancies increased by
5.6% or about 0.2 thousand jobs.
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In 2014, the number of occupied jobs mainly grew in
service industries. The fastest increase in the number of
jobs in 2014, compared to 2013, was in the information
and communication services sector (by 10.2%) and health
care (by 6.3%).
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Figure 5.6
Changes in the Number of Jobs by Sectors of National Economy
(thousand, 2007-2014)
™ Increase in the number of jobs (2014 vs. 2010)
W Decrease in the number of jobs (2010 vs. 2007)
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In 2014, the most significant decrease in the number
of jobs was observed in manufacturing industry — by 2.9
thousand or 2.5%, compared to 2013. The major
decrease in the number of jobs in manufacturing industry
was observed in metal production, which was affected by

ceasing the activities of JSC “Liepajas Metalurgs” in 2013,
and in garment manufacture.

The number of occupied jobs continued to increase
in the first three quarters of 2015, compared to the
corresponding period of 2014, and the number of
occupied jobs increased by 1.1% or 9.7 thousand. The
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most significant increase in the number of jobs was
observed in the service sector — commercial services,
health and social setrvices, as well as accommodation and
catering services.

At the same time, the largest decrease in the number
of jobs was observed in manufacturing industry (food
production, especially fish processing, and garment
manufacture), construction and public administration.

In recent years, the number of jobs has increased
significantly in the private sector. After a decline in the
number of jobs by 30% during the crisis in the period
from 2010 to 2014, the number of jobs in the private
sector increased by almost a fifth.

5.2 Labour Costs and Productivity

At the same time, there has been a relatively slow
increase in the number of jobs in the public sector, where
the number of occupied jobs grew only by 1.7% from
2010 to 2014. A more rapid increase in the number of
occupied jobs in the public sector was observed in 2014,
when the number of occupied jobs increased by 1.5%,
compared to 2013.

The number of occupied jobs in the private sector
increased by 1.8% in the first three quarters of 2015,
compared to the corresponding period of 2014, while the
number of jobs in the public sector decreased by 0.3 per
cent.

In recent years, the dynamics of labour costs and
productivity were largely determined by different
adaptation of the labour and product market to cyclical
fluctuations of the conjuncture. With the economic
growth resuming, wage growth is becoming more rapid,
substantially due to the growing competition in the EU

labour market and the low competitiveness of Latvia in
the said market. By contrast, growth of productivity has
been more moderate, and it means that the advantages of
cheap labour cost competitiveness are being gradually
lost.

Figure 5.7

Average Gross Monthly Wage
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The average gross wage in 2014 was 765 euro, which
was by 6.8% higher than the wage in 2013. Compared to
the pre-crisis period — year 2008, the average gross wage
was by 12.2% higher in 2014.

Since 2010, the average gross wage has increased in
both the private and public sectors. In 2014, wage in the
private sector was 741 euro or by 7.4% higher than the
year before, while in the public sector — 813 euro or by
6.1% higher. The wage in the public sector in 2014 was
basically at the level of 2008, whereas the wage in the
private sector — by 18.9% higher.

The difference between wages in the sectors has
significantly decreased in recent years. In 2008, the

220
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average gross wage in the private sector was by 22.8%
lower than in the public sector, whereas in 2014, this
difference was only 8.9 per cent.

The average gross wage grew by 06.6% in three
quarters of 2015, compared to the corresponding period
of 2014. Wages grew more rapidly in the private sector —
by 7.6%, whereas in the public sector — by 4.9 per cent.

Wage equalisation was largely driven by differences in
labour market adjustment mechanisms in the public and
private sectors. In the years of economic recession,
employment rate in the private sector fell significantly,
whereas the decrease in wages was fairly moderate.
Decrease in the number of employed in the public sector
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was almost a half of that in the private sector, and wages
were reduced substantially, due to the need to limit
national budget spending. Since 2011, wages have been
increasing gradually, and wage dynamics in the private
and the public sectors have been relatively similar.

Figure 5.8

Average Gross Monthly Wage of Employed
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Over the past six years, the average gross wage
increased more rapidly in agriculture, manufacturing, and
trade, while wages in public service sectors are by neatly
4% lower than in the pre-crisis level, which is due to a

1
2014

reduction in remuneration during the crisis to limit
national budget spending.

In 2014, the average gross wage increased in all
sectors of the economy, and it grew faster in agriculture,
construction, trade, and manufacturing industry. Wages
continued to grow in all sectors of the economy also in
2015.

Since 2011, the average gross wage in the main export
industry of Latvia — manufacturing industry — has been
growing more rapidly than in the national economy on
average. Compared to 2008, the average gross wage in the
industry has grown by almost 20%. Increase in wages was
stimulated by the growth of industry production output
from 2009 to 2012, when the manufacturing industry was
the main driver of economic growth. The most
significant wage increase since 2008 has been in
production of non-metallic mineral products, wood-
processing, paper manufacturing and printing, and food
production, as well as in the high-tech industry —
production of electrical and optical equipment. A more
rapid wage growth in these subsectors was largely related
to a more rapid growth of production output and
productivity.

In 2014, wages in the manufacturing industry grew by
7%, while in three quarters of 2015 — by 8.1%. Increase
in wages can be observed in almost all subsectors of the
manufacturing industry.

In terms of occupations, wages have increased in all
groups of occupations over the last five years — more
rapidly in the groups of higher and secondary
qualification occupations, and more moderately in the
elementary occupations.

Figure 5.9
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Despite a gradual increase in wages, great differences
between wages in different groups of occupations
remain. For example, wages in the -elementary
occupations are 2.5 times less than in the groups of the
highest-qualification occupations, compared to the
average-qualification occupational groups — 1.5 times less,
while the wages of the highest-qualification occupations
are 1.7 times higher than the ones of the average-
qualification occupations.

The average wage of the highest-qualification
occupations is for a third higher than the average gross
wage in the country, while the wage in the group of
average-qualification occupations is lower by almost a
fifth. In elementary occupations, wages are almost a half
of the national average.

Wage is a significant factor of cost competitiveness;
therefore wage growth must be balanced with the
increase in productivity. Otherwise, the competitiveness
in tradable sectors is lost, which ultimately does not
ensure a sustainable increase in the total income (welfare).

As shown by the unit labour cost (ULC)! dynamics,
wages increased almost five times faster than productivity
from 2004 to 2007, negatively affecting the international
competitiveness of Latvia. Adjustments in product and
labour markets due to the crisis reduced the gap between
productivity and labour cost dynamics, resulting in

Latvia’s competitiveness improving gradually in foreign
markets. However, there have been positive dynamics of
the ULC in recent years, which have been more rapid
than the EU average. This was largely due to a more
rapid increase in labour costs as compared to
productivity.

From 2008 to 2010, the ULC dynamics were largely
related to cyclical factors or consequences of the crisis.
Commodity markets are more sensitive to cyclical
fluctuations of the conjuncture than labour markets,
therefore output decreases more rapidly at an eatly stage
of economic downturn than the number of employed,
and productivity falls. Since labour costs continued to rise
in 2008 (mainly due to an increase in employee
termination costs), production unit labour costs (nominal
ULC) also rose. By contrast, a more rapid drop in labour
costs in comparison with productivity in 2009 and a rise
in productivity in 2010 determined a decrease in ULC on
average by almost 10% a year, which indicated an
improvement in the competitiveness of the Latvian
producers. Since 2011, productivity dynamics have been
more moderate than labour cost dynamics. From 2011 to
2014, productivity rose on average by 3% a year, whereas
labour costs increased by 5.8%, i.c., almost three times
faster. Similar trends were observed in the manufacturing
industry.

Figure 5.10

Labour Force Costs and Productivity

(left axis — % compared to the year before; right axis — 2005 = 100)
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Unit labour costs continued to rise faster than
efficiency also in 2015. In nine months of 2015, labour
costs per employed were by 6.6% higher than a year
before, while productivity increased by 1.7%, as a result
of which ULC grew by 4.9%. It should be noted that, in
total, the gap between the growth rates of labour costs

! ULC is the ratio between labour costs and labour productivity. If
productivity grows faster than wages, ULC decreases, which indicates
that the national cost competitiveness is increasing, and vice versa.
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and productivity, compared to the pre-crisis years, has
decreased, and the growth of ULC is relatively moderate.
However, over the last few years, unit labour cost
dynamics shows that the advantages of cheap labour cost
competitiveness are being gradually lost.

