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					BASIC STATISTICS OF LATVIA, 2016


					
					(Numbers in parentheses refer to the OECD average)a

				

				
					
						
						
						
						
						
						
						
							
									
									LAND, PEOPLE AND ELECTORAL CYCLE

								
							

						
						
							
									
									Population (million)

								
									
									2.0

								
									
									 

								
									
									Population density per km2

								
									
									31.7

								
									
									(37.2)

								
							

							
									
									 Under 15 (%)

								
									
									15.8

								
									
									(17.9)

								
									
									Life expectancy (years, 2014)

								
									
									74.3

								
									
									(80.6)

								
							

							
									
									 Over 65 (%)

								
									
									18.7

								
									
									(16.6)

								
									
									 Men 

								
									
									69.1

								
									
									(77.9)

								
							

							
									
									 Foreign-born (%, 2014)

								
									
									13.0

								
									
									

								
									
									 Women

								
									
									79.4

								
									
									(83.3)

								
							

							
									
									Latest 5-year average growth (%)

								
									
									-0.4

								
									
									(0.6)

								
									
									Latest general election

								
									
									October 2014

								
							

						
					
					
						
						
						
						
						
						
						
							
									
									ECONOMY

								
							

						
						
							
									
									Gross domestic product (GDP)

								
									
									

								
									
									

								
									
									Value added shares (%)

								
									
									

								
									
									

								
							

							
									
									 In current prices (billion USD)

								
									
									27.7

								
									
									

								
									
									 Primary sector

								
									
									3.2

								
									
									(2.5)

								
							

							
									
									 In current prices (billion EUR)

								
									
									25.0

								
									
									

								
									
									 Industry including construction

								
									
									21.9

								
									
									(26.7)

								
							

							
									
									 Latest 5-year average real growth (%)

								
									
									2.7

								
									
									(1.8)

								
									
									 Services

								
									
									74.9

								
									
									(70.8)

								
							

							
									
									 Per capita (000 USD PPP)

								
									
									25.9

								
									
									(41.9)

								
									
									

								
									
									

								
									
									

								
							

						
					
					
						
						
						
						
						
						
						
							
									
									GENERAL GOVERNMENT

									Per cent of GDP

								
							

						
						
							
									
									Expenditure

								
									
									36.3

								
									
									(40.9)

								
									
									Gross financial debt

								
									
									45.8

								
									
									(109.0)

								
							

							
									
									Revenue

								
									
									36.4

								
									
									(38.0)

								
									
									Net financial debt

								
									
									17.5

								
									
									(70.0)

								
							

						
					
					
						
						
						
						
						
						
						
							
									
									EXTERNAL ACCOUNTS

								
							

						
						
							
									
									Exchange rate (EUR per USD)

								
									
									0.904

								
									
									

								
									
									Main exports (% of total merchandise exports)

								
									
									

								
									
									

								
							

							
									
									PPP exchange rate (USA = 1)

								
									
									0.495

								
									
									

								
									
									 Machinery and transport equipment

								
									
									22.3

								
									
									

								
							

							
									
									In per cent of GDP

								
									
									

								
									
									

								
									
									 Manufactured goods

								
									
									17.9

								
									
									

								
							

							
									
									 Exports of goods and services

								
									
									58.0

								
									
									(53.9)

								
									
									 Crude materials, inedible, except fuels

								
									
									13.0

								
									
									

								
							

							
									
									 Imports of goods and services

								
									
									57.4

								
									
									(49.4)

								
									
									Main imports (% of total merchandise imports)

								
									
									

								
									
									

								
							

							
									
									 Current account balance

								
									
									1.5

								
									
									(0.3)

								
									
									 Machinery and transport equipment

								
									
									27.9

								
									
									

								
							

							
									
									 Net international investment position (2014)

								
									
									-56.7

								
									
									

								
									
									 Manufactured goods

								
									
									13.8

								
									
									

								
							

							
									
									

								
									
									

								
									
									

								
									
									 Chemicals and related products, n.e.s.

