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Introduction

Over the last year, Latvia has achieved con-
siderable success in consolidating reforms and im-
proving the general economic environment. The
banking system has not only stabilized, but also
regained the public’s trust after the crisis of 1995.
The government’s financial situation has im-
proved, interest rates and inflation continue to fall,
investment is growing and the securities market
is developing rapidly. Gross domestic product
(GDP) has begun to grow and, as of the end of
1996, so have real wages. 1996 saw significant
progress in privatization, including the privatiza-
tion of large state monopolies, and the expansion
of the real estate market. The government has also
enacted significant measures to improve the cli-
mate for small and medium sized businesses and
to encourage exports. Consistent efforts have been
made towards integration with European politi-
cal and economic structures and the World Trade
Organization (WTO).

However, up to now Latvia’s economic recov-
ery has had little effect on the public’s level of
material well-being. For many, living standards are
still quite low and the macroeconomic transforma-
tion has not yet led to a perceptible increase in
incomes. This drives home the point that balanced,
people-centred economic and social development
is not easy to achieve and success is directly linked
to the pace, sequence and quality of reforms dur-
ing transition. Nevertheless, Latvia has made great
progress in establishing a stable environment for
sustainable economic growth.

The Economic Situation
— An Overall Picture

Notwithstanding the scope of the tasks still
ahead, 1996 should be viewed as a turning point in
Latvia’s economic development. Following the sig-
nificant fall in registered output in 1991 and 1992
(GDP in 1993 was only 42 percent of that in 1990),
the macroeconomic situation has clearly improved.
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In 1996 GDP rose by almost 3 percent, there was
a minimal fiscal deficit (1.9 percent of GDP), in-
flation fell significantly to the lowest rate in the
Baltics and the volume of exports rose. The rise in
economic activity over the past year and a half cer-
tainly gives rise to optimism.

International financial institutions such as the
International Monetary Fund and the World Bank
and regional organizations such as the European
Bank for Reconstruction and Development
(EBRD) have reacted positively to macroeconomic
stabilization and the recent changes in the Latvian
economy. In addition to the onset of economic
growth, these organizations have also noted the sta-
bility of the Lat exchange rate, the surmounting of
difficulties caused by the banking crisis, the fall in
interest rates for loans, the development of a secu-
rities market and the onset of large state enter-
prise privatization.

A very important economic achievement this
past year has been the high credit rating (“A” for
long term debt in local currency and “BBB” for
overseas currencies) awarded by Standard &
Poor’s, one of the world’s most influential credit
rating agencies. Among the indicators used in mak-
ing this assessment were the level of external debt,
the balance of payments, overall fiscal policy and
price stability. Latvia’s rating is one of the highest
among the Central and East European countries.

However, comparing Latvia’s economic de-
velopment with that of other countries in transi-
tion, GDP growth in 1996 was still relatively mod-
est. Table 1.1 shows that the majority of countries
in transition in Central and Eastern Europe have
had higher growth rates than Latvia. It should be
noted that these countries have now been in re-
covery longer than the Baltic states. With economic
growth for Latvia estimated to increase to 4-5 per-
cent in 1997 and inflation to decrease to around 8-
9 percent, it is anticipated that Latvia’s economic
performance will show similar continued expansion.
Indeed, the rate of GDP growth through the first
six months of 1997 was 4.6 percent over the same
period in 1996.

Similarly, the indices of industrial output (see
Table 1.2) still remained low compared to other
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countries in Central and Eastern Europe. Thus,
industrial output in Latvia grew by only 1.4 per-
cent in 1996, after being negative in both 1994
and 1995. In contrast, industrial output grew by
9.1 percent in Poland, 9.8 percent in Romania and
6.8 percent in the Czech Republic. However, Latvia
did witness noticeable growth in the construction
(5.3 percent) and service (4.7 percent) sectors. On
the other hand, the decline in the agricultural sec-
tor continued over the past year, resulting in ad-
verse effects on rural living standards and national
indicators overall. GDP growth rates by sector are
examined in greater detail below.

Although Latvia and the other Baltic states
are clearly catching up with other Central and East-
ern European economies, per capita GDP in Latvia
is still one of the lowest in Eastern Europe (see
Table 1.3). Per capita GDP (expressed in Purchas-
ing Power Parity dollars) in Latvia in 1995 was only
US$ 3273. For the same period it was US$ 4051
in Estonia, US$ 4000 in Lithuania, US$ 6604 in
Hungary and US$ 4852 in Bulgaria. Per capita
GDP in Latvia is five to ten times lower than in
countries of the European Union. It should be
noted, however, that the reliability of statistics on
GDP per capita in transition countries is problem-
atic. Not only has data collection been difficult for
all transition countries, but the peculiarities of each
country’s path and pace of reform make cross-coun-
try comparisons especially difficult.

Taking a Closer Look — Distribution
of the Gross Domestic Product

While officially GDP increased by 2.8 per-
cent in 1996, unofficial estimates that include the
informal market or shadow economy place the
level of growth higher — at 3 to 5 percent. Growth
was achieved in almost all sectors in 1996 except
agriculture (see Table 1.4). Latvia’s successful op-
erations in the transit business in 1996 secured a
13.5 percent growth in transport and communi-
cations. Moreover, in the first months of 1997,
the volume of goods transferred at the ports and
the number of railway transit shipments contin-
ued to increase.

To a large extent, the economic recovery in
Latvia over the last year was led by the transport
sector, especially the growth in transit services.
Transit and port services account for a quarter of
all exports. Although Latvia may currently be in
an advantageous position, competition is steadily
increasing in the transit business. In the future,
more must be done to improve the competitive-

Table 1.1

Growth of Gross Domestic Product (GDP) in
Eastern Europe and the Baltic States, 1994-1996
(percentage change on previous year)

Country 1994 1995 1996 Percentage
change

on 1993*
Bulgaria 1.8 21 -10.0 -6.5
Czech Republic 2.6 4.8 4.4 12.3
Croatia 0.6 1.7 4.4 6.8
Estonia -2.7 2.9 3.4 3.5
Russia -12.7 -4.2 -6.0 -21.4
LATVIA 0.6 -0.8 2.8 2.6
Lithuania 1.0 3.0 4.0 8.2
Poland 5.2 7.0 6.0 19.3
Rumania 3.9 7.1 4.1 15.8
Slovakia 4.9 6.8 6.9 19.8
Slovenia 5.3 3.9 3.5 13.2
Hungary 2.9 i85 0.5 5.0

* estimate from growth rates 1994-1996

ness of Latvia’s major ports (Riga, Ventspils, Lie-
paja). As transit services are subject to the often
unpredictable political and economic processes in
Russia and the other CIS countries, from the point
of view of balanced and sustainable economic
growth, it is necessary to pay more attention to
other economic sectors, especially in manufactur-
ing and services.