Nominal ULC dynamics in the medium term will be
greatly affected by factors of structural nature, while the
impact of cyclical factors (such as fluctuations of the
conjuncture in foreign trade partner countries) will be
lower. One of the most significant factors increasing the
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ULC is an increase in wages (wage convergence), which is
largely influenced by the growing competition in the EU

labour markets and the low competitiveness of Latvia in
the said markets.

Figure 5.11

Convergence of Productivity and Labour Costs
(% of the EU average)
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Labour costs in Latvia are among the lowest in the
EU member states. In 2014, labour costs per employed in
the economy of Latvia were 38% of the EU average in
total, whereas in the manufacturing industry — 28.9%.
From 2011 to 2014, labour cost gap decreased by almost
5 percentage points, while Latvia’s lagging behind in
terms of productivity index in the national economy fell
by 4 percentage points in total, but in the industry — by 1
percentage point. Wage equalisation (convergence) is an

5.3 Labour Market Forecasts

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

objective process, which has to be taken into account in
the future. A more rapid growth in wages can be
influenced by an increase in the minimum wage,
entrepreneurs’ wish to retain highly qualified workers,
reduction of unemployment rate, etc. Therefore,
strengthening of Latvia’s competitiveness will largely
depend on the ability to reduce the productivity gap with
the advanced economies.

The labour market forecasts until 2020 are prepared
in accordance with the economic development scenatios
(see Chapter 3.3).

It is expected that the situation in the labour market
will continue to improve in the coming years, while
improvements will become more moderate, which will be
affected by a higher base effect in the labour market and
negative demographic trends that will become more
explicit in the availability of labour.

In general, moderate growth in employment is
expected in 2015 — the number of employed will increase
by 1% or about 9.3 thousand, compared to 2014. In
total, the average number of employed per year could
reach 894 thousand, while the employment rate will rise
to 60.7%. At the same time, unemployment rate will get
close to 9.8% in 2015, which is by 1 percentage point less
than in 2014. By contrast, the number of job seckers will
drop by almost 11 thousand, compared to 2014 — to an
average of 97 thousand.

Similar trends will remain in the labour market also in
2016. The number of employed in 2016 could increase to
approximately 902 thousand or approximately by 0.9%,
compared to 2015. Thus, the employment rate could
reach 62%, while the unemployment rate could fall to
8.7 per cent.

Improvements in the labour market are also expected
in the medium term. At the same time, increase in
employment will be slower than the growth, since output
will be primarily based on the growth of productivity.
Similarly, the negative demographic trends/aging
workforce, mismatch between labour demand and
supply, as well as regional disproportions of the labour
market will hinder a more rapid employment growth.

According to the more rapid growth scenario, it is
expected that the number of employed will increase by
approximately 3.8% by 2020, or about 34 thousand,
compared to 2015. Thus, the number of employed could
exceed 928 thousand in 2020, while the share of
employed in the population aged 15-74 years could grow
to 65 per cent.
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Figure 5.12
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Unemployment will also continue to fall in the
medium term, and the problem of labour shortage will
become more pronounced. In total, unemployment rate
could get close to 6% by 2020.

In 2015, economic growth rates increased in most
sectors of the mnational economy, especially in the
domestic-demand-oriented sectors, which was reflected
accordingly in the sectoral employment growth. Similar
trends will be observed in 2016.

Figure 5.13
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The most significant increase in the number of
employed in 2016, compared to 2015 is expected in
domestic-demand-oriented sectors — commercial service
sectors (by 2.6 thousand or 1.6%) and trade (by 2.5
thousand or 1.5%). The number of employed will
increase slightly in the manufacturing industry, but at a
slower pace than previously expected.
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At the same time, it should be noted that the role of
domestic-demand-oriented sectors in the labour market
will continue to increase in the coming years. Growth of
the tradable sectors will be mainly based on the increase
in productivity, which is crucial for ensuring
competitiveness, therefore the growth of employment in
these sectors might be relatively slower.

By 2020, the number of employed will increase in
most of the sectors. The most significant increase in the
number of employed will be observed in the commercial
services sector, in the manufacturing industry and trade.

Figure 5.14

Average Annual Increase in Employment in Sectors

of National Economy from 2015 to 2020
(per cent)
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At the same time, a drop in the number of employed
is expected in the primary sector — mainly in the
agriculture and forestry sector, as well as the public

utilities sectors. Decrease in labour demand in the
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agricultural sector is mainly attributable to efficiency
enhancement of the industry — formation of farmers’
cooperatives and large farms, introduction of systematic
production organisation, introduction of more complex
technological solutions in the production process.

Overall, the labour market situation in the medium
and long term will be determined by development of a
number of significant factors. The main uncertainty still
arises from development of the external environment —
weak external demand may hamper successful recovery
of the labour market.

At the same time, the internal challenges of Latvia are
mainly related to a gradual decrease in the number of the

5.4 Employment Policy

population (especially the population of working age), as
well as to the general trends of aging of the labour force.

According to the forecasts of the Ministry of
Economics, the number of people of working age (15-62
years of age) will decrease by more than 10% by 2030,
compared to 2014. At the same time, dependency ratio
will rise by around 1/5. Significant changes are expected
in the age structure of the population — the share of
elderly in the total population will continue to grow.

In general, the said trends will exacerbate the problem
of labour shortage by 2030, which could add up to
formation of vatious disproportions in the labour market.

The quantitative aim set by Latvia within the context
of implementing the EU 2020 strafegy is to achieve
employment rate of 73% in the age group 20-64 by 2020
(see Chapter 6.1). To achieve the aim, policy directions
are planned in relation to both labour supply and labour
demand.

The main elements of the Latvian employment policy:

— supporting the labour demand — stimulation of
economic  activities and  entrepreneurship,
including reduction of the labour taxes, the fight
against undeclared employment, indirect and
direct support measures for businesses ensured by
the  government, measures to  reduce
administrative barriers, implementation of support
measures  for  micro-enterprises,
incubators, etc. (see Chapter 6.7 and 6.8);

— strengthening the labour supply — increasing the
competitiveness of the unemployed and people at
risk of unemployment in the labour market,
including skills development according to the
labour market needs, lifelong learning measures,
advice for starting a business, etc.;

— facilitating the process of aligning the labour
supply and demand, including the improvement
of the education system, involvement of
employers’ organizations in the improvement of
the quality of education, forecasting the
compliance of the labour market supply with the
labour market demand, educating the labour
market participants, including pupils and students,
on labour market and career issues.

business

Demographic trends indicate that the number of
working age population is decreasing in Latvia, so, in the
coming years, labour force availability issues (see
Chapter 5.3) will become more topical in Latvia, due to
the development of the economy and changes in its
structure. Along with the improvement of the economic
situation, demand for labour is gradually increasing in
Latvia, and a lack of specialists can already be felt in some
areas. Labour shortage may become a growth-inhibiting
factor in the future. This may result in the need to attract

additional labour force from abroad. The aim of Latvia is
to achieve that the vacancies are filled with Latvian
nationals, who have left the country, rather than
immigrants from other countries. Therefore, migration
policy should be facilitating in relation to the population,
who have moved to live abroad in the past for various
reasons, but would love to return home to live and work
in Latvia or develop business relations with Latvia, for
example, start their own business, as well as their family
members (re-emigration policy).

The main factors that provide incentive to return to
Latvia — the chances of finding a job and the amount of
remuneration. But other conditions related to social
protection, social life, education of children, etc. are just
as significant. Ensuring a stable economic growth, job
creation and an increase in remuneration are the key
prerequisites for reducing the flow of emigration and
facilitating the return of fellow Latvians living abroad.

