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Foreword

This volume consists of a background report prepared by the OECD
Secretariat to support the Labour Market and Social Policy Review of Latvia
which is currently being undertaken by the OECD Employment, Labour and
Social Affairs Committee as part of the process for Latvia’s accession to the
OECD [see the Roadmap for the Accession of Latvia to the OECD
Convention: C(2013)122/FINAL]. In accordance with paragraph 14 of
Latvia’s Accession Roadmap, the Employment, Labour and Social Affairs
Committee agreed to declassify the report in its current version and publish
it under the authority of the Secretary General, in order to allow a wider
audience to become acquainted with the issues raised in the report.
Publication of this document and the analysis and recommendations
contained therein, does not prejudge in any way the results of the review of
Latvia by the Employment, Labour and Social Affairs Committee as part of
its process of accession to the OECD.

The review was prepared by Jonathan Chaloff (Chapters 1 and 2), Paolo
Falco (Chapters 1 and 3) and Herwig Immervoll (Chapters 1 and 4,
Assessment and Recommendations), with statistical support from Véronique
Gindrey, Maxime Ladaique and Sébastien Martin. Herwig Immervoll
(herwig.immervoll@oecd.org) co-ordinated and edited the report. Jean-
Christophe Dumont, Mark Pearson, Monika Queisser, Stefano Scarpetta and
several other colleagues at the OECD provided valuable comments. The
report also accounts for comments received from the Latvian Ministry of
Welfare.
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PIAAC Programme for the International Assessment of
Adult Competencies

SEA State Employment Agency

SEC Sectoral Expert Council

SME Small and medium enterprise

VET Vocational education and training

OECD REVIEWS OF LABOUR MARKET AND SOCIAL POLICIES: LATVIA 2016 © OECD 2016



EXECUTIVE SUMMARY - 11

Executive summary

Like other economies in Eastern Europe and the former Soviet Union,
Latvia underwent major economic and social change since the early 1990s.
The transformation from planned to market economy was accompanied by
fundamental reforms of political institutions and integration into the
European Union and, in 2014, into the euro area.

Over the past two decades, economic growth has been impressive,
narrowing the income and productivity gaps relative to wealthier EU and
other OECD countries. But the global financial crisis resulted in a deep
recession and one of the worst output losses in the world. Dramatic fiscal
consolidation measures, soaring unemployment and unprecedented nominal
wage adjustments caused wages and family incomes to plummet.
Since 2011, output recovery in Latvia has been among the fastest in the
European Union but GDP remains below the pre-crisis peak.

Despite the remarkable narrowing of national-income gaps relative to
comparator countries, deep structural problems remain. Latvians reported
very low degrees of life satisfaction in the boom years prior to the Great
Recession, and measured subjective wellbeing is still among the lowest in
the European Union and lower than in some OECD countries with lower or
broadly similar GDP per capita. Income inequalities rose steeply and
continuously prior to the recent crisis, from very low levels in the early
1990s (a Gini coefficient below 0.25) to one of the highest in the OECD
(a Gini of around 0.35 since 2005).

Latvia’s labour force participation is higher than the OECD average, but
the labour market is very heterogeneous, with sizeable regional disparities, a
very large share of low-paid jobs, and large minority groups who can face
specific labour market problems. Highly volatile economic growth and one
of the biggest income disparities in the European Union create a pressing
need for effective social and labour market policies. Without sustained
policy effort and adequate resources, there is a risk that inequality remains
very high or, as during earlier recoveries, increases further.

A rapidly declining population — with a drop of 25% over 25 years — and
the large shadow economy create substantial additional challenges for
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maintaining growth and boosting inclusiveness. With an unfavourable
demographic outlook, Latvia’s future growth prospects rest on its ability to
raise labour productivity by making the most of its available human
resources.

A principal objective of this report is to support the Latvian Government
in its stated aims and ongoing efforts to promote inclusive growth. It
highlights the need to improve workforce skills, attract and retain talent,
strengthen social protection and employment support, and tackle informality
and labour market inequality. Concrete recommendations include:

e  Sustaining efforts in key areas where significant policy progress has
already been made, such as promoting work-based learning and
enforcing applicable labour and tax law.

e Redoubling efforts in areas where they currently do not appear
sufficient, such as connecting with Latvians abroad and promoting
labour migration to ease current or future skills shortages in Latvia.

o A careful review of existing regulations, such as the minimum wage or
formal language requirements for a wide range of occupations, to
promote equal access to good-quality jobs.

e A more systematic evaluation of support measures, notably active
labour market programmes, to identify best practice and help channel
resources to the most cost-effective programmes.

e  Making adequate social protection and employment support measures
more accessible for those who need them, notably by improving
coverage for jobseekers and addressing projected gaps in income
security during old age.