								
									
									12.0

								
									
									

								
							

						
					
					
						
						
						
						
						
						
						
							
									
									LABOUR MARKET, SKILLS AND INNOVATION

								
							

						
						
							
									
									Employment rate for 15-64 year-olds (%)

								
									
									68.7

								
									
									(67.0)

								
									
									Unemployment rate, Labour Force Survey (age 15 and over) (%)

								
									
									9.6

								
									
									(6.3)

								
							

							
									
									 Men

								
									
									70.0

								
									
									(74.7)

								
									
									 Youth (age 15-24, %)

								
									
									17.3

								
									
									(13.0)

								
							

							
									
									 Women

								
									
									67.6

								
									
									(59.3)

								
									
									 Long-term unemployed (1 year and over, %)

								
									
									4.0

								
									
									(2.0)

								
							

							
									
									Participation rate for 15-64 year-olds (%, 2015)

								
									
									75.7

								
									
									(71.3)

								
									
									Tertiary educational attainment 25-64 year-olds (%, 2015)

								
									
									31.6

								
									
									(35.0)

								
							

							
									
									Average hours worked per year (2015)

								
									
									1 903

								
									
									(1 766)

								
									
									Gross domestic expenditure on R&D (% of GDP, 2015)

								
									
									0.6

								
									
									(2.4)

								
							

						
					
					
						
						
						
						
						
						
						
							
									
									ENVIRONMENT

								
							

						
						
							
									
									Total primary energy supply per capita (toe, 2015)

								
									
									0.0

								
									
									(4.1)

								
									
									CO2 emissions from fuel combustion per capita (tonnes, 2014)

								
									
									3.3

								
									
									(9.4)

								
							

							
									
									 Renewables (%, 2014)b

								
									
									37.2

								
									
									(9.6)

								
									
									Water abstractions per capita (1 000 m3, 2014)

								
									
									0.1

								
									
									

								
							

							
									
									Exposure to air pollution (more than 10 µg/m3 of PM2.5, % of population, 2015)

								
									
									50.2

								
									
									(75.2)

								
									
									Municipal waste per capita (tonnes, 2015)c

								
									
									0.4

								
									
									(0.5)

								
							

						
					
					
						
						
						
						
						
						
						
							
									
									SOCIETY

								
							

						
						
							
									
									Income inequality (Gini coefficient, 2013)

								
									
									0.352

								
									
									(0.311)

								
									
									Education outcomes (PISA score, 2015)

								
									
									

								
									
									

								
							

							
									
									Relative poverty rate (%, 2013)

								
									
									14.1

								
									
									(11.1)

								
									
									 Reading 

								
									
									488

								
									
									(493)

								
							

							
									
									Median disposable household income (000 USD PPP, 2013)

								
									
									10.4

								
									
									(22.0)

								
									
									 Mathematics

								
									
									482

								
									
									(490)

								
							

							
									
									Public and private spending (% of GDP)

								
									
									

								
									
									

								
									
									 Science

								
									
									490

								
									
									(493)

								
							

							
									
									 Health care (2015)

								
									
									5.6

								
									
									(9.0)

								
									
									Share of women in parliament (%, 2015)

								
									
									18.0

								
									
									(28.3)

								
							

							
									
									 Pensions (2013)

								
									
									7.7

								
									
									(9.1)

								
									
									Net official development assistance (% of GNI)

								
									
									0.10

								
									
									(0.39)

								
							

							
									
									 Education (primary, secondary, post sec. non tertiary, 2013)

								
									
									3.1

								
									
									(3.7)

								
									
									

								
									
									

								
									
									

								
							

						
					
				
					
					Better life index: www.oecdbetterlifeindex.org

				

					
					a. Where the OECD aggregate is not provided in the source database, a simple OECD average of latest available data is calculated where data exist for at least 29 member countries.