It has to be noted that the Plan of Re-emigration Support
Measures 2013-2016 has been drawn up at the initiative of
the Ministry of Economics, which prescribes support for
the nationals who want to or have already decided to
return to Latvia (see Box 5.1). The support measures
included in the plan mainly provide for the following:

— to ensure information and give advice to people
who are considering the possibility of returning to
Latvia, to strengthen their ties with the fellow
Latvians living abroad,;

— to provide practical support and to reduce the
difficulties faced by Latvian nationals and their
families, when returning to and settling in Latvia.

Measures included in the Plan of Re-emigration
Support Measures cover different areas and, therefore, a
wide range of institutions are involved in their
implementation. The Ministry of Economics coordinates
the implementation of the plan — collects the information
provided by the responsible institutions on the
implementation of the measutes within their competence
on a regular basis, as well as organises meetings with the
representatives of the involved institutions and NGOs in
order to discuss the identified problems and try to find
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solutions to them. It has to be noted that the most
important obstacle to successful implementation of the
plan is the lack of funding required for the measures. In
total, additional 1.6 million euro have been granted for
the implementation of various measutres in 2014-2016
from the national budget for the implementation of
various measures. However, it is almost three times less
than planned, therefore, in accordance with the
information provided by the institutions, a number of
measures are being implemented partially or not
implemented at all.! Key issues to be addressed in
connection with the implementation of the re-emigration
support measures:

— establishing an institution, which would provide
advice and information in one place to people
who are planning to return to Latvia, and help re-
emigrants to fit well into the Latvian society;

— improvement of the portal www.latvija.ly, so that
the Latvians living abroad could easily access and
find information on living, working, business
opportunities in Latvia, as well as the services
provided by the national and local governments —
regular updates of information, adding services
provided by local governments, etc.;

— providing support measures for pupils in the
Latvian educational institutions, including private
lessons, development of teachers’ professional
competence, availability of information to pupils’
parents, etc.;

— provision of support (material assistance in
connection with moving to Latvia) to repatriates
who have been living abroad for 10 years or more,
and their family members. Since funding was not
allocated, draft law Repatriation Law drawn up by
the Ministry of the Intetior (submitted to the
Sacima on 11 March 2015) does not provide for
changes to the beneficiaries of material assistance
covered by the law.

In addition, the issue in relation to diaspora policy
development, as well as improvement of the monitoring
and coordination of both policies (the diaspora and re-
emigration policy) has to be resolved in general.

The group of researchers of the University of Latvia
started implementing the ESF project Latvian Emigrant
Communities: National Identity, Transnational Relations and
Diaspora Policy in early 2014. The project aims to analyse
the diversity of migration processes and to provide
justified information to policy makers in order to
strengthen the Latvian diaspora, as well as to provide
support to compatriots who wish to return to Latvia.?
Under this research project, the largest survey of the
Latvians and Latvian nationals living abroad up to date
was conducted with more than 14 thousand respondents.

U Summary on the Progress of Implementation of the Re-emigration Support
Measures of May 2015.  Available at:  bttps:/ [ www.em.gov.lv/ Iv/
nozares_politika/ reemigracijas_atbalsta_pasakumi/

2 Information about the project and its interim results is available here:

http:/ | migracija.lv/

The project was concluded in August 2015. The main
results are reflected in the collective monograph Emigrant
Communities of Latvia: Diaspora of Hope. Based on the
researchers’ conclusions, it is planned to evaluate the
diaspora and re-emigration policies and the implemented
measures and to prepare suggestions for further action.

National employment policy is aimed at building an
inclusive labour market. In May 2015, the CoM approved
Inclusive Employment Guidelines 2015-2020. The
aim of the Guidelines is to promote development of an
inclusive labour market, making full use of the human
potential of the Latvian population, also by reducing the
social consequences of unemployment, supporting the
return of unemployed people to the labour market and
keeping the people at risk of social exclusion in the
labour market for as long as possible, as well as
improving the quality of jobs.

By stressing the need to reduce long-term
unemployment, the Guidelines have set the objective of
reducing long-term unemployment to 15% of all
unemployed population and 2.5% of the economically
active population by 2020 and in the long term.

Measures are planned under three main lines of
action.

In order to favour an inclusive labour market, it is
planned:

— to expand the provision of services to the
registered unemployed population according to
the individual needs identified as a result of
profiling;

— to increase the intensity of use of career services
in the career planning process;

— to increase the involvement of risk groups of the
unemployed into the labour market by tackling
the key causes of unemployment;

— to develop social entrepreneurship;

— to increase regional mobility opportunities for
encouraging of economic activity.

In order to favour a well-balanced labour market, it is
planned:
— to expand the availability of information on
current events in the labour market;
— to improve the efficiency of labour market
situation analysis;
— to improve the cooperation mechanism to ensure
better outcomes of the labour market;
— to increase the
unemployed and job seckers by improving the
knowledge and skills required in the labour

competitiveness of  the

market;

— to increase  employment and  business
opportunities for the registered unemployed
population;

— to facilitate the improvement of job quality.
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Box 5.1

Plan of Re-emigration Support Measures 2013-2016
In August 2012, a working group for drawing up the plan of re-emigration support measures was formed at the initiative of the

minister of Economics, which was intended to cover the wide range of issues of re-emigration and facilitate the cooperation of the
institutions involved in this process, as well as to identify the existing measures and to draw up new measures for creating favourable
conditions for re-emigration. Representatives of state and municipal institutions, trade unions, entrepreneurs and foreign Latvian
organizations took part in the activities of the working group.

Proposals prepared by the working group for re-emigration support measures were passed on to public discussion, which took place
in November 2012 on the public debate platform www.musuvalsts.lv.

After evaluating all proposals received in the working group, the Ministry of Economics prepared the Informative Report on
Proposals for Re-emigration Support Measures (the Cabinet of Ministers approved it on 29 January 2013), reflecting the directions of re-
emigration support measures suggested by the working group for creating favourable conditions for re-emigration.

In 2013, the Ministry of Economics in cooperation with the involved institutions continued development of specific re-emigration
support measures included in the Plan of Re-emigration Support Measures 2013-2016. The plan was approved at the Cabinet meeting of
30 July 2013.

The plan aims to support and help those Latvian nationals and their family members living abroad who are considering or have
already decided to return to and work in Latvia or want to start their own business or to develop business relations with Latvia. The plan
is not aimed at asking every Latvian living abroad to come back immediately without carefully assessing the employment and
remuneration situation in Latvia. The plan is also not aimed at offering solutions to all problems in the Latvian economy, society and the
country as a whole that have been neglected for years.

The plan includes 33 measures in accordance with eight lines of action:

- ensuring the one-stop shop principle — to provide information and advice, including remotely, on matters of moving to and
staying in Latvia, to help the Latvian nationals living abroad or their family members in dealing with the necessary activities with
various public authorities;

- availability of information of the labour market — development and promotion of the State Employment Agency’s CV/Vacancy
Database; complete, most current information on the professionals required in Latvia / vacancies etc. is available in the
CV/Vacancy Database;

- attraction of highly qualified labour force - support for attraction of highly qualified professionals (scientists and academic staff
living abroad), also to facilitate the return of highly skilled young people with education acquired abroad; the requirements have
to be reviewed, as well as the list of professions in Latvia, for which the government extinguishes student loans, etc.;

- Latvian language training — support for Latvian language training upon returning to Latvia for all family members of Latvian
nationals; Latvian language learning materials have been developed, including electronic teaching aids;

- expanding the cooperation with the diaspora (development and maintenance of business relations) — measures for informing
the representatives of diaspora on current events in Latvia and support for entrepreneurs, consultations on how to start a
business, etc.; information about entrepreneurs and professionals of the Latvian diaspora around the world has been gathered
and their involvement in the development of the Latvian economy has been facilitated; identification and dissemination of the
stories of experience of returning and cooperating with the diaspora, etc.;

- support for pupils returning to / adapting themselves to the education system of Latvia, as well as their parents — development
and expansion of the existing support mechanism for pupils returning from abroad; adaptation measures are provided for pupils
at educational institutions;

- facilitating the transparency of state and local government institutions and state-owned enterprises — transparent recruitment
procedures are facilitated, also by evaluating the validity of requirements (for example, related to foreign languages) set for
candidates and the relevance of such requirements to their job functions, as well as by providing opportunities for the people
living abroad to participate in job interviews (in government institutions) using web communication facilities;

- expanding the range of people who can claim the status of a repatriate, so that the persons who emigrated after 4 May 1990
and lived abroad for at least 10 years can get the status (draft law Repatriation Law has been submitted to the Saeima).