1996 saw the first increase in industrial out-
put since the introduction of reforms. This was par-
ticularly evident in the food, wood processing, pa-
per, building materials, textiles and metal-working
industries. Food processing is the leading branch
of industry in Latvia, both in terms of value added
(44 percent of total industrial output) and employ-
ment. This branch has been successfully restruc-
tured and the main increase in output has been in
dairy and fish processing. The quality of produc-
tion complies with local market requirements, but
exports are mainly to the CIS (90 percent).

Wood processing is the highest foreign cur-
rency earner in Latvian industry. It provides a quar-
ter of all exports and 85 percent of output is ex-
ported to the advanced industrial countries. Lately,
a positive trend has emerged — the share of proc-
essed wood and furniture in exports has increased.
The wood processing industry is the leading sector
in terms of employment growth.

Textiles and clothing manufacture is another
dynamic sector. Successful restructuring after pri-
vatization has contributed to a rapid growth in
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exports (39 percent in 1996), of which 50 percent
is to the EU and 30 percent to the CIS. Many new
and successful businesses have sprung up in this
area. The expansion in construction is largely due
to repairs of the Latvian road network and cement
exports to the West.

However, many branches that were formerly
deeply integrated with the Soviet economy have
not managed to escape stagnation. It has not been
possible to halt the fall in output in the manufac-
ture of electrical machines, automobiles and trail-
ers. Even now large state enterprises dominate
these branches. The main braking factors are de-
layed privatization, tax debts, obsolete technology
and a limited market.

Agriculture is still a significant sector of the
economy, employing 18.3 percent of the work force
in 1996 and providing 9 percent of GDP. In the
course of privatization and agrarian reform, some
200,000 individual, mostly small-scale businesses
have been created. The agricultural sector, how-
ever, is in decline. Several studies have shown that
only 5-8 percent of rural enterprises engaged in
agricultural production are operating on a commer-
cially viable basis. Structural changes in the national
economy, restitution issues, the lack of investment
capital, outdated technology and buildings, a small
market, low incomes and inefficient management
have caused significant disruptions in the rural
economy resulting in increased unemployment in
the agricultural sector. The social consequences and
policy implications of the decline in living stand-
ards in rural areas are discussed in greater detail in
Chapter 4.

Due to all of these reasons, the fall in pro-
duction has still not been halted and Latvia has
become a net agricultural importer. Furthermore,
the trade balance with the EU is worsening be-
cause foodstuff imports are increasing. The rise
in prices for produce of successful farming enter-
prises does not compensate for the continuing rise
in production costs, making farming increasingly
unprofitable.

The overall trend for Latvia’s economy is for
the continued growth of industrial output to be
concentrated in labour-intensive branches with
low added value (foodstuffs, forestry and wood
processing, construction and clothing manufac-
ture). From a human development perspective,
this trend is positive in the short term, as it cre-
ates jobs. In the long term, however, Latvia’s in-
terests lie in the development of high technology
branches with high added value and great export
potential.
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Table 1.2

Growth of Industrial Production in Eastern
Europe and the Baltic States, 1994 -1996
(percentage change on previous year)

Country 1994 1995 1996
Bulgaria 108.5 105.4 99.0
Czech Republic 102.1 109.2 106.8
Croatia 97.3 100.3 103.1
Estonia 97.0 101.9 101.1
Russia 79.1 97.0 94.0
LATVIA 90.5 93.7 101.4
Lithuania 73.4 105.3 102.8
Poland 112.1 110.2 109.1
Rumania 103.3 109.4 109.8
Slovakia 106.4 108.3 102.5
Slovenia 106.4 102.0 101.0
Hungary 109.5 106.5 103.3

Inflation and Unemployment

Inflation has been an economic as well as so-
cial problem in Latvia from the early 1990s. For
most people, inflation has essentially been a cruel
way of taxing their financial wealth. Moreover, it
has contributed to the emergence of income in-
equality and, for some, a rapid descent into pov-
erty. 26 percent of the Latvian population are pen-
sioners whose pensions are indexed at a rate less
than the inflation rate, making even moderate in-
flation a most painful experience (see also Chap-
ter 2 below).

Compared to other countries in transition,
Latvia has a rather low rate of inflation (see Table
1.5), largely due to the anti-inflationary measures
(tight monetary and fiscal policies) taken by the
government and the Bank of Latvia. Inflation in
Latvia declined rapidly from an annual rate of
950 percent in 1992 to just over 100 percent in
1993 and further to 36 percent in 1994. Infla-
tion proved to be relatively stubborn during 1995-
1996, and by the end of 1996 was close to 18
percent. In 1996 inflation fell more than was fore-
cast mainly because of lower price rises for food-
stuffs and services. More recently, inflation has
declined sharply, reaching a 12-month rate of 8.6
percent by August 1997.

The main causes of inflation in 1994-1996
were: 1) an initial undervaluation of the currency
relative to its equilibrium value; 2) the adjust-
ment of administered prices to reflect interna-
tional price levels; 3) an adjustment in excise
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taxes to European levels; 4) differential rates of
productivity growth between the traded and non-
traded goods sectors; and 5) the creation of a
quasi-fiscal deficit caused by ineffectual bank-
ing operations, later reflected in the commercial
banking crisis.

Price stability and the reduction of inflation
to single digit levels have become the main objec-
tives — and achievements — of Latvia’s economic
and monetary policy. Inflation is forecast to fall
to approximately 8-9 percent in 1997 and still fur-
ther to 5 percent by 2002. For a country in Latvia’s
circumstances, this is a very positive element in
an overall reform programme. However, the proc-
ess of price transformation is still continuing as
previously regulated prices rise for certain goods
and services. Only a few administered prices re-
main, relating to transportation, energy, and hous-
ing rents.