				

					
					b. 2015 for the OECD aggregate.

				

					
					c. 2014 for the OECD aggregate.

				

					
					Source: Calculations based on data extracted from the databases of the following organisations: OECD, International Energy Agency, World Bank, International Monetary Fund, Inter-Parliamentary Union and United Nations.

				

			


		

			
				Executive summary

			
			
				
						
						The Latvian Economy has grown robustly but not enough for strong convergence in living standards

					

						
						Boosting growth requires better export performance

					

						
						Better access to housing, jobs and health care would boost inclusive growth

					

				

			

			
				
					The Latvian Economy has grown robustly but not enough for strong convergence in living standards

				
				
					
						The gap in GDP per capita remains large

					
					
						Gap vis-À-vis the upper half of OECD countries1

					
					[image: graphic]
					
						1. Percentage gap with respect to the weighted average using population weights of the highest 17 OECD countries in terms of GDP per capita and GDP per hour worked (in constant 2010 PPPs).

					
					
						Source: OECD (2017), OECD National Accounts Statistics and Productivity Statistics (database).

					
					StatLinkhttp://dx.doi.org/10.1787/888933582265

				

				Latvia’s economy has grown robustly in recent years on the back of a strong track record in implementing structural reforms, despite a challenging international environment. Rising wages have supported household consumption. After a severe setback in 2008-09, catch-up with higher income OECD countries may have resumed. Government finances are solid and financial market confidence in Latvia is strong. Private sector indebtedness is now lower than in many OECD economies. Unemployment has fallen but remains high, adding to poverty. Many young Latvians emigrate. Informal economic activity is still widespread. Improving access to housing, health care, education and training would improve economic opportunities for low-income households and requires additional government spending.

			

			
				
					Boosting growth requires better export performance

				
				
					
						Export performance is improving

					
					
						Four-quarter moving average, index 2010 = 100

					
					[image: graphic]
					
						Note: Export performance is measured as the ratio of actual export volume to the country’s export market.

					
					
						Source: OECD (2017), OECD Economic Outlook: Statistics and Projections (database).

					
					StatLinkhttp://dx.doi.org/10.1787/888933582398

				

				Export performance, including diversification of products and destinations, is improving, but Latvia’s exports still rely heavily on low value-added, natural resource intensive products, reflecting in part skills shortages and weak innovation. Few Latvian firms participate in global value chains, although those which do have much higher productivity, employment and wages. Weak credit recovery from insolvent firms holds back access to credit for firms with growth potential. Skill mismatch and widespread informality prevent firms from moving up the global value chains.

			

			
				
					Better access to housing, jobs and health care would boost inclusive growth

				
				
					
						Poverty is high

					
					
						Share of population with disposable income below the poverty line,1 2015 or latest year 

					
					[image: graphic]
					
						1. The poverty line is half of median household income. Household income is adjusted to take into account household size.

					
					
						2. Unweighted average.

					
					
						Source: OECD (2017), OECD Social and Welfare Statistics (database).

					
					StatLinkhttp://dx.doi.org/10.1787/888933582284

				

				High long-term unemployment, weak social safety nets and high labour taxes for workers on low pay contribute to widespread poverty. Unemployment is particularly high in Eastern regions of Latvia. Many low-income households are inadequately housed. Few Latvians live in rented housing, which reduces their mobility, and social housing is scarce, especially in the Riga area, where unemployment is low and good jobs more abundant. High out-of-pocket payments for health services limit access of low-income households to health services.

				
					
						
							
							
							
								
										
										MAIN FINDINGS

									
										
										KEY RECOMMENDATIONS

									
								

								
										
										Using fiscal policy to support structural reform priorities

									
								

							
							
								
										
										High taxes on low wage incomes contribute to informality, high unemployment, poverty and the emigration of the young.

									
										
										Reduce the labour tax wedge on low earnings. Raise more revenues from the taxation of real estate and energy. Broaden the base of business income taxation by removing tax exemptions.