Some recommendations imply a rise in public social spending that

would require higher tax revenues or a shift in the composition of spending
towards labour market and social policies.
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Assessment and recommendations

Towards a less volatile economy, and a more inclusive society

Latvia is a small open economy with a population of around 2 million.
Like other economies in Eastern Europe and the former Soviet Union,
Latvia underwent major economic and social change since the early 1990s.
After regaining independence in 1991, the transformation from planned to
market economy was accompanied by fundamental reforms of political
institutions and integration into the European Union and, in 2014, into the
euro area.

Latvia has enjoyed strong economic growth

Over the past two decades, economic growth has been impressive,
narrowing the income and productivity gaps relative to wealthier EU and
other OECD countries. During the pre-2008 boom years, per-capita GDP
growth was among the highest in the European Union, averaging some 8.5%
per year between 2000 and 2007. Despite strongly growing income
inequality, even families towards the bottom of the income distribution saw
rising living standards.

But economic progress has been volatile and gains were unequally
distributed

The global financial crisis resulted in a deep recession in Latvia with
one of the worst output losses in the world. This led to dramatic fiscal
consolidation measures, linked also to Latvia’s need to accept an
IMF/EU programme and its determination to adopt the euro. Soaring
unemployment and unprecedented nominal wage adjustments caused
aggregate wages in the economy to plummet by more than a third in
two years. Since 2011, output recovery in Latvia has again been among the
fastest in the European Union but in 2015 (second quarter) GDP remains
some 6% below its pre-crisis peak. Workers’ incomes started to climb only
later and recovered less quickly than GDP. Significant wage cuts followed
the recent crisis, but labour productivity below levels in comparator
countries nonetheless creates challenges for competitiveness.
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Latvia experienced rapidly rising income inequalities prior to the recent
crisis: the traditional Gini coefficient rose steeply and continuously from
below 0.25 in the early 1990s to around 0.35 since 2005. Persistently high
poverty and structural unemployment were among the most visible
symptoms of uneven growth patterns, even as overall inequality stabilised at
very high levels during the recent crisis. As disadvantaged households
struggle to hedge against economic uncertainty and the consequences of
economic downturns, those facing prolonged or repeated hardship may find
it difficult to take full advantage of economic opportunities during an
upswing. Without counteracting policies, there is a risk that inequality
remains at a very high level or, as during earlier recoveries, increases
further.

Highly volatile economic growth and one of the biggest income
disparities in the European union create a pressing need for effective social
policies. They also highlight the importance of well-functioning labour
market institutions that support the necessary economic transformation,
while encouraging the creation of employment opportunities for groups that
remain underrepresented in the labour market.

Life satisfaction is low

Despite the remarkable narrowing of national income gaps relative to
comparator countries, Latvians reported very low degrees of life satisfaction
in the boom years prior to the Great Recession, and measured subjective
wellbeing is still among the lowest in the European Union and lower than in
some OECD countries with lower or broadly similar GDP per capita
(e.g., Poland, Chile, Mexico). It is likely that high and increasing inequality,
combined with the economic uncertainty resulting from the experienced
boom-and-bust cycles are among the reasons why strong economic growth
failed to translate into bigger and more widespread improvements in life
satisfaction.

A large linguistic minority population, not all of whom are citizens

Latvia has historically had an ethnic Latvian majority speaking Latvian,
but also large minority populations (especially in urban centres) speaking
different languages. The composition of these minorities has varied, with
today’s national minorities composed mostly of ethnic Russians (26% of the
population). 37% of the population are native Russian speakers. Many
ethnic Russians and Russian speakers immigrated to Latvia during the
Soviet epoch. These immigrants and their descendants were not eligible for
Latvian nationality in 1990, but were granted indefinite residence as
“non-citizens”.
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The number of non-citizens has been declining, due to emigration,
mortality and naturalisation. Non-citizens comprise 12% of the population in
2015, concentrated in the older population groups: 32% of the population
over 65, and less than 3% of the population under 24. Even though a
significant number of non-citizens have acquired Latvian citizenship in the
past, the rapid ageing of this group means that naturalisation looks unlikely
to be a main reason for the decline of the non-citizen population in the
future.