The plan also specifies the amount of funding necessary for the implementation of measures, the sources of funding, the expected
performance indicators, the implementation deadlines, as well as the responsible and involved institutions.

By contrast, it is planned to ensure environment that
facilitates employment with the help of development of
inclusive employment-friendly tax and benefit systems.

The national policy in the field of unemployment
reduction and support for the unemployed is
implemented by the State Employment Agency (SEA).
Active and preventive labour market measures are used
to influence the labour market, facilitating the
competitiveness of the target group of the measures in
the labour market.

The main target audience of the employment
measures implemented by the SEA is the unemployed
registered at the SEA. Although certain measures have

different target groups, the overall activities are focused
on servicing the unemployed.

The dynamics of the number of registered
unemployment is consistent with the national economic
development indicators. In recent years, the number of
the unemployed registered at the SEA and the rate of
registered unemployment has been declining steadily (see

Chapter 5.1).

The amount of the funding granted for active labour
market policy measures is linked to the unemployment
situation. When the number of the unemployed starts to
decrease, there is a similar trend in the funding granted
for the labour market measures.
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The largest amount of funding was granted in 2010 —
91.1 million euro. The funding spent in 2011 was 71.1
million euro, in 2012 — 44.4 million euro, in 2013 — 45.7
million euro, in 2014 — 38.5 million euro.

More than 2/3 of the total funding consists of the
funding of the European Social Fund.

Most funding in 2014 was spent on measures aimed
at training (vocational training, retraining, improvement
of professional skills and acquisition of non-formal
education, lifelong learning activities for employed
persons).

When analysing the funding structure, it is clear that
44% of the funding has been spent on the improvement
and development of practical skills of the unemployed,
29% — for the support of the most disadvantaged
unemployed and creation of subsidized jobs, including
youth initiatives and implementation of the initiative
Youth Guarantee. The share of funding spent on paid
temporary public service jobs is 21%, while 6% of the
total funding have been spent on the improvement of
professional skills of the employed and business
initiatives.

Also in 2015, the largest share in the funding
structure of active labour market policy measures was
allocated to the measures of professional development
and improvement of the unemployed.

At present, the SEA implements the following active
employment measures:

— vocational training, retraining, improvement of
professional skills and acquisition of non-formal
education;

— measures for increasing competitiveness;

— paid temporary public service jobs (in 2010 and
2011, this measure was completely replaced by the
measure Work Practice with a Grant),

— measures for starting a business or
employment;

— measures for certain groups of persons;

— complex support measures;

— facilitating regional mobility of persons employed
by merchants;

— training by the employer.

self-

During the years of economic growth, the demand
for active employment measures had decreased, but due
to the significant rise in unemployment, it increased
substantially in 2009. It remained at a high level also in
the following years, although it has begun to decrease.

The largest number of people involved in the active
employment measures was observed in 2010 — 299.2
thousand people. In 2014, the number was 176.8
thousand people, while in the first three quarters of 2015
— 100.6 thousand people (one person may be involved in
several activities).

Training programmes offered to the unemployed
under the training measures are selected in accordance
with the suggestions of the Training Commission or at
the employet’s written request.

To reduce the labour market disproportions in terms
of professions, labour market measures can be used to a
limited extent. Of the training measures implemented to
reduce disproportions in the labour market, measure
Professional Training, Retraining and Improvement of Professional
Skills can be wused directly. Under the measure,
unemployed people are given the opportunity to acquire
new professional knowledge, acquiring or improving
professional qualifications. Currently, there is an offer to
acquire only knowledge suited to the secondary
qualification occupations.

Other training measures can be perceived as a
support for the acquisition of additional knowledge to
increase competitiveness in the labour market. Non-
formal education programmes are targeted at both the
unemployed and job seckers.

Career advice provided by the SEA can be considered
to be a preventive measure for reducing
unemployment. In 2010, carcer advice services were
provided to 78.4 thousand people, in 2011 — 47.7
thousand people, in 2012 — 67.1 thousand people, in
2013 — 44.1 thousand people, in 2014 — 45.6 thousand
people, 39.7 thousand of which are unemployed or job
seekers, in the first three quarters of 2015 — 29 thousand
people, 26 thousand of which are unemployed or job
seekers.

Adapting to the changes in the labour market
situation, there have been the following changes to the
active labour market policy measures in 2014 and 2015.

The unemployed profiling system that was created
last year for work with the unemployed is fully
operational, so that every unemployed person is provided
with proper services. Profiling facilitates efficient and
targeted application of services offered by the SEA to
shorten the time spent unemployed and to avoid the
potential risks that could prevent successful return to the
labour market. At the end of 2014, almost all (97%) of
the registered unemployed people had been profiled.

The measure Training Programmes for Adult Involvement in
Lifelong  Learning concluded in 2014. Since the
commencement of the measure in 2010, a total of 28
thousand employed people have taken part in the
measure.

Particular attention is paid to the stimulation of youth
employment. After a five-year break, the pupil summer
employment measure was resumed. Thus, pupils have
the opportunity to acquire basic professional skills, as
well as gain insight into future professional choice.

Using state aid, pupils aged 15-20 years attending
institutions of general, special and vocational educational
have the opportunity to work during their summer
holidays. Under the measure, pupil’s salary in the amount
of 50% of the national minimum monthly wage is
covered by public funds.

In 2014, 4.3 thousand pupils used the opportunity to
work in the summer. In 2015, 3.8 thousand pupils were
involved in the measure: 2,152 girls and 1,652 boys.
Pupils aged 15-17 years were the most active participants
of the measure.
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The implementation of the measure Training by the
Employer was resumed in 2015. It is organized to carry out
the practical training of the employee required by the
employer, by organizing employee’s training by the
employer. The practical training lasts for 6 months, after
which a job must be ensured for at least 6 months.

To reduce youth unemployment, Latvia is actively
involved in the implementation of the EC initiative Youth
Guarantee. Measures for the implementation of the
initiative Youth Guarantee are implemented from 2014 to
2018. Total funding for the implementation of the
measures of Youth Guarantee is 66.7 million euro.

Since the beginning of 2014, young people aged 15-24
years, who are not studying or working, can receive the
necessary support in the form of employment, training or
education measures. Certain measures are offered to
young people aged 13-15 years and 25-29 years. It is
established that young people of the target group will be
able to get support for the involvement of the labour
market under the guarantee no later than four months
after leaving the school or acquiring the status of
unemployed person.

In 2014, 24,445 young people took part in the
initiative Youth Guarantee (23,468 people completed the
initiative), while in the first three quarters of 2015 —
21,021 young people, including 931 people from the
previous year (19,218 people completed the initiative).

Total funding spent on the measures of Youth
Guarantee in 2014 was 4.7 million euro, 4 million euro of
which were the co-funding of the EU funds. Funding
planned for 2015 is 13.8 million euro, including 11.7
million euro funding of the EU funds.

In order to enhance cooperation and to provide
proposals for efficient implementation and improvement
of the measures, advisory board for the implementation
of the Youth Guarantee programme was established in July
2014.

Social dialogue is an important element in the
implementation of employment policy. LDDK
(Employers’ Confederation of Latvia) and LBAS (Free
Trade Union Confederation of Latvia) are involved in the
improvement of the social dialogue at national, regional
and sectoral level. Employment partnership involves
other partners, including local governments of Latvia and
the Latvian Association of Local and Regional
Governments.

The new Trade Union Law came into force in late
2014. It was drawn up to improve and modernize the
legal framework of trade union activity. It governs the
general principles of establishment and operation of trade
unions and their associations, as well as their cooperation
with employers, national and local governments.