									
								

								
										
										The budgetary situation is strong and public debt is low.

									
										
										Continue to comply with the European Union’s fiscal rules and make full use of available fiscal space, including the flexibility mechanisms, to fund structural reforms.

									
								

								
										
										Informal activity is widespread, holding back tax revenues, productivity and coverage of workers with social safety nets. Perceptions of weak governance and low trust in the government reduce willingness to pay tax.

									
										
										Strengthen the budgetary independence of the Corruption Prevention and Combating Bureau (KNAB).

										Make better use of information and communication technology for tax law enforcement.

										Remove political influence in the appointment of judges.

									
								

							
						
						
							
							
							
								
										
										Improving productivity and access to better economic opportunities for all

									
								

							
							
								
										
										Underskilled workers and low-skill workers have high unemployment and poverty risks.

									
										
										Provide more generous grants for students attending vocational schools who are from low-income families.

									
								

								
										
										Most university students receive no income support from the government and there is no support targeted to students from low-income households.

									
										
										Expand grants for university students and target them to students from low-income families.

									
								

								
										
										Weak loan recovery in insolvency procedures holds back bank credit.

									
										
										Strengthen the specialisation of judges.

									
								

								
										
										Innovation activity is weak. The productivity gap vis-à-vis high income countries is large. Integration in global value-added chains and inward foreign direct investment are low.

									
										
										Increase government funding of programmes with strong evaluation results.

									
								

								
										
										Infrastructure investment spending is high but the quality of infrastructure still falls short of standards in high-income countries.

									
										
										Apply the same cost-benefit tests to large national projects as are applied to EU-funded projects.

									
								

							
						
						
							
							
							
								
										
										Improve access to health services, housing and jobs

									
								

							
							
								
										
										Few households rent their homes. This reduces labour mobility and contributes to keeping unemployment high in some regions. There is little development of new housing for rent. Legal uncertainty and long legal procedures hold back the development of the private rented housing market. Housing conditions for low-income households are poor and low-cost housing falls short of demand, especially in the Riga metropolitan area.

									
										
										Improve legal certainty in rental regulation and encourage out-of-court procedures.

										Simplify the administrative process for obtaining a building permit.

										Provide more funding for low-cost rented housing in areas of expanding employment.

										Expand the mobility programme, which provides temporary support for relocation and transport.

									
								

								
										
										Health outcomes are poor and access to care is limited especially among low-income households. Budget restrictions result in rationing of care at the end of each year. Efficiency in health care provision is also held back by insufficient granularity in health service data.

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

										Develop key service quality and performance indicators for health care providers at national, local and provider-level.

									
								

								
										
										The metropolitan area of Riga is a key driver of growth and employment but lacks adequate governance.

									
										
										Create a platform to co-ordinate policies of all municipalities where most residents commute to Riga.

									
								

								
										
										High operating costs in the compulsory private pension system reduce net payouts, with no benefit to workers or the government.

									
										
										Lower operating costs in the compulsory private pension system, for example by introducing a low-cost fund as the default choice.

									
								

							
						
					
				


			

		

				Assessment and recommendations

			
				
						
						Income convergence may have resumed but growth needs to become more inclusive

					

						
						Fiscal policy to support pressing structural and social policy priorities

					

						
						Improving living standards requires boosting productivity and stronger integration in global value chains

					

						
						Improving access to housing and health care is key for more inclusive growth

					

						
						Environmental outcomes are good

					

				

			

			
					Income convergence may have resumed but growth needs to become more inclusive

				
				Latvia’s economy has grown robustly in recent years (Figure 1), although it suffered in the global recession and faces a challenging environment as exports to Russia have fallen. Latvian exporters have gained market share. Rising wages have supported growth in household consumption. The fiscal position is solid, with a balanced government budget in 2016 and government debt near 40% of GDP. Private sector indebtedness has fallen to relatively low levels. Modest government and private debt and a solid financial sector underpin strong financial market confidence. The Riga metropolitan area is a key driver of economic growth, hosting the country’s nascent high-tech sectors, and contributes about 69% to national GDP.