A key anti-inflationary element has been the
slow rise in incomes linked to restrictive fiscal
policy. In the last two years, wages have not kept
pace with consumer price increases. This means
that the purchasing power of wage earners has
fallen. After a sharp rise in 1994-1995, nominal
wage levels have stabilized, but they are still low
compared to those in other Central and Eastern
European countries. The average gross monthly
wage in the state sector and state-owned enter-
prises rose by 10.3 percent compared to the pre-
vious year and was about Ls 100 in 1996. In 1996
the purchasing power of the employed fell by 8.8
percent. This affected consumption rates not only
in individual sectors, but in the entire economy
as well. The average pension in 1996 increased by
18 percent compared to 1995, but real incomes
rose by only 0.3 percent.

Official unemployment in Latvia in 1996
totaled 90,800 workers, or 7.2 percent of the eco-
nomically active population. One must also take
into account hidden unemployment (underem-
ployment during working hours, compulsory un-
paid leave and other forms), for which there are
no precise calculations. Although unemployment
continued to rise slowly in the first half of 1997,
it is still lower than in many other countries in
transition (see Table 1.6) as well as in many EU
and Nordic countries. Nevertheless, the structural
changes in Latvia’s economy have placed certain
social groups at greater risk of unemployment than
others. Chapter 2 addresses the social implica-
tions of unemployment through an analysis by
gender, age and education level.

Investment, Consumption and
Continued Economic Growth

The Latvia Human Development Report
1996 emphasized that future economic growth is
very much dependent upon investment, of which
the current level overall is rather low. Important
factors in promoting investment are a favourable
business climate for foreign investors and the avail-
ability of affordable capital for domestic investors.

The aggregate stock of fixed capital, the most
essential component of domestic investment, was
15 percent of GDP in 1996. However, this is too
small to promote significant economic growth. In
comparison, the figure for both Lithuania and Es-
tonia is over 20 percent of GDP. One must bear in
mind, however, that the banking crisis in 1995 se-
verely decreased the level of domestic capital avail-
able for investment, thus making cross-country
comparisons of capital stock levels in 1996 prob-
lematic.

Since 1994 the volume of the aggregate stock
of fixed capital has grown every year. Even in 1995,
when there were problems in the banking sector,
the volume rose by approximately 5 per cent. The
most rapid modernization of fixed capital occurred
in the transport and communications sector which,
as noted above, enjoyed impressive growth over
the past year. Of the total capital investment in
the sector in 1995, 56 percent was in communica-
tions. Latvia’s relatively successful processing in-
dustries also attracted capital investments, although
the distribution of those investments was uneven.
In some branches investment has been negligible,

while in others — the food processing, wood
processing and chemicals industries — it has been
quite high.

The difference between the volume of finan-

Table 1.3

Real GDP Per Capita in Eastern Europe
and the Baltic States, 1994-1995 (PPP US$)
Country 1994 1995
Bulgaria 4372 4852
Estonia 3784 4051
LATVIA 3178 3273
Lithuania 3803 4000
Poland 5001 5479
Rumania 3926 4307
Slovakia 6716
Slovenia 9894 10,521
Hungary 6303 6604
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cial assets and investment growth rates is still in-
creasing. Thus, in 1996, foreign assets in Latvia’s
banks increased by 76 percent (December 1996
compared to December 1995), but the credit issued
to local companies rose by only 10 percent (accord-
ing to the 1996 accounts of credit institutions). At
the end of 1996, the sum owed by foreign banks
was twice the amount owed by companies.
Typically, the greatest aggregate capital invest-
ment is in sectors with the greatest direct foreign
investment. Net direct foreign investment in Latvia
has grown in the last year. In Central and Eastern
Europe, only Hungary, Slovenia and the Czech
Republic attracted greater direct foreign investment
per capita than Latvia in 1996. According to the
Central Statistical Bureau, the total amount of for-
eign investment from the beginning of the 1990s
to the end of 1996 was 369.2 million Lats (over
US$ 700 million). In per capita terms, the level of
direct foreign investment in Latvia is average for
Central and Eastern Europe during this period.
Foreign investment has mainly come to Latvia
through privatization. The bulk of foreign invest-
ment has been in the service sector: transport, com-
munications, finance. There has been relatively lit-
tle foreign investment in industry. Obstacles to
greater foreign investment today are the troubled
financial situation of many local companies, poor
management, the low capitalization of the securi-
ties market, frequent changes in legislation, the

slow pace of land reform, as well as the unresolved
border issue with Latvia’s largest neighbor, Rus-
sia. As privatization continues and the economic
environment improves, the volume of direct for-
eign investment is expected to increase.

Direct foreign investment is important not
only as a source of capital, but also as a source of
foreign expertise, technology and management
skills. It is particularly important to attract foreign
investment in those sectors with high added value
so as to maximize the utilization of Latvia’s skilled
labour. A special effort should be made to entice
companies with a world-wide reputation, as the
entry of such companies into the Latvian market
would bring immediate technological and manage-
ment benefits and encourage other investors. Al-
though companies with foreign capital tend to per-
form more effectively, on the whole, the return on
foreign investment has still been modest and has
had little noticeable impact on living standards or
human development in Latvia.

The role of public investment in financing
infrastructure development is also increasing. In
1997, public investment might reach approximately
2 percent of GDP (up considerably from 0.9 per-
cent in 1996). The government plans to increase
public investment in infrastructure by at least 70
percent in the 1998 budget.

Of course, an increase in capital investment
does not always mean an increase in production.