Although Latvian is the official language, the Russian language remains
widely spoken. Minimum Latvian language proficiency requirements apply to
a large number of occupations. There are still many Russian speakers who do
not have a sufficient knowledge of the Latvian language to participate fully in
the labour market: according to a recent language survey, almost one-third of
native Russian speakers do not have a conversational level of Latvian,
although only 6% have no knowledge at all of Latvian (European
Commission, 2012, “Special Eurobarometer 386: Europeans and their
Languages”, http://ec.europa.eu/public_opinion/archives/ebs/ebs_386_en.pdf).
Opportunities to learn and improve Latvian language proficiency are provided
by the state, principally to unemployed people by the public employment
service (State Employment Agency, SEA) but also through other programmes.
Nonetheless, bilingualism is not unusual, and not only among native Russian
speakers. About 30% of native Latvian speakers use Russian on a nearly daily
basis.

Managing emigration and a shrinking population

The population has contracted by 25% in 25 years

The population is declining at a rapid pace due to ageing and very high
emigration, with an overall loss of 25% over a 25-years span. Emigration
has slowed after peaking during the recent economic crisis, but continues to
exceed natural population decrease (i.e., mortality minus births) by a factor
of 1.6 according to the population register in 2011-14, and by more
according to estimates based on destination country data.

All economies of Central and Eastern Europe and the former Soviet
Union saw declining birth rates from 1990, and Latvia was no exception. As
in other OECD countries, Latvia’s population is also getting older.
However, the demographic challenges are more severe than in much of the
OECD area or in other parts of Eastern Europe. Uncertain economic
conditions at the family level are likely contributing factors to low birth
rates and high emigration in Latvia.
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The working age population is shrinking faster than in any OECD
country

Latvia’s population decline has been driven by low birthrates and by a
net emigration rate higher than that of any OECD country. The population
decline is fastest among the working age population, creating challenges for
maintaining growth and boosting inclusiveness.

The working age population in Latvia is also shrinking faster than in any
OECD country — and fell by 25% since 2000. Even with the most optimistic
estimates of slower emigration, the working age population is projected to be
almost 10% smaller in 2020 than in 2010. Low birthrates are part of this — the
age cohort 0-4 in 2000 was half the size of the same cohort just ten years
earlier — and fertility is likely to remain low in the years to come, as in many
other OECD countries. The old-age dependency ratio is expected to increase
by 20% in the next decade, to as much as six persons over 65 years of age per
ten working age residents.

Steady net emigration, which spiked during the recent crisis and remains
high, has affected all age groups. But its effects on the number of youth are
especially notable, as emigration further exacerbates the effect of shrinking
youth cohorts. Latvia’s residents age 25-29 in 2015 numbered 144 000, at
least 60 000 fewer than there would have been in the absence of emigration.
Younger cohorts are much smaller and new entries to the working age
population will be declining for the foreseeable future.

Even in the presence of a shrinking youth cohort and emigration, the
size of the tertiary educated population in Latvia had been increasing due to
higher educational attainment among youth. But since 2013, it has been
falling. In addition, of those who graduated in Latvia between 2002 and
2009, about one-third was no longer in the country in 2014.

Latvia now has a substantial diaspora abroad

As a result of large and constant emigration, Latvia now has a substantial
diaspora abroad. In 2010, about 12% of the Latvian-born population over the
age of 15 was living abroad. The number has since increased and the factors
pushing emigration are not likely to vanish in the short term.

Expectations of large-scale return do not appear realistic, as fewer than
20% of emigrants surveyed in 2014 planned to return within the next
five years. After five years abroad, return becomes even less likely. About
one in six recent emigrants has a foreign partner, and this is often a main
obstacle to return. Little effort has been made so far to focus on Latvian
graduates abroad, to establish a matching service between candidates abroad
and Latvian employers, or to focus on strategic sectors for business
co-operation.
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Latvia is only starting to develop a comprehensive policy to maintain a
relationship with this diaspora. Many of the elements are in place albeit with
limited resources, building on the legacy of the political diaspora which
developed during the Soviet epoch. The focus in the past has been on
cultural and civic outreach, although it has recently started to shift towards
economic co-operation and to return migration. Latvians abroad have the
right to vote, and in most major emigration countries there are weekend
language schools for their children.