Safety at work is an important aspect of labour
relations, favouring conditions for a safe and healthy
work environment.

An EU strategic framework on health and safety at
work 2014-2020 has been developed to improve working
conditions and to reduce the number of accidents at
work and occupational diseases. The EC published the

new strategy in June 2014. The main tasks at the EU level
are the following:

— to improve the implementation of the current
requirements of health and safety at work in the
Member States, in particular by promoting the
ability of micro-enterprises and small enterprises
to implement useful and efficient risk prevention
measures,

— to improve work-related disease prevention, in
particular focusing on the existing, new and
emerging risks,

— to take into account the EU’s aging workforce.

In the field of labour safety, two draft policy planning
documents have been drawn up, which are currently
being agreed upon: Labour Safety Policy Guidelines 2075-
2020 and Plan for the Development of the Field of Labour Safety
2015-2017.

Reduction of administrative burden in the field of
labour safety is being continued in Latvia.

In 2014, the requirements for work at height and
work equipment were improved. Employees working at
height will have improved working conditions, and
greater safety will be ensured, thus also reducing the risk
of accidents. The new requirements came into force on 1
September 2014.

In July 2014, the CoM approved the improved
requirements for labour safety when carrying out
construction work.

In April 2015, the CoM approved changes to several
regulations of labour safety. It specifies the requirements
for the labelling and classification of chemicals. At the
same time, clarifications were approved in the working
environment factors and actions that may pose a risk to
pregnant women and women who are breast-feeding.
Also the list of jobs, where employment of adolescents is
prohibited, especially if the particular work requires
coming into contact with chemical substances and
mixtures, has been specified.

In October 2015, the Cabinet of Ministers approved
labour safety requirements for protecting the employed
against risks of electromagnetic field in the working
environment. They set the minimum requirements for
protection of the employed against the risks arising from
the effects of electromagnetic field during work. The new
requirements will come into force on 1 July 2016.

There is a relatively high rate of undeclared
employment in certain industries in Latvia, which
increases unfair competition and reduces the social
security of employees.

In the policy planning documents developed up to
now, measures for reduction of unregistered employment
have been implemented in such key directions as
improving efficiency of the unregistered employment
control mechanism, reduction of unfair competition,
review of the penalty policy in relation to undeclared
work, raising public awareness and education about the
negative consequences of unregistered employment.
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The main lines of action in the field of reducing the
shadow economy and ensuring fair competition were tax
policy, reduction of administrative burden, support for
honest entrepreneurs and facilitating the transition to
legal economy, capacity building of the controlling
institutions, development of legislation, policy on
penalties, work with the public, reducing the amount of
shadow economy in risk sectors.

Being aware of the need to continue dealing with
these issues, the government set up a high-level Shadow
Economy Combating Council, headed by the Prime
Minister, in the autumn of 2014. The Council is
comprised of ministers, the heads of institutions involved
and the social partners. The functions of the Council are
to coordinate the development of draft policy planning
documents on the fight against the shadow economy and
to coordinate and improve cooperation in the fight
against the shadow economy in order to ensure the
efficiency of the said activities.

The Ministry of Finance continues to develop the
draft Work Plan of Governmental Authorities on
Reducing the Shadow Economy 2016-2020, which
evaluates and includes the proposals of ministries and
social partners for reducing the shadow economy.

In the context of labour market development, an
important role is played by the education system,
particularly emphasizing the importance of lifelong
learning. The introduction of the principle of lifelong
learning is also emphasized in the National Reform
Programme of ILatvia for the implementation of the
Europe 2020 strategy.

Latvia is committed to facilitate continuous
improvement and development of its residents’
knowledge, skills and competences, providing access to
lifelong learning, so that 15% of the population (25-64
years of age) would be involved in the learning process
on an ongoing basis by 2020.

Dynamics of lifelong learning in recent years shows
that it is necessary to implement adult education activities
more purposefully.

The indicators of adult participation in lifelong
learning! have been becoming worse in recent years. In
2014, 5.5% of the population aged 25-64 years were
involved in lifelong learning.

Introduction of the lifelong learning principle is
implemented in several directions:

— facilitating cooperation and ensuring coordination

among the partners involved in adult education;

— development of the national qualifications
framework and aligning its levels to the European
Qualifications Framework;

— ensuring the evaluation of knowledge, skills and
professional competence acquired outside the
formal education system;

— second chance education as a compensating
mechanism to reduce the number of early school
leavers;

— support for improving the staff qualification
according to the employers’ requirements, which
is required for training of the employed within the
framework of the sectors.

! The data source is the Labour Force Survey of the CSB. The
indicator is included in the EU’s structural indicators, and it shows
the participation of adult population aged 25-64 years in lifelong
learning activities.
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6. ECONOMIC POLICY AND
PRIORITIES OF THE STRUCTURAL POLICY

6.1 Europe 2020 Strategy and National Reform Programme of Latvia

6.1.1 Europe 2020 Strategy and its Progress

On 3 March 2010, the EC published a
communication Ewurope 2020: strategy for smart, sustainable
and inclusive growth that laid down the Commission’s vision
of the Eurgpe 2020 strategy.

On 17 June 2010, the European Council officially
approved the Euwrgpe 2020 strategy and its principal
elements: EU-level quantitative targets for 2020, Integrated
guidelines (drafted according to Articles 121 and 148 of the
Treaty on the Functioning of the European Union, contains key
economic and employment policies, and forms the basis
for the development of national reform programmes in
the EU Member States), and agreed that EU Member
States in co-operation with the EC should develop
national reform programmes and submit them to the EC
by the end of April 2011, along with their Szability or
Convergence programmes (drafted and implemented to fulfil
the requirements of the Stability and Growth Pact).

Figure 6.1

Monitoring Mechanism for National Reform
Programmes and Stability or Convergence programmes
of the EU Member States
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Monitoring of the implementation of the Ewurgpe 2020
strategy consists of two pillars (see Figure 6.1) —
macroeconomic and thematic surveillance (national
reform programmes for the implementation of the
Eurgpe 2020 strategy of the EU Member States and their
compliance with the Infegrated guidelines are evaluated), as
well as fiscal monitoring (S7ability or Convergence programmes

of the EU Member States and their compliance with the
Stability and Growth Pact are evaluated).

On 5March 2014, the EU published a
Communication titled Taking stock of the Europe 2020
strategy for smart, sustainable and inclusive growth. The aim of
the communication is to evaluate the first results and
lessons learned in the four years of the implementation of
the Eurgpe 2020 strategy, and to express an opinion on
the desirable future of Eurgpe 2020 strategy. To identify
and collect opinions of all interested parties, from 5 May
until 31 October 2014 the EC initiated a public
consultation of the aforementioned Communication. The
EC is currently continuing to analyse the evaluation of
the Ewurgpe 2020 strategy and to develop a future plan.

A European Semester has been conducted annually
since 1 January 2011, to evaluate the economic situation
in the EU as a whole and in the EU Member States, as
well as to propose recommendations to the EU Member
States for the implementation and strengthening of their
economic policies.

The Euwurgpe 2020 strategy and national reform
programmes of the EU Member States and Szability or
Convergence programmes are the main elements in the
coordination and monitoring of economic policies of the
EU Member States at the EU level within the European
Semester (see Figure 6.2). Based on the multilateral
surveillance of both programmes, which is performed at
the EU level, the EC may give a policy warning, if the
economic policy of any EU Member State fails to comply
with the EU Integrated guidelines and objectives set at the
EU level. The national reform programmes are linked
also to the EU budget, because a part of the measures is
co-financed from the EU budget.