Table 1.4

Growth of Gross Domestic Product (GDP) by Sector, 1993-1996 (percentage change on previous period)
1993 1994 1995 1996

Gross Domestic Product, including: -14.9 0.6 -0.8 2.8
Gross value added at basic prices: -14.3 0.8 -0.8 2.8
Agriculture, hunting and forestry -19.4 -15.6 3.2 -10.1
Fishing -20.2 -5.3 12.4 7.7
Raw materials -32.9 41.0 -47.6 53.6
Processing -32.4 -10.6 -0.5 3.0
Electricity, gas and water supply -19.8 -2.0 10.0 2.2
Construction -49.5 11.5 -9.4 5.3
Services, including 6.6 8.7 -3.3 4.7

wholesale and retail trade, vehicle repair,

repair of personal and household goods 19.7 15.3 25.5 -3.4
Hotels and restaurants -33.8 34.2 -36.3 8.3
Transport and communicatons 7.6 13.7 -15.2 135
Finance 4.2 5.6 7.1 -8.0

Real estate; rents and trading 4.4 -11.3 -16.7 6.8
Public administration and defence, obligatory social insurance 17.4 7.7 -0.2 8.0
Education -6.5 1.6 3.9 1.5
Health care and social care 17.7 -7.4 -1.3 3.2
Other community, social and individual services -4.6 -4.5 10.8 9.9
Taxes on food products (less subsidies) -20.0 -0.6 -0.8 2.9
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An important impediment to increasing outputs at
this time is the limited size and purchasing power
of the domestic market. In a survey of market con-
ditions in the construction industry, 73 percent of
all respondents considered this to be the main fac-
tor inhibiting growth. On the other hand, only 20
percent of those questioned mentioned financial
problems (such as high interest rates).

One of the main indicators of the develop-
ment of the internal market is the volume of pri-
vate consumption. The Ministry of Economy esti-
mates that private consumption in 1996 was 96
percent of the 1995 level in real terms. Real in-
comes continued to fall in 1996, as wages increased
less than the rate of inflation. A strict fiscal policy
and monetary austerity slowed increases in income
for those dependent on government budgetary ex-
penditures — approximately 60 percent of all those
with a regular income. As mentioned above, offi-
cial unemployment rose over the last year as well.
Both these factors, in turn, affected wage levels in
the private sector. As a result, aggregate demand
fell, thereby keeping a powerful check on inflation.
Low incomes are often one of the costs for rela-
tively low inflation during the transition period.

The Structure of Ownership
and Privatization

Privatization is one of the most important
economic processes during transition, as it reduces
the role of the state in the economy and places eco-
nomic resources in the hands of private owners,
thereby enhancing both capabilities and opportu-
nities for entrepreneurship and the generation of
new wealth.

Many factors caused the delay in privatization
in Latvia in the first half of the 1990s: the indeci-
siveness of the political elite, bureaucratic ineffi-
ciency, heavy economic dependence on the CIS,
and the political decision to give priority to resti-
tution instead of privatization. For several years,
privatization was sporadic and even as late as the
end of 1993, about 68 percent of total industrial
output came from state enterprises.

There was a rapid acceleration of privatization
in February 1996, when state enterprises came
under the control of the Latvian Privatization
Agency (LPA) and one institution became respon-
sible for privatization. To encourage the participa-
tion of foreign investors, restrictions on the for-
eign ownership of land were lifted in January 1997.

By mid-1997, the LPA had privatized two-
thirds of the property of state industrial enterprises.

Table 1.5

Inflation in Eastern Europe and the Baltic
States, 1994 -1996

(percentage change on previous year)

Country 1994 1995 1996
Bulgaria 123.1
Czech Republic 10.0 9.1 8.9
Croatia . .. 3.6
Estonia 47.7 29.0 23.1
Russia 215.0 198.0 47.8
LATVIA 35.9 25.0 17.6
Lithuania 72.2 39.6 24.7
Poland 32.2 27.8 19.8
Rumania 38.8
Slovakia 13.6 9.9 6.0
Slovenia 9.7
Hungary 18.8 28.3 23.6

The privatization of small enterprises is virtually
complete and now, the focus is the large energy,
transport and industrial concerns (including Latvian
Gas, the Latvian Electricity Company Latvenergo,
the Latvian Shipping Company and others). The gov-
ernment plans to complete privatization by mid-
1998.

At the beginning of 1997, the private sector
accounted for about 55 percent of GDP and 64
percent of those employed. Specialists estimate that
by the end of 1998, private enterprise will account
for some 90 percent of the commercial sector.

Rapid privatization in 1996-1997 highlights the
price paid by society for delayed privatization; this
has mainly been the protracted difficulties of restruc-
turing enterprises and factories and the poor man-
agement of state property. It is expected that poor
financial prospects and the lack of strategic inves-
tors will leave many state enterprises without buy-
ers. The 1996 regulations on enterprise bankruptcy
ought to encourage restructuring, but bankruptcies
will unavoidably lead to a rise in unemployment. In
some cases, as the large state energy monopolies
come into private hands, rates will rise, as was the
case with the privatization of Lattelekom (the Latvian
Telephone Company).

The main methods of privatization are inter-
national tenders, attracting strategic investors and
public offers. Such methods undoubtedly encour-
age the involvement of foreign and domestic in-
vestors and the faster restructuring of enterprises,
although the government’s requirement that em-
ployees are retained by the new owners has thus
far delayed some enterprise restructuring. How-
ever, this strategy may potentially lead to the con-
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centration of ownership and capital among the
wealthier members of society and to the growth of
economic and social inequality.

In order to involve wider sections of society
in privatization and to guarantee greater social jus-
tice, the government launched public privatization
by certificates or vouchers in 1996. However, cer-
tificates are usually used only for privatizing a mi-
nority share of assets. By 1 April 1997, under the
public offer programme the shares of 37 enterprises
were offered and about 10,000 people are now
shareholders. To redeem these certificates, with a
total nominal value of over 700 million Lats, and
to activate the Riga Stock Exchange, the LPA has
decided to offer the shares of a further 30 middle
to large scale enterprises to the public. The esti-
mated number of potential shareholders in the popu-
lation is 4 percent, a negligible amount considering
that certificates were allocated to everyone.

As privatization certificates may be used to
privatize not only state enterprises, but land and
housing as well, it is reasonable to assume that the
low level of public participation in the privatiza-
tion process is due to individuals’ preference to
utilize certificates to obtain land and housing.
However, the process has been slow because of a
lack of interest on the part of local governments.
The government has planned to privatize only 20
percent of all apartments by the end of 1997.

From the perspective of human development,
the idea of privatization certificates has only been
partly successful and has not encouraged wide-
spread ownership. For a long time, there was no-
where to invest certificates and many people,

mainly the less well off, sold their certificates at a
fraction of the nominal value (certificates are trans-
ferable and may be bought and sold like securi-
ties). There is insufficient interest from the popu-
lation in the public share offers. From an economic
perspective, the use of certificates for the privati-
zation of state enterprises has not increased invest-
ment, as new shareholders tend to have a greater
interest in allocating profits to dividends instead
of development.