				
					
						
Figure 1. Growth has resumed

					
					[image: graphic]
					
						1. Euro area countries which are OECD members.

					
					
						2. Percentage gap with respect to the weighted average using population weights of the highest 17 OECD countries in terms of GDP per capita and GDP per hour worked (in constant 2010 PPPs).

					
					
						Source: OECD (2017), OECD Economic Outlook: Statistics and Projections (database), OECD (2017), OECD National Accounts Statistics (database) and OECD Productivity Statistics (database).

					
					StatLink  http://dx.doi.org/10.1787/888933582303

				

				Recent progress on structural reform priorities can lay the base for invigorating growth and well-being. Latvia stands out as the country which has taken most action on structural reform priorities identified in OECD’s Going for Growth (OECD, 2017a). The quality of education and training has improved and active labour market policies have been upgraded with EU funds. Administrative burdens to entrepreneurship have been reduced, the efficiency of the judiciary has been enhanced by consolidation of small district courts and efforts to boost tax revenue collection have born some fruit.

				Despite these advances, the gap in income and productivity to high income OECD countries remains large. This gap also remains larger than in other Baltic countries or Central European countries. Productivity growth has slowed since the crisis, in Latvia as elsewhere (OECD 2016g). Diversification of export products and destinations have improved, still participation in global value chains remains concentrated on low-value-added activities. Unemployment has fallen but remains above 8%, and the incidence of long-run unemployment is still high, despite the short duration of unemployment benefit entitlements, which contributes to high poverty. Informal economic activity is still widespread, weighing on productivity, poverty and on tax revenues. Large emigration, mostly of young Latvians, contributes to skill shortages. As data from the Latvian Statistical Office show, a third of Latvian emigrants were between 20 and 30 years old in 2015. Geographic disparities in growth, employment and wellbeing are large.

				Latvians are less satisfied with their lives than the OECD average (Figure 2, Panel A) and in most of the dimensions of the OECD’s Better Life Index, Latvia scores below the OECD average. An exception is educational attainment, as almost all Latvians are educated at least to upper secondary level. However, vocational education has not been sufficiently attractive and has therefore undergone substantial reforms recently. The areas of relative weakness highlighted by the Better Life Index point to little access to well-paid jobs, and problems in the health care system and the housing market. Poverty is among the highest in the OECD (Panel B). The availability of affordable quality housing is low, for instance, the share of households’ housing spending in total expenditure (26%) is high, and higher than in other countries with similar income level, such as Estonia. Fifteen per cent of dwellings lack basic facilities. Life expectancy at birth in Latvia is 74 years, six years below the OECD average. The gap in health status between rich and poor households is large (Panel C). Income inequality is also high (Figure 3).

				
					
						
Figure 2. Housing, health and income are weak and poverty is high

					
					[image: graphic]
					
						1. Each well-being dimension is measured by one to four indicators from the OECD Better Life Index database. Normalised indicators are averaged with equal weights. Indicators are normalised to range between 1 (best) and 0 according to the following formula: (indicator value – minimum value)/(maximum value – minimum value). “Civic engagement and governance” includes two indicators: stakeholder engagement for developing regulations and voter turnout. The former indicator for Latvia is a population-weighted OECD average due to lack of data.

					
					
						2. The poverty line is half of median household income. Household income is adjusted to take into account household size.

					
					
						3. Unweighted average.

					
					
						Source: OECD (2017), OECD Better Life Index – Edition 2016 and OECD Social and Welfare Statistics (database).

					
					StatLink  http://dx.doi.org/10.1787/888933582322

				

				
					
						
Figure 3. Income inequality is high

					
					
						Gini coefficient and gap of household disposable income between rich and poor, 2015 or latest year
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						1. It ranges from 0 (when everybody has identical incomes) to 1 (when all income goes to only one person).