Even without return, Latvia can benefit from its large diaspora. At
least one in eight emigrants has a clear potential to develop business in
Latvia — either because of concrete co-operation plans, or an existing
business in Latvia. These contacts can be important. Maintaining ties with
the diaspora can ensure positive ties in the future, including the potential
to maintain remittance flows — which currently provide an average of 20%
of income for the 10% of families which receive them.

As remittances to families in Latvia decline, alternative means of
attracting financial transfers will become more important. Similarly, as the
number of educated Latvians abroad increases, scientific and technical
collaboration should become a priority to foster positive contributions to
Latvia’s economy of these talents abroad.

Labour migration is a crucial channel for meeting Latvia’s labour
needs

Too little attention has been given so far to the possibility of meeting
labour needs through labour migration. Labour migration will not
compensate for the population loss through emigration but can be better
used to meet unmet demand and to support economic growth.

Progress in this area is challenging as the same factors which are driving
emigration are holding back immigrants. Yet international migrants do come
to study, work or invest in Latvia. These growing channels for migration
could be better harnessed to support retention. Currently, international
students do not have a favourable framework for post-study stay. Labour
migrants are not actively targeted (e.g., through outreach activities to third-
country nationals by employment services) nor given incentives to remain.
Latvia has issued about 4 000 residence permits to investors (as well as
about 8 000 to their family members) since 2010. Although the government
has to date not carried out detailed evaluations of the motivation for
obtaining residence permits via this route, there are strong reasons to believe
that a large majority of these permit holders comprise absentee property-
owners for whom the residence status is primarily used for access to the
Schengen area.
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Making the most of Latvia’s human capital in the context of a
declining population

Sustained economic growth requires tackling productivity
challenges in the labour market

With a challenging demographic outlook, Latvia’s future growth
prospects rest on its ability to raise labour productivity and make the most of
its available human resources. As in other transition economies, labour
productivity in Latvia has increased, doubling between 2000 and 2013. But
productivity gains slowed down significantly after a rapid increase prior to
the crisis. Output per hour worked remains below OECD comparator
countries in Eastern Europe, and some 50% below the OECD average.

Factors holding back productivity gains include a very sizable shadow
economy, long-term joblessness, as well as a significant skills shortage and
mismatch. Productivity is typically much lower in the informal sector, which
is estimated to represent around a quarter of GDP. At 44.2% of the
unemployed (Q4 2014), the share of long-term unemployment has remained
stubbornly high after a temporary decline after 2012. At the same time, a
significant share of youth (15.2% against and OECD average of 14%) are
not in employment, education or training (NEET), and the lack of labour
market opportunities for youth becomes more dramatic when considering
that inactivity rates could be much higher without the unprecedented out-
migration of the past decade.

In addition, the large cyclical swings in Latvia’s labour market have
stretched and probably overwhelmed the capacity of formal labour market
institutions to facilitate smooth transitions into employment and promote the
necessary reallocation of jobs towards higher-productivity sectors. A quick
succession of labour shortages and high unemployment also makes
workforce planning difficult for employers, and may reduce incentives to
invest in productivity-enhancing training and workforce development.

Helping jobseekers find productive employment opportunities

Active labour market policies are a policy focus, but they remain
under-resourced and participation is low

Participation in active labour market programmes (ALMPs) is low by
international standards and Latvia spends only around 0.22% of GDP on
employment services and related ALMPs. A very large part of ALMP
funding (more than three quarters in 2014) has relied on external sources,
notably the European Social Fund (ESF). Despite a significant increase
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since 2007, programme participation among the unemployed is often much
lower than in other European countries.

A new profiling system supports the State Employment Agency’s (SEA)
crucial task of assigning jobseekers to the most suitable programmes. But
fiscal consolidation during the crisis resulted in substantial cuts of ALMP
resources, especially in the area of employment services. As a result,
caseloads/staff ratios have surged, reducing the SEA’s capacity to devise
and monitor effective activation strategies. Capacity constraints have also
affected municipalities as the primary providers of social services, including
for jobseekers.

Participation of youth in active programmes, such as short-term training
programmes, has increased significantly since the introduction of the Youth
Guarantee in 2014 as part of an EU-wide initiative. These trends are
encouraging, but close monitoring is important to inform subsequent
programme adjustments. As the Youth Guarantee is expensiv