The Development of Small
and Medium Sized Business

Small and medium sized businesses are a
bridge between economic and social development.
They guarantee the stable functioning of the mar-
ket and make it more receptive to innovation, cre-
ating jobs and new owners. Indeed, small and me-
dium sized businesses are a core element of qual-
ity growth insofar as the sector relies on personal
initiative and responsibility and expands consumer
choices.

The number of families involved in small and
medium sized businesses is growing. This sector
attracts families and individuals who hope to im-
prove their material circumstances. Therefore it is
important to create favourable preconditions for
the development of this type of business by encour-
aging a spirit of enterprise, improving the credit
market and strengthening institutions that train and
support entrepreneurs.

Table 1.6

Unemployment in Eastern Europe and the Baltic States, 1994 -1996
(percentage of economically active residents)
Total Women Long-term unemployed
(more than 12 months)
Country 1994 1995 1996 1993 1995 1996 1995 1996
3rd Q 3rd Q
Bulgaria 12.8 111 125 65.8 60.0
Czech Republic 3.2 2.9 815 4.6 3.9 4.1 311 *30.6
Croatia 17.3 17.6 15.9 53.8 51.3
Estonia 5.1 5.0 5.6 2.1 29.0 31.0
Russia 7.1 8.2 9.3 11 3.8 4.6 303 32.9
LATVIA 6.5 6.6 7.2 6.4 6.6 7.7 24.6 29.5
Lithuania 4.5 7.3 6.2 3.3 7.1 7.0 24.0 32.0
Poland 16.6 14.9 13.6 17.9 17.0 15.9 42.2 40.4
Rumania 10.9 9.5 6.3 12.6 10.9 7.4 47.0 51.7
Slovakia 14.8 13.1 12.8 11.7 14.9 14.2 54.4 51.7
Slovenia 14.2 145 14.4 14.0 14.0 52.9 52.1
Hungary 10.4 10.4 10.5 10.1 9.1 10.3 51.3 49.7
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Ludmila and Andris Ozols are a married couple aged about
thirty. They own and run a shop selling motoring goods, alco-
hol and groceries in Riga. The company was founded in 1995.
Before that Andris worked as a salesman, but Ludmila was un-
employed although she has an education in accounting. The de-
cision of both young people to start their own business was
driven by the desire to improve their standard of living.

The company was set up as a subsidiary of an interna-
tional retail firm developing a network in Latvia. The foreign
company provided the necessary start-up capital, financed
renovations and provided consulting services. The contract
with the parent company gives the Ozols responsibility for the
range of goods stocked, staff, accounting and dealings with
government institutions. The parent company is responsible
for cash flow, quality and strategy. The profits are shared be-
tween the Ozols and the parent company. In short, successful
co-operation between a foreign investor and local entrepre-
neur ensures the company’s stability. This is reflected in the
increase in turnover, which reached 300,000 Lats in the first
three months of 1997.

Ludmila and Andris are satisfied with the results so far and
they have had no problems with finances or the subsidiary ar-
rangement. However, they have encountered staff problems. The
shop has another 10 employees — eight men and two women

The Family Business of Ludmila and Andris Ozols

whose average monthly salary is Ls 215. Since not all people
are trustworthy, there are frequent staff changes.

Low purchasing power is a problem for the retail trade;
therefore the company tries to keep prices down, runs promo-
tional campaigns and tries to attract new customers.

The business has not faced extortion or organized crime.
The owners explain this by the fact that they are running a le-
gal business and pay all their taxes.

Ludmila and Andris have no love for civil servants whom
they perceive to be unhelpful and corrupt, although could not
give a specific example of a bribe being demanded. They have,
however, met with delays and bureaucratic obstacles when reg-
istering as tax payers, in dealings with the fire service and the
architectural board. The entrepreneurs are dissatisfied with the
frequent amendments to the law and trading regulations which
create uncertainty and permit civil servants to manipulate with
legal ambiguities. They did mention one positive example of
the local government representative who regularly takes an in-
terest in how the business is doing.

The Ozols also complained about employment law which
they see as being too favourable to employees and unsuited to
the new conditions. They proposed increasing the working week
from 40 to 50 hours and shortening annual leave from 4 to 3
weeks.

Small and medium sized businesses up to 250
employees employed 58.6 percent of the workforce
in 1995. Small and medium sized businesses are
concentrated mainly in trade, services, industry and
construction. Latvia has a sound legislative and in-
stitutional base for the operation of this type of
enterprise and a network of PHARE business sup-
port centres. However, a survey conducted by the
Central Statistical Bureau revealed that 83 percent
of entrepreneurs cited as their primary problem dif-
ficulties in selling their goods caused by low pur-
chasing power. The main barrier to business de-
velopment was said to be the lack of finance (87
percent) and limited credit (38 percent). Other
negative factors were insufficient knowledge of the
market, unfair competition, the low level of tech-
nology and the lack of qualified personnel. Other
surveys confirm these findings and point to another
problem — frequent changes in legislation and in-
consistent implementation.

The government has produced a national pro-
gramme for small and medium sized business de-
velopment that includes a series of measures for
1997-1998 — an improvement in business regula-
tions (e.g. tax changes, simplification of licensing),
the introduction of a credit guarantee system, co-

ordination of foreign technical and financial assist-
ance, promotion of technological development,
encouragement of contact and co-operation be-
tween small businesses and the development of
business training. These government initiatives to-
gether with the efforts of business organizations
and federations should stimulate growth and com-
petitiveness in the sector.

The Balance of Payments
and External Trade

Despite continued growth in exports, a very
liberal trade policy has contributed to a significant
current account deficit, which reached 8 percent
of GDP in 1996. In 1996, imports were 1.6 times
more than exports and grew in nominal terms by
33.2 percent, while exports increased by 15.5 per-
cent. The rise in imports was primarily caused by
energy demand, modernization needs as well as
consumer demand for quality and durability. In
part, this reflects one-time increases in fuel imports
in advance of pre-announced excise tax increases
and adverse external conditions for wood exports.
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However, large capital inflows resulted in a bal-
ance of payments surplus in 1996.