					
					
						2. The ratio of 10% of people with highest income to 10% of people with lowest income.

					
					
						3. Unweighted average of the data shown.

					
					
						Source: OECD (2017), OECD Social and Welfare Statistics (database).

					
					StatLink  http://dx.doi.org/10.1787/888933582341

				

				A high incidence of poverty and unequal access to quality housing, jobs, education, health and transport services pose risks for social cohesion. Indeed trust in public institutions is generally low, which also damps willingness to pay tax. Weaknesses in effective law enforcement are also likely to have contributed. The government has introduced a broad range of reform initiatives to strengthen the judicial system. Social conflict in the form of strike has remained rare and the government has made efforts to consult social partners with important reform projects such as recent education reforms and the recent tax reform (see below).

				 Against this background, the main policy messages from the Survey are:

				
						
						Latvia has recovered strongly from the global crisis. Greater integration in higher value added activities within global value-chains is key to build on this success and to continue improving living standards.

					

						
						Policies which encourage capital and labour to move to firms with high growth potential, for example, through better allocation of credit and mobility of workers, would support this process.

					

						
						Inclusive growth would benefit from improving access to jobs, better upskilling opportunities, improved healthcare and better transport, especially in rural areas.

					

				

				
					
						Economic growth has been consumption-based while exports are still largely low value-added

					
					Economic growth slowed in 2016 (Table 1), notwithstanding continued robust household consumption supported by strong real wage growth (Figure 4). Investment fell due to the delay in the disbursement of EU structural funds (Figure 5, Panel A), which also affected residential investment, but has recovered recently. Residential investment also fell because restrictions on residence permits for non-EU citizens were introduced in 2014. Exports to Russia were subdued reflecting the economic crisis there. As in other Baltic economies, exporters gained market shares (Figure 6). The unemployment rate has fallen but remains high (Figure 5, Panel B). Consumer price inflation remains low.

					
							
Table 1. Macroeconomic indicators and projections


							
							Annual percentage change, volume (2010 prices)

						

						
							
								
								
								
								
								
								
								
								
									
											
											
										
											
											2013 Current prices (billion EUR)

										
											
											2014

										
											
											2015

										
											
											2016

										
											
											2017

										
											
											2018

										
									

								
								
									
											
											Gross domestic product (GDP)

										
											
											22.8

										
											
											2.1

										
											
											2.7

										
											
											2.0

										
											
											4.3

										
											
											3.7

										
									

									
											
											 Private consumption

										
											
											14.0

										
											
											1.3

										
											
											3.5

										
											
											3.4

										
											
											4.2

										
											
											3.6

										
									

									
											
											 Government consumption

										
											
											4.0

										
											
											2.1

										
											
											3.1

										
											
											2.7

										
											
											3.7

										
											
											2.5

										
									

									
											
											 Gross fixed capital formation

										
											
											5.3

										
											
											0.1

										
											
											-1.8

										
											
											-11.7

										
											
											17.4

										
											
											9.0

										
									

									
											
											  Housing

										
											
											0.5

										
											
											9.7

										
											
											-19.5

										
											
											-11.1

										
											
											10.0

										
											
											4.3

										
									

									
											
											 Final domestic demand

										
											
											23.4

										
											
											1.1

										
											
											2.2

										
											
											0.1

										
											
											6.6

										
											
											4.5

										
									

									
											
											  Stockbuilding1

										
											
											0.2

										
											
											-1.0

										
											
											0.2

										
											
											3.0

										
											
											-0.2

										
											
											0.0

										
									

									
											
											 Total domestic demand

										
											
											23.5

										
											
											0.1

										
											
											2.4

										
											
											3.0

										
											
											6.1

										
											
											4.4

										
									

									
											
											 Exports of goods and services

										
											
											13.7

										
											
											3.9

										
											
											2.6

										
											
											2.8

										
											
											5.5

										
											
											4.5

										
									

									
											
											 Imports of goods and services

										
											
											14.5

										
											
											0.5

										
											
											2.1

										
											
											4.6

										
											
											8.5

										
											
											5.7

										
									

									
											
											  Net exports1

										
											
											-0.7

										
											
											2.0

										
											
											0.3

										
											
											-1.1

										
											
											-1.7

										
											
											-0.8

										
									

									
											
											Other indicators (growth rates, unless specified)
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							1. Contribution to changes in real GDP.