In 2015, several improvements were introduced into
the European Semester process, to make it more efficient
and to allow more time for discussions between all
stakeholders. The first improvement concerns faster
publication of the Commission Staff Working Document,
which includes a Country Report, and also an In-Depth
Review on the Prevention and Correction of Macroeconomic
Imbalances, if macroeconomic imbalances are found.
These Commission documents evaluate the progress
achieved by the EU Member States in addressing the
country-specific recommendations issued by the
EU Council and in the correction of macroeconomic
imbalances. Commission Staff Working Documents for
the EU Member States were published on 26 February
2015. The second improvement is related to a faster
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publication of an EC recommendation for country-
specific recommendations issued by the EU Council. The
EC recommendation for country-specific
recommendations issued by the EU Council was
published on 13 May 2015. The third improvement
concerns the time and the deadline, when EU Member
States have to prepare and submit to the EC their
comments on the draft EC country-specific
recommendation project. In 2015, in comparison with
the previous years, EU Member States were given ten
days to do so.

Along with the publication of the Awnual Growth
Survey 2016, on 26 November 2015 a new practice was

initiated within the European Semester, namely, the first
stage of the European Semester from November until
February is from hereinafter referred to as ‘the European
stage’, but the following period from February until June
is referred to as ‘the national stage’. Therefore, within the
framework of better integration of the euro area and
national dimensions, for the first time in the practice of
the current Furopean Semester, a Commission
recommendation for Council recommendations to the
euro area was published, along with the Annual Growth
Survey 2016.

Figure 6.2
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The ECs Annual Growth Survey is an important
element in the European Semester process, as its
publication starts discussions in different EU Council
formations at the beginning of the European Semester
(see Box 6.1). As a result of these discussions, EU

Member States agree on key economic policy priorities
that will have to be taken into consideration when
updating national reform programmes, Stability ot
Convergence programmes.

Box 6.1

Annual Growth Survey 2016

The EC published its Annual Growth Survey 2016 on 26 November 2015, along with other important documents, namely, the Alert
Mechanism Report, the Joint Employment Report, Council recommendations for the euro area, as well as the proposal for a regulation on

the establishment of the Structural Reform Support Programme.

The Annual Growth Survey 2016 reviews the economic and social situation in Europe and sets political priorities for the EU as a whole.
This is the start of a new European economic policy coordination cycle: European Semester, which ensures coordination of economic

policies between EU Member States to promote growth and jobs.

The Annual Growth Survey 2016 states that the EU’s economy is experiencing a moderate recovery, and at the same time the survey

says that the pace of activity is expected to accelerate gradually.

Along with the abovementioned, the Annual Growth Survey 2016 also states that economic performance, social conditions and
reform implementation still remain uneven. High long-term unemployment and youth unemployment, slow productivity growth, as well
as high private and public debt levels are highlighted as the main problems.

To resolve these problems, the EC offers solutions in its Annual Growth Survey 2016, based on three integrated pillars (priorities):

1. re-launching-investment;
2. pursuing structural reforms to modernise economies;
3. responsible fiscal policies.
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Box 6.1 continued

Therefore, the solutions proposed within the framework of the three main pillars (priorities) of 2016 in the EU's economic and social
policy are:

— Re-launching-investment — active implementation of the Investment Plan for Europe needs to be continued and involvement of the state
and institutions into it should be promoted; the Banking Union needs to be completed; work on the Capital Markets Union needs to be
accelerated; modern and effective frameworks to deal with insolvency and business failure should be introduced; investment priorities
must go beyond traditional infrastructure and extend to human capital and related social investment;

— pursuing structural reforms to modernise our economies — benchmarks for economic and social development should be designed and
implemented in practice; national, regional and local authorities should advance the work on youth employment; job integration
agreement and a single point of contact should be created; taxation related to labour and benefit systems should be designed and
implemented to encourage investment and employment; wages must continue to move in line with productivity; modernisation and
simplification of employment protection legislation should be continued; open and competitive product and services markets should be
provided; an appropriate and accommodating business and regulatory environment should be created, and partnerships between
businesses and universities should be strengthened; adequate administrative capacity and focus on the increased use of e-procurement
and on tackling corruption should be ensured; swift proceedings should be ensured, the court backlogs should be addressed, safeguards
for judicial independence should be increased and the quality of the judiciary should be improved;

— responsible fiscal policies — responsible fiscal policies that respect the common fiscal rules should be maintained at the Member States’
level. These also include the need to continue to support growth- and equity-friendly fiscal consolidation in many countries. Tax systems
need to address disincentives to employment creation and be made fairer and still more effective; reducing of aggressive tax planning
and fighting of tax fraud and tax evasion should be continued; pension, healthcare and social protection systems should be modernised in
order to efficiently respond to all the risks throughout the life cycle.

New monitoring rules for economic and fiscal  (using the scoreboard created by the alert mechanism)

policies (also known as the 'six-pack’) consisting of five
regulations and one directive entered into force on
13 December 2011. The adoption of these new rules in
the EU created a macroeconomic imbalances procedure
(in addition to the existing excessive budget deficit

and correct any macroeconomic imbalances (such as high
cutrent account deficit, etc.) — see Box 6.2. Since the
national reform programmes of the EU Member States
focus on the implementation of key structural reforms,
this helps to promptly prevent an excessive budget

procedure), the purpose of which is to timely identify  deficits and macroeconomic imbalances.

Box 6.2

Alert Mechanism Report and Scoreboard
Every year, the EC publishes the Alert Mechanism Report that analyses the situation in the EU Member States based on the set indicators
and their thresholds:
- 3 year backward moving average of the current account balance as percent of GDP, with thresholds of +6% and -4%;
- net international investment position as percent of GDP, with a threshold of -35%;
— 5 years percentage change of export market shares measured in values, with a threshold of -6%;
- 3 years percentage change in nominal unit labour cost, with thresholds of +9% for euroarea countries and +12% for non-euroarea
countries;
— 3 years percentage change of the real effective exchange rates based on HICP/CPI deflators, relative to 41 other industrial countries,
with thresholds of -/+5% for euroarea countries and -/+11% for non-euroarea countries;
— private sector debt (consolidated) in % of GDP with a threshold of 133%;
— private sector credit flow in % of GDP with a threshold of 14%;
- year-on-year changes in house prices relative to a Eurostat consumption deflator, with a threshold of 6%;
- general government sector debt in % of GDP with a threshold of 60%;
- 3-year backward moving average of unemployment rate, with a threshold of 10%;
- year-on-year changes in total financial sector liabilities, with a threshold of 16.5%;
- 3 years change in p.p. of the activity rate, with a threshold of -0.2%;3 year change in p.p. of the long-term unemployment rate, with a
threshold of +0.5%;
- 3 year change in p.p. of the youth unemployment rate, with a threshold of +2%.

If the situation in any EU Member State exceeds the threshold set for any indicator, the Commission should carry out an in-depth
analysis and publish an In-depth review.

In its Alert Mechanism Report 2016, the EC identified 18 EU Member States (Belgium, Bulgaria, Germany, France, Croatia, Italy,
Hungary, Ireland, the Netherlands, Portugal, Romania, Spain, Slovenia, Finland, Sweden, United Kingdom, Estonia and Austria), which
need an in-depth analysis in order to further evaluate the increase or the drop in imbalance and the related risks. It should be noted that
a first time in-depth analysis on Estonia will be prepared, assessing the risks and vulnerabilities linked to a renewed build-up of demand
pressures, as well as on Austria, evaluating the risks and vulnerabilities related to the financial sector. For the EU Member States that
benefit from financial assistance (such as Greece and Cyprus), the monitoring of their imbalances and monitoring of corrective measures
takes place in the context of their programmes.

At this stage, the EC did not carry out further analysis in the context of the Macroeconomic Imbalances Procedure, for the other EU
Member States. The EC is of the opinion that the macroeconomic challenges of the Czech Republic, Denmark, Latvia, Lithuania,
Luxembourg, Malta, Poland and Slovakia do not represent imbalances causing macroeconomic imbalances.