In the first quarter of 1997, some positive
trends in the balance of trade were observed. Al-
though the trade balance is still negative, exports in
1997 have grown faster than imports (during Janu-
ary-May 1997 exports rose by 22.1 percent while
imports grew by 17.9 percent). As a result, the dif-
ference between the value of exports and imports
has decreased. Also, the share of investment goods
in total imports continues to increase. Imports of
machinery and electrical equipment have increased
by 47.6 percent during January-May 1997 compared
to the same time period in 1996 and accounted for
18.6 percent of all imports compared to 14.8 per-
cent during January-May 1996.

Currently, the main problems are insufficient
innovation, passivity in the search for new markets,
insufficient foreign language skills, inadequate re-
sponsiveness in foreign customer relations, insuffi-
cient information about Latvian exports abroad and
the high cost of bank loans for export promotion.
Exports to the CIS are hampered by customs barri-
ers and the still disorganized payment and guaran-
tee system. However, the fundamental cause for slow
export growth is delayed privatization, which ham-
pered the badly needed modernization of many en-
terprises and improvements in the quality and com-
petitiveness of locally manufactured goods.

Recently, the government has become more
active in export promotion by expanding technical
and information support for exporters, supporting
the creation of overseas chambers of commerce and
developing a mechanism for export credit guaran-
tees. In the first five months of 1997, there was a
significant increase in the export of timber, metal
products, furniture and, to a smaller degree, food-
stuffs, textiles and light industry production. This
has led to forecasts of an 18 to 20 percent increase
in exports for 1997. However, imports rose by 16-

17 percent for the same period and the external
trade deficit has persisted.

The structure of Latvia’s foreign trade has
changed in recent years, with the EU share increas-
ing and the CIS share diminishing. In 1996, the
EU share of total turnover was 47.5 percent, while
that of the CIS was 29.5 percent. In terms of trad-
ing partners, in 1996 the largest turnover was with
Russia (21.2 percent), followed by Germany (13.8
percent), Sweden (7.4 percent), Lithuania (6.7
percent), Finland (6.6 percent) and Great Britain
(6.0 percent).

Increasing exports is critical, as the internal
market is currently too limited to foster economic
growth. Increased exports would heighten the in-
terest of domestic and foreign investors, which
should contribute to infrastructure development.
This, in turn, would lead to income growth, result-
ing in more resources for human development pri-
orities — health and education.

Fiscal Policy

The essential precondition for macroeconomic
stabilization is adherence to tight fiscal policy. Ide-
ally, the budget of a transition economy should
promote economic recovery and favourable condi-
tions for the development of private enterprise,
while providing adequate social security. These
tasks are difficult to accomplish in practice because
of the need to maintain a low fiscal deficit to en-
sure a stable economic environment. The imple-
mentation of tax reform in Latvia has taken place
under very difficult circumstances, as tax revenue
has decreased with the decline in production. At
the same time, there have been urgent needs in
the realm of social benefits and rebuilding the in-
frastructure. Still, Latvia has moved quite rapidly
in transforming its fiscal system.

Figure 1.1
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The general government fiscal balance re-
corded a surplus of 0.6 percent of GDP in 1993.
Fiscal policy was expansionary in 1994 and moved
to a deficit of 4 percent of GDP, reflecting in-
creases in net lending. In 1995, fiscal problems
were exacerbated by the banking crisis, which had
both a direct and indirect effect on revenue col-
lection. Total revenue fell by about 1 percentage
point of GDP in 1995. Nevertheless, as a result
of a major compression of net lending, the overall
fiscal deficit was reduced to 3.4 percent of GDP
in 1995.

Fiscal policy was tighter than predicted in
1996. The fiscal deficit was reduced to 1.9 percent
of GDP (See Figure 1.1) and the financial deficit
was reduced to 39.9 million Lats or 1.4 percent of
GDP. This was achieved through a major revenue
mobilization effort combined with restraints on
expenditures. Tax revenues in 1996 increased by
21 percent compared to 1995. Revenues rose by
70 percent from the excise tax and by 23.8 per-
cent from personal income tax. The increased
growth in revenues was a result of changes in tax
rates (on the excise tax) and improvements in ad-
ministration.

Continued commitment to fiscal discipline is
reflected in the 1997 budget which was approved
as balanced, while the overall fiscal deficit is ex-
pected to be about 1.2 percent of GDP. Through
the first eight months of 1997 the total state budget
maintained a surplus.

Latvia has made good progress in establish-
ing the institutions needed for fiscal management
in a market economy. There is a well-functioning
treasury geared for central government operations
and a tax system suited to the needs of a market-
based economy. Over the last few years several
changes were introduced in the tax system aimed
at adjusting legislation to EU requirements. The
standard rate of the value-added tax (VAT) is 18
percent and corporate and personal income tax is
25 percent. The social tax rate is 37 percent, but
this is to be lowered to 33 percent by 2001.

Because tax rates are already sufficiently high,
the main task of the revenue service is to ensure
tax collection. Poor administration during fiscal
reform gave rise to two types of violations — tax
evasion and non-payment of tax debts. The sharp
fall in corporate tax receipts and customs revenues
despite the increase in imports suggests that tax
evasion is still a serious problem. Improving ad-
ministration is critical to securing the necessary
resources for the state to fund human development
priorities.

The main economic aim of the ruling centre-
right coalition is to achieve a low fiscal deficit with

macroeconomic equilibrium and to leave the rest
to market forces. Within the confines of a tight
budget, the government has limited room for
maneuver in economic and social policy. The pub-
lic still harbours skepticism of unregulated market
forces and expects more active government social
policy. To a certain extent, the Latvian public has
a welfare state mentality and believes that the state
should provide a wider range of social services than
is currently possible within budgetary constraints.

At the same time, conditions must be created
such that tax payments are unavoidable and per-
ceived as an expression of civic responsibility. The
current state tax “philosophy” is based on a per-
son’s ability to pay, regardless of what the state
gives in return. Latvia has not yet reached the stage
in which the government offers various benefits
(education, health care etc.) and taxpayers’ money
covers the costs. In such circumstances, it is in-
cumbent upon the state to provide accurate infor-
mation regarding the availability and quality of serv-
ices (such as education and health care) it intends
to provide, the revenue source which will finance
the services and the progress made in collection of
those revenues. Should the revenues fall short of
expected levels, the government has three policy
options: 1) decrease the services provided to match
revenues; 2) redirect money from other parts of
the budget; or 3) borrow money to ensure the pro-
vision of services. Regardless of the option cho-
sen, the policy must be clearly communicated to
the public to reinforce the linkage between budget
revenues and services provided.