						

							
							2. As a percentage of potential GDP.

						

							
							3. As a percentage of household disposable income.

						

							
							4. As a percentage of GDP.

						

							
							Source: OECD (2017), OECD Economic Outlook: Statistics and Projections (database), September and Central Statistical Bureau of Latvia.

						

					


					
						
							
Figure 4. Wages are growing, inflation remains slow

						
						
							Year-on-year percentage change

						
						[image: graphic]
						
							1. Worker pay rate refers to average nominal labour compensation per employee.

						
						
							2. Harmonised consumer price index (HICP).

						
						
							Source: OECD (2017), OECD Economic Outlook: Statistics and Projections (database).

						
						StatLink  http://dx.doi.org/10.1787/888933582360

					

					
						
							
Figure 5. Real investment has recovered recently and unemployment has fallen but remains high
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							1. Euro area countries which are OECD members.

						
						
							Source: OECD (2017), OECD Economic Outlook: Statistics and Projections (database).

						
						StatLink  http://dx.doi.org/10.1787/888933582379

					

					
						
							
Figure 6. Export performance is improving

						
						
							Four-quarter moving average, index 2010 = 100

						
						[image: graphic]
						
							Note: Export performance is measured as the ratio of actual export volume to the country’s export market.

						
						
							Source: OECD (2017), OECD Economic Outlook: Statistics and Projections (database).

						
						StatLink  http://dx.doi.org/10.1787/888933582398

					

					 Latvian exports have diversified, contributing to gains in market shares. Latvia has increased exports to new markets to compensate for the drop in exports due to Russia’s economic downturn and its ban on EU food product imports. The share of exports going to Russia remains the third largest after Lithuania and Estonia (Figure 7). Machinery as well as information and communication technology (ICT) and travel service exports have gained ground (Figure 8). Nonetheless, Latvia’s goods exports still largely consists of raw materials and natural-resource-intensive products. Demand of these tends to grow little with rising incomes. In the medium-term the transit of exports from Russia is expected to continue declining but still contributes substantially to service export revenues.

					
						
							
Figure 7. The shares of most of the largest export destinations have declined

						
						
							% of total merchandise exports 

						
						[image: graphic]
						
							Source: Central Statistical Bureau of Latvia.

						
						StatLink  http://dx.doi.org/10.1787/888933582417

					

					
						
							
Figure 8. Exports are still concentrated in resource-intensive goods and transport services
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							1. Includes mechanical appliances; electrical equipment; transport vehicles; optical instruments and apparatus (inc. medical); clocks and watches; musical instruments.

						
						
							2. Includes products of the chemical and allied industries; plastics and articles thereof; rubber and articles thereof; base metals and articles of base metals; and mineral products.

						
						
							Source: OECD (2017), OECD Statistics on International Trade in Services (database) and Central Statistical Bureau of Latvia.

						
						StatLink  http://dx.doi.org/10.1787/888933582436

					

					Reflecting strong wage growth, Latvia’s relative unit labour costs have increased since 2010, more so than in the other Baltic countries (Figure 9), which have gained more export market share. However, wage growth may have been overstated as underreporting of wages to tax authorities diminished. Also, Latvian export market shares have improved markedly since 2014. The depreciation of the Euro and the appreciation of the Ruble reversed the trend in late 2016 but may only have a temporary impact. Since Latvia’s exports are concentrated on industries and activities with relatively small room for quality upgrading and product differentiation, further loss of cost competitiveness can undermine Latvia’s export performance.