At the same time, the EC points out that careful monitoring and policy coordination are necessary on a continuous basis for all EU
Member States, to identify emerging risks and propose the policies that contribute to growth and jobs.
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Box 6.2 continued

The Alert Mechanism Report 2016 emphasises that, all in all,

risks stemming from vulnerabilities or trends that may potentially

contribute to macro-financial instability or disorderly corrections, are present in the majority of Member States and are as follows:
— large negative net international investment positions in the external sector: Romania, Poland, Latvia, Lithuania, Slovakia, the Czech

Republic;

— large and persistent current account surplus: Germany, the Netherlands;

— large stocks of public debt and a declining trend in potential growth or competitiveness: Italy, France, Belgium;

— sunsustainable trends and vulnerabilities, confined to a particular sector: Sweden (a continuous increase in house prices and
household debt), the Netherlands (high household debt), the United Kingdom (increase in house prices), Austria (high exposure of
the financial sector to developments abroad and the impact on credit provided to the private sector), Estonia (build-up of demand
pressures in the domestic economy), Finland (challenging structural shift in the economy following a downsizing of the electronics
sector), Denmark, Luxembourg and Malta (high level of household debt);

— large stocks of net liabilities — Portugal, Spain, Cyprus, Greece, Ireland, Slovenia, Hungary, Croatia and Bulgaria.

6.1.2 National Reform Programme of Latvia
for the Implementation of the Europe 2020
Strategy

The National Reform Programme of Latvia for
the Implementation of the Europe 2020 Strategy
(NRP of Latvia) was approved by the Cabinet of
Ministers on 26 April 2011 together with the Convergence
Programme of Latvia 2011-2074. Both programmes were
submitted to the EC on 29 April 2011.

The NRP of Latvia desctibes the medium-term
macroeconomic  scenario, main  macro-structural
bottlenecks of Latvia and key measures for eliminating
them, as well as national targets of Latvia for 2020 in the
context of the Eurgpe 2020 strategy and key measures for

achieving them.

Latvia’s aim is to promote growth and jobs, by
ensuring the growth of GDP in the medium term by 4-
5% and a high employment rate of 73% by 2020.

The NRP of Latvia reflects quantitative targets of
Latvia for 2020 in the context of the Eurgpe 2020 strategy
(Latvian quantitative targets). These have been set taking
into account the medium-term development scenario of
the Latvian economy, as well as targets of the Sustainable
Development Strategy of Latvia — Lafvia 2030, and are
reflected also in the National Development Plan 2014 — 2020
(“NDP2020”), which was approved by the Saecima on
20 December 2012.

According to the quantitative targets of Latvia, the
plans for 2020 are to achieve an employment rate of 73%
in the population aged 20-64, to increase investments in
research and development (R&D) to 1.5% of GDP, to
increase the share of the population having acquired
tertiary education to 34-36%, to reduce the share of carly
school leavers to 10%, to reduce the share of persons at
risk of poverty to 21%, to increase the share of renewable
energy sources in gross energy consumption to 40%, etc.

According to the progtress of the European Semester,
the Cabinet of Ministers approved the fourth Progress
Report on the Implementation of the NRP of Latvia
and the Latvia’s Stability Programme for 2015-2018 on
13 April 2015. Both documents were submitted to the
EC.

The Progress Report on the Implementation of the
NRP of ILatvia contains an updated medium-term
macroeconomic scenatrio, described in the NRP of
Latvia, evaluates the progress of Latvia in addressing the
recommendations issued by the EU Council in 2014,
gives a detailed description of the NRP policy directions,
including national quantitative targets of Latvia in the
context of the Euwrgpe 2020 strategy, and reflects
information on the use of EU funds.

Having evaluated the updated National reform
programmes, Stability or Convergence programmes,
which were submitted by the EU Member States, and the
progress of their implementation, on 13 May 2015 the
EC presented a recommendation for Council Country-
specific recommendations for EU Member States,
including Latvia. After discussions in various EU Council
formats, these recommendations were approved in the
EU Council in July 2015.

According to the Commission’s recommendation, the
following recommendations are made for Latvia for
2015-2016:

To ensure that the deviation from the medium-
term budgetary objective in 2015 and 2016 is
limited to the allowance linked to the systemic

pension reform;

To improve vocational education and training,
speed up the curricula reform and increase the
offer for work-based learning. Ensure that the
new financing model of the higher education
system rewards quality. Better target research
financing and incentivise private investment in
innovation on the basis of the Swmart Specialisation
Framework;

To take concrete steps to reform social assistance,
ensuring adequacy of benefits, and take measures
to increase employability. Reduce the high tax
wedge for low-income earners by shifting the tax
burden to other sources less detrimental to
growth. Take action to improve the accessibility,
cost-effectiveness and quality of the healthcare
system and link hospital financing to performance
mechanisms;

To improve efficiency of the judicial system, by
increasing accountability of all parties (including
insolvency administrators), by providing adequate
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means to fight tax evasion and by strengthening
the role of the Judicial Council. Improve the
public service legislation to strengthen the conflict
of interest regime and link remuneration to
responsibilities.

Council recommendations to Latvia are an essential
element for setting national priorities, formulating
necessary reform and policy activities, as well as
successfully implementing National Reform Programme of
Latvia and Latvia’s Stability Programme. Taking into account
the scale, impact, implementation costs of individual
recommendations (e.g. concerning reforms in education,
research, healthcare) and the need to discuss them with
representatives of social partners, non-governmental
organisations and the society, it is unlikely that some of
them can be implemented within one year.

It should be noted that the National Reform Programme
of Latvia and the Latwia’s Stability Programme are being
implemented in close cooperation with the European
Commission. The progress of the implementation of
both programmes is regularly discussed in bilateral

meetings. For example, a bilateral meeting between
Latvia and Commission’s representatives was held in
Brussels on 2 December 2015. During the bilateral
meeting health reform measures implemented up to the
moment were discussed, as well as the planned activities
and priorities for health reforms in 2016 and 2017,
further actions for the improvement of the quality and
offer of work-based learning, the progress in the
implementation of the vocational education content
reform, the promotion of the STEM (science,
technology, engineering and mathematics) on all levels of
education, as well as the progress in the implementation
of social reforms was discussed. Further steps in the
implementation of the European Semester 2016 were
also discussed with the EC.

The Ministry of Economics will continue monitoring
the implementation of measures addressing the NRP of
TLatvia and Council recommendations, and the
information on the progress in the implementation of
these measures will be included in the Progress Report on the
Implementation of the National Reform Programme of Latvia
within the Europe 2020 strategy for 2016.

6.2 Integration of Latvia into EU Economic and Structural Policy

6.2.1 Utilisation of the European Union
Structural Funds and the Cohesion Fund

As an EU Member State, Latvia benefits from
financial assistance coming from the EU's structural
funds (SF) and the Cohesion Fund (CF), which ate tools
for the implementation of the EU’s regional cohesion
policy.

2007-2013 programming period
In the 2007-2013 programming period, SF support

was primarily intended for education of the population,
technological excellence and flexibility of enterprises, as
well as development of science and research, in order to
facilitate the creation of knowledge-intensive economy in
the country and to strengthen other necessaty
prerequisites for sustainable economic development and
human life in Latvia as a whole.

The programming of SF and CF funds is carried out
on three levels: EU level strategy or the Community
Strategic Guidelines, Member States’ strategy or the National
Strategic Reference Framework (NSRF) and Member States’
Operational programmes (OP).

The NSRF, on which the allocation of SF and
CF funding of 4.53 billion euro available to Latvia in the
2007-2013 programming petiod is based, was approved
by the Cabinet of Ministers on 19 June 2007. The
Commission approved it on 20 September 2007.