The Budget and Human Development

As stated in the introduction to this Report,
the quality of economic growth is just as impor-
tant as the quantity. The state budget is the mecha-
nism through which the government can translate
quantity into quality, focusing on human develop-
ment priorities. For the time being, achieving mac-
roeconomic stability has taken precedence over
addressing social problems, with serious conse-
quences for human development, particularly in the
realms of health and education. Fiscal policy re-
mains primarily geared towards macroeconomic
stabilization.

The analysis of the state budget in Latvia
Human Development Report 1996 concluded
that the distribution of budget resources by sec-
tor was not as great a problem as the relatively
small aggregate size of Latvia’s budget and regis-
tered output. A low GDP means that budget rev-
enues in absolute terms are relatively small and
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remain insufficient for addressing the complex
social problems of the transition. When one con-
siders that total government spending according
to the 1997 budget amounts to only 564 Lats per
capita, it is clear that the capabilities of the gov-
ernment are limited, and the choices available to
policy makers in terms of adding quality to growth
are severely constrained. However, this situation
only highlights the need for government to con-
tinually improve the effectiveness of spending
from a human development perspective. If one has
little to spend, it is especially important that the
money be well spent.

The structure of planned expenditures in 1996
differed little from that in 1995. The sharpest rise
in expenditures was for general government serv-
ices at both the state and local levels. Overall, such
expenditures increased by 25 percent compared to
1995. However, after adjusting for inflation, spend-
ing on education, health care and social security
was no greater than in 1995 and in some cases (e.g.
for education) even lower.

Real budget expenditures on education are
decreasing annually, as increases are not keeping
pace with inflation. In 1996, expenditures were 96
percent of those in 1995. Inadequate funding has
generated serious problems, as resources have not
been sufficient to maintain the education infra-
structure. During the transition, teachers’ salaries
have not reflected the importance of their work.
The average monthly salary of those in education
is only 80 percent of those in commerce. Teachers’
salaries are below the average in the public sector,
leading many to seek supplementary employment
or leave the profession altogether. This has typi-
cally meant that teachers are overworked and en-
counter difficulties in maintaining adequate stand-
ards (see also Chapter 2 below).

Spending on education comes from the state
budget, the budgets of local authorities, the re-

sources of private individuals and legal persons, as
well as from foreign assistance for particular insti-
tutions and projects. Budget resources cover
slightly more than 90 percent of the total expendi-
ture on education. Although these make up 6.5
percent of GDP, which corresponds to the world
average, in absolute terms the sums are very small
(see Figure 1.2).

Expenditures on education are to rise by 16
percent in 1997, but this increase is insufficient
for addressing the accumulated problems in this
realm. The greatest increase in spending in recent
years has been for running expenses, maintenance,
heating and lighting, repairs etc. If the average
expenditure in 1995 on heating, lighting and hot
water was 10 percent of planned spending on edu-
cation, in 1997 this figure could rise to as much as
20 percent. Because the total allocation for educa-
tion is not being adequately increased, running
costs are paid for at the expense of more qualita-
tive reforms including training, development and
improving the education system.

The funding of the health care system has been
changed for 1997 with the creation of a new, spe-
cial national health care budget (one of the central
government special budgets). In 1997, 53.6 mil-
lion Lats will be allocated to this budget. This total
includes personal income tax revenues (28.4 per-
cent of total personal income tax revenues go to-
wards this budget), the state budget and local gov-
ernment funds. The latter are voluntary, because
local authorities themselves may increase planned
expenditures on health care above the amount fore-
seen by the national health care budget.

This funding arrangement complies with the
recently introduced payment system for medical
services, whereby part is paid by the state and part
by health insurance funds. Funds from the state
budget go towards state health programmes, such
as the treatment of tuberculosis, cancer and men-

Figure 1.2
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tal illness, and mass immunization. The basic health
care programme is similarly funded, including the
treatment and diagnosis of aggravated chronic and
acute illnesses, emergency treatment, prenatal ob-
servation and midwifery, preventative medicine for
infectious diseases, prevention and treatment of
contagious and skin diseases and others. Planned
budget expenditures on health in 1997 will not in-
crease in real terms because they do not exceed
the expected inflation rate.

Since the budget allocation for health care has
been minimal for several years in succession, there
are only sufficient resources for regular medical
services and none for investment. Although the
number of hospital beds and doctors has fallen (see
Figure 1.3), the Health Department of the Minis-
try of Welfare still believes there are too many doc-
tors. The demand for doctors, especially in out-
patient clinics and hospitals, is on the decline, sug-
gesting that many health care professionals will be
forced to undergo retraining.

According to Government forecasts, the in-
crease in revenue from the social tax could be 17
percent more than in 1996. State pensions in real
terms (adjusted for inflation) could increase by about
8 percent in 1997. However, it should be noted that
this increase will not apply to all pensioners. The
rise in pension payments for those who retired be-
fore 1996 will not be above the inflation rate.

In the first six months of 1997, the basic
budget of local government was slightly in surplus.
Of course, this does not necessarily mean that lo-
cal government services have been provided at ad-
equate levels; as noted before, the aggregate size
of local government budgets is small and will con-
tinue to be so for the foreseeable future. Thus,
municipal budgets will continue to be tight, which
could affect the provision of support to the needy.

As pointed out before, enhanced revenue col-
lection is essential to securing resources to address
human development priorities. Given the small size
of the budget, money which isn’t collected is as
important as that which is collected. The 1996
Report included the results of a survey conducted
by the Central Statistics Bureau which estimated
that the shadow economy accounts for approxi-
mately 14 percent of GDP. The persistence of a
sizable shadow economy deprives the budget of
badly needed revenues. Information on unregulated
or unreported economic activity is critical to recti-
fying the situation and minimizing revenue loss.
However, no follow-up studies on the shadow
economy have been conducted.

One positive development with regard to
Latvia’s budgeting practices is the shift toward a
form of programme-based budgeting beginning

with the 1997 state budget. This may help the gov-
ernment to use the budget more effectively as a
means of focusing on the achievement of certain
objectives, rather than merely keeping track of ex-
penditures for various public spending categories.
However, a programme-based budgeting system
should also be supplemented by an effective sys-
tem of monitoring programme implementation so
as to better determine future budget allocations
for individual programmes.