					
						
							
Figure 9. Relative unit labour costs have risen

						
						
							OECD competitiveness indicator1, four-quarter moving average, index 2010 =100
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							1. The competitiveness indicator is the ratio of own unit labour costs relative to those of trading partners. An increase corresponds to lower competitiveness.

						
						
							Source: OECD (2017), OECD Economic Outlook: Statistics and Projections (database).

						
						StatLink  http://dx.doi.org/10.1787/888933582455

					

					Wage growth is largely driven by skills shortages, in part on account of emigration, which remains high (Figure 10). Moreover, unemployment in the dynamic capital region is already very low, while mobility and skill barriers prevent the unemployed from other regions to take up jobs there. The minimum wage has risen.

					
						
							
Figure 10. Emigration remains high
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							Source: Eurostat and Central Statistical Bureau of Latvia.

						
						StatLink  http://dx.doi.org/10.1787/888933582474

					

					GDP growth is projected to strengthen in 2017 (Table 1). Disbursement of EU funds picks up, boosting investment strongly. Household consumption is projected to remain robust on the back of sustained real wage growth. Exports will strengthen thanks to the gradual recovery in the main trading partners. The current account balance will diminish as strong consumption and investment increase imports, and is projected to move into a small deficit. Unemployment is projected to fall only slowly due to high structural unemployment. Inflation will remain low, although the impact of low energy prices fades.

					As a small open economy, Latvia is exposed to developments in its main trading partners, the European Union and Russia. While exports to the United Kingdom grew in 2016, the decision of the UK to leave the European Union may affect export prospects in the medium term, as the UK is an important trading partner. It may also lower Latvian emigrants’ remittances, which amount to 0.8% of GDP. A further risk to the outlook is that financial market turbulence could reemerge in the euro area, which may also increase macroeconomic risks for Latvia. Such turbulence could tighten lending conditions throughout the euro area and reduce demand in Latvian export markets. Increased economic uncertainty may raise precautionary household saving, damping consumption, as limited social protection provides little insurance against income risks. Indeed, the Latvian economy has a track record of volatility in response to shocks, as documented in the 2015 Economic Survey of Latvia (OECD, 2015a). On the other hand, if Latvia implements structural reforms that boost inclusive growth at a faster pace, exports would grow more strongly and resilience could improve. Stronger economic recovery in Russia could also boost exports beyond the projected level. Steps to deepen European integration, including steps to complete the banking union within the European Monetary Union, could boost confidence. The decision of the United Kingdom to leave the European Union could boost return migration to Latvia. Possible low-probability shocks which would completely alter the economic outlook if they materialise include the intensification of geopolitical risks related to Russia (Table 2).

					
							
Table 2. Low-probability shocks which could affect the Latvian economy


						
							
								
								
								
									
											
											Vulnerability

										
											
											Possible outcome

										
									

								
								
									
											
											Intensification of geopolitical risks related to Russia.

										
											
											Geopolitical tension in Russia could jeopardise exports and investment. An immediate halt of the transit of Russian exports through Latvia would lower Latvian GDP by 3-4% according to estimates by the Bank of Latvia.

										
									

								
							
						
					


				
				
					
						High structural unemployment raises the risk of poverty

					
					 Big local differences in unemployment and vacancies contribute to high structural unemployment and poverty. Unemployment and poverty are much higher in the East of Latvia, particularly in the Latgale region, than in the Riga area (Pierriga and Riga, Figure 11). Seventy-two per cent of vacancies notified to the public employment service are in Riga. Forty-five per cent of the unemployed were unemployed for a year or longer in 2015, mostly in the Eastern rural areas. Unemployment benefits are reduced by a half after six months and expire after nine months. The large number of workers whose salaries are only partly declared to the tax authorities also reduces unemployment benefit entitlements in case of job loss. Income inequality is...
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