Figure 6.3

Breakdown of Funding Among Operational

Programmes in the 2007-2013 Programming Period

(%)

Human
resources and
employment
1%

Infrastructure
and services
72%

Enterpreneurship
and innovations

17%

Based on the decision of the EU Council of Ministers
on the multiannual financial framework for the 2007-
2013 programming period, Latvia received 4.53 billion
euro for the implementation of cohesion policy
objectives through EU funds (European Regional
Development Fund — ERDF; European Social Fund —
ESF) and the CF.
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Table 6.1
Financial Progress of EU Funds in the 2007-2013 Programming Period November 2015
Funding from : o o Repayments received from EC
the EU fund Concluded agreements Paid to beneficiaries (including advances)
million euro million euro million euro million euro
ESF 583.1 641.5 110 627.7 108 553.9 95
ERDF 2407.6 2566.6 106 2282.5 95 2224.3 92.4
CF 1539.8 1542.7 100 1430.4 93 1427.7 92.7
Total 4530.5 4750.8 105 4340.7 95 4206.0 92.8
Breakdown of the funding of the total of 4.53 billion — 3.0P Infrastructure and Services (ERDF+CF) —
euro of EU funding between OPs in the 2007-2013 3.2 billion euro. 3.4 billion euro together with
programming period: over-commitments.
— 1. OP Human Resources and Employment (ESF) —
583 million euro. 653 million euro together with In this entire planning period, 105% of projects for
over-commitments; the funding from the EU funds available to Latvia have
— 2. OP Entreprenenrship and Innovations (ESF) —  been approved, and agreements for a total of
696 million euro. 833 million euro together with 4751 million euro had been concluded by 30 September
over-commitments; 2015. 4206 million euro had been paid to beneficiaries by
30 September 2015.
Box 6.3

Activities within the competence of the Ministry of Economics in the 2007-2013 programming period
741.4 million euro of the EU funds are available for the activities of the Ministry of Economics in the 2007-2013 programming period,

which break down as follows:

1. OP Human Resources and Employment — 50.9 million euro;
2. OP Entrepreneurship and Innovations - 474.4 million euro;
3. OP Infrastructure and Services — 216.1 million euro.

- 30 agreements for a total contract amount of 31.6 million euro were concluded within the activity Support for Employee Training to
Foster Competitiveness of Undertakings — Support for Training Organised in Partnerships.
- 84 agreements for a total contract amount of 2.7 million euro were completed within the activity Support for Individual Training
Organised by Undertakings.
— 6 agreements for a total contract amount of 6.4 million euro were concluded within the activity Support for Creation of Jobs.
- 3 agreements for a total contract amount of 143.6 thousand euro were completed within the activity Attraction of Highly Qualified
Employees.
— 6 agreements for a total contract amount of 53.1 million euro were concluded within the activity Competence Centres.
— 8 agreements for a total contract amount of 1.9 million euro were concluded within the activity Technology Transfer Contact Points.
- 79 agreements for a total contract amount of 7.1 million euro were concluded within the activity Development of New Products and
Technologies.
- 114 agreements for a total contract amount of 35.7 million euro were concluded within the activity Introduction of New Products and
Technologies in Production.
- 1agreement for a total contract amount of 0.013 million euro were concluded within the activity Development of New Products and
Technologies — Support for Strengthening of Industrial Property Rights.
- 22 agreements for a total contract amount of 0.2 million euro were concluded within the activity Programme for Development of New
Products and Technologies of Micro, Small and Medium-Sized Enterprises.
- 198 agreements for a total contract amount of 188.1 million euro were concluded within the activity High Value Added Investment.
- 3297 agreements for a total contract amount of 18.4 million euro were concluded within the activity Entering into Non-Domestic
Markets — External Marketing.
- 2 agreements for a total contract amount of 18 million euro were concluded within the activity Entering into Non-Domestic Markets —
Strengthening of International Competitiveness of Industries.
- 1298 projects of starters for over 24.7 million euro were supported within the activity Support for Starting Self-Employment and
Business.
— The following results were achieved within the financial instruments implemented in the activity Investment Fund:
1) venture capital — an agreement on the creation of a venture capital fund was concluded with Ltd BaltCap AIFP in January 2010.
In addition to public funds of 20 million euro invested by the Investment Fund, the co-funding of Ltd BaltCap AIFP from private
investors was 10 million euro. 15 investment agreements for a total funding of 18.2 million euro (public funding part - 12.1 million
euro) had been concluded by 30 October 2015;
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Box 6.3 continued

2) seed and initial capital — an agreement on the creation of a seed and initial capital fund was concluded with Ltd AIFP
Imprimatur Capital Fund Management in June 2010. The total funding available for investments and unsecured loans in the seed
capital fund is 8.5 million euro, while the funding of the Investment Fund into the seed capital fund is 5 million euro (2.4 million
euro private co-funding was also raised). By 30 October 2015, the funds had concluded 67 unsecured loan and seed capital
investment agreements for 4.5 million euro and g initial capital investment agreements for 4.3 million euro (the part of funding
from the Investment Fund was 2.9 million euro);

3) high-risk loans — agreements with AS Swedbank and AS SEB Banka on the issue of a shared risk loan were concluded in March
2010. The programme had been implemented by 2012. 18 loan agreements for a total funding of 6.9 million euro were concluded
within the programme (the part of funding from the Investment Fund was 3.4 million euro);

4) microloans — agreements with financial intermediaries Ltd Capitalia and Ltd Grand Credit on the implementation of the indirect
microloan crediting programme were concluded in July 2014. 85 agreements for 1 million euro (the part of funding from the
Investment Fund was 0.5 million euro) had been concluded within this programme by 30 October 2015;

5) growth capital instruments - limited partnership agreements with Ltd ZGI Capital, Ltd EXPANSION Capital AIFP, Ltd FLyCap AIFP
on the implementation of growth capital funds were concluded in August 2013. 55 loan agreements for 20.6 million euro were
concluded within the funds (the part of funding from the Investment Fund was 19.7 million euro).

— The activity Guarantees to Improve Enterprise Competitiveness closed on 31 December 2013. 347 credit guarantee agreements and
131 agreements on export loan guarantees for a total amount of 124.9 million euro were concluded within it. The availability of
commercial bank loans in the amount over 250 million euro was ensured as a result of loan guarantees.

- 23 mezzanine loan agreements on public funding of 12.1 million euro were concluded, 161loan guarantees in the amount of
31.5 million euro and 44 export credit guarantees for 3 million euro were issued within the activity Mezzanine Loans and Security
Guarantees for the Improvement of Competitiveness of Economic Operators by 30 October 2015.

- 1agreement for a total amount of 2.85 million euro was concluded within the activity Activities for Raising Motivation for Innovation
and Starting Business. 40,929 persons were involved in the events, seminars and contests organised within the activity.

- 15 agreements on provision of business incubation services in the Latvian regions and 2 agreements on provision of business
incubation services to enterprises in creative industry in Riga were concluded within the activity Business Incubators. Within the
activity, 1184 undertakings received support in business incubators.

— 101 contracts for a total amount of 7.2 million euro were concluded within the activity Support for Investments for Micro, Small and
Medium-Sized Enterprises in Specially Supported Territories.

— 11 agreements for a total amount of 5.4 million euro were concluded within the activity Cluster Programme.

- 21agreements for a total amount of 9.8 million euro (ERDF) were concluded within the sub-activity Preservation, Renovation of
National-Level Urban Building Monuments and Adjustment of Infrastructure for Development of Tourism Products.

- 7 agreements for a total amount of 5.2 million euro (ERDF) were concluded within the sub-activity Development of a National-Level
Bicycle Tourism Product.

- 788 agreements for a total amount of 67.9 million euro (ERDF) were concluded within the sub-activity Activities to Improve Heat
Insulation of Multi-Apartment Buildings.

- 55 agreements for a total amount of 5.1 million euro (ERDF) were concluded within the sub-activity Activities to Improve Heat
Insulation of Social Residential Buildings.

- 135 agreements for a total contract amount of 78.3 million euro (CF) were concluded within the activity Activities to Increase the
Efficiency of Centralized Heat Supply Systems.

- 10 agreements for a total amount of 28.8 million euro (CF) were concluded within the sub-activity Development of Cogeneration
Plants Using Renewable Energy.

Overall, 7.9 thousand  agreements on  the commitments. Contracts are concluded only within some

implementation of projects for 4.7 billion euro, i.e.
104.7%, were concluded from 5 billion euro of the public
funding available for the implementation of projects of
the EU funds, which include funding from the EU funds
and state budget and local government budget co-
financing (the funding for over-commitments of
377.2 million euro granted from the state budget is not
included). 4.3 billion euro or 94.7% were paid to
beneficiaries.

Selecting only the funding from the EU funds, the
total amount of concluded contracts is 4750.7 million
euro or 104.9% from the funding available from the
EU funds. This