Conclusions and Recommendations

1996 saw a major turn for the better in Lat-
via’s macroeconomic indicators, though reforms
need to be maintained and accelerated. In the near
future, Latvia’s industrial growth will most likely
be concentrated in areas that rely on domestic re-
sources and produce goods with modest added
value primarily for the domestic market (including
the food industry). More dynamic growth will re-
quire industries to employ raw materials (e.g. tim-
ber) from the other Baltic states and the CIS to
produce high-quality goods for the world market.
However, investment capital must be made more
easily and cheaply available to facilitate factory
modernization.

Fiscal policy should support investment,
which in turn encourages economic growth. Tax
receipts could be increased by expanding the tax
base and reducing various tax allowances. As tax
collection continues to improve, the tax rates must
be rationalized. Tax administration could be im-
proved by more efficiently organized audits, regis-
tration, information dissemination to tax payers and
declaration processing. Tax payers must recognize
that non-compliance with the tax laws means pun-
ishment. Tax discipline could be improved by pub-
lic debate on the significance of paying one’s taxes
and the basis of the tax system. Regular monitor-
ing of the size and dynamics of the informal or
shadow economy should be carried out.

As noted before, the relatively small aggre-
gate size of Latvia’s state budget creates difficul-
ties for the government to adequately address hu-
man development priorities while maintaining a
balanced budget. Although running a budget defi-
cit (for example, no more than 3 percent of GDP
as per the Maastricht Treaty requirements) to ad-
dress health, education and other problems exac-
erbated by the transition remains an option, more
important from a human development aspect is
improving the efficiency of government spending.
The structure of government spending should con-
tinually be reviewed to identify areas of excess or
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duplication. Where the government remains in-
volved (developing regulatory frameworks, ensur-
ing the supply of public goods, like education and
health, providing social welfare), it needs to be-
come more effective. Education spending should
be geared toward teacher training, curriculum de-
velopment and modernization of Latvia's educa-
tion infrastructure. Investments in health care
should increasingly be focused on primary health
care and preventive measures such as public infor-
mation and health education programmes in
schools; there is also a need to deliver health serv-
ices more efficiently. Increasing efficiency of spend-
ing will not only further human development pri-
orities, but it will also increase the government'’s
legitimacy as the keeper of the public’s money and
help create the critical link between taxes and tan-
gible benefits.

With government expenditure representing
almost 40 percent of total GDP, it is clear that
public sector reform and the realignment of the
role of the state continue to be very important pub-
lic policy priorities. As indicated above, public sec-
tor salaries remain low, while the number of em-
ployees remains high; it is clear that a more ra-
tional balance is required. It is also clear that the
underlying problems associated with the sector —
low credibility with the public at large and espe-
cially the private sector, low productivity, poor re-
sponsiveness — need to be addressed. In Latvia's
overall reform agenda, top priority and long-term
commitment need to be accorded to strategic pub-
lic sector reform.

As the economy grows and wages rise, ad-
equate attention must be paid to encouraging pri-
vate savings to promote investment. Continued ef-
fective regulation of the banking system is essential
to securing public trust in the banking system so
that savings will be deposited within that system.

Public trust in the government’s regulation of finan-
cial institutions is also important for the future de-
velopment of Latvia’s private pension system.

Latvia has made good progress in establish-
ing the institutions required for fiscal management
in a market economy, including a well-functioning
treasury and a tax system geared towards the needs
of a market economy. Similar attention needs to
not only be given to non-bank financial institutions,
but also to further reform and development of the
judiciary and the overall legal system. An impor-
tant element of establishing the rule of law (as well
as in overall public sector reforms) is limiting cor-
ruption. While this issue is discussed in greater
detail in the next chapter, in the context of trying
to restore the general public’s trust in state struc-
tures, it is important here to highlight that un-
checked corruption, or the perception of wide-
spread corruption, can deter much-needed invest-
ment coming to Latvia. From a human develop-
ment perspective, beyond its negative impact on
economic growth, corruption can also lead to what
are very limited public budgetary resources being
diverted away from human development priorities
such as education and health.

Privatization of land and housing by certifi-
cates must be accelerated. As a result, there would
be increased liquidity in the housing and real es-
tate markets which would not only increase the
capabilities of property owners, but also allow for
greater mobility of labour. In addition, a more rapid
shift from public to private ownership of housing
could free up resources which could be redirected
toward wages or invested in human development
priorities.

Significantly more attention must be paid to
supporting small and medium sized businesses,
especially new businesses. To be effective, entry
for new businesses should be cheap and adminis-

Figure 1.3
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tratively easy. In this context, work should con-
tinue on a credit guarantee scheme for small loans,
on expanding and improving the support network
for enterprise support so that it becomes a one-
stop information and consulting agency. The work
of enterprise support organizations should be
brought closer to businesses in the smaller towns
and rural areas. Further, to operate efficiently new
businesses should also have broad access to mar-
kets for their products.

In this context, it is also important that prior-
ity be placed on further developing and reforming
Latvia’s trade policy. Latvia’s goal of joining the
World Trade Organization (WTO) by the end of
1997 or early 1998 is very important, as it would
both enhance market access and provide some se-
curity against the arbitrary imposition of trade bar-
riers. Most importantly, accession would signal to
the international community that Latvia has made
real progress in its economic reforms and is open to
trade and investment. However, with membership
come a number of responsibilities and obligations
which the government should be prepared to meet.

A deeper understanding of the integrated na-
ture of development of the urban and rural econo-

mies is needed. Capital, intellectual resources and
investment tend to be concentrated in the cities,
mainly Riga, while rural development is lagging
behind. The obstacles to resources flowing to the
countryside need to be identified and removed.
Specific attention should be placed on improving
infrastructure in support of regional development
through the public investment programme.

The current system of subsistence farming
serves as a social buffer because it provides for the
livelihood and employment of some 600,000 mem-
bers of rural households. Outside the home, em-
ployment in rural areas is hard to find. For many
in rural areas, though, the social cost is low in-
comes, poverty and psychological depression. From
the perspective of sustainable human development,
it is important to encourage structural changes di-
rected towards the strengthening of the commer-
cial farming sector. At the same time, programmes
should be introduced to provide financial and other
resources that encourage rural enterprises, assist
rural households start up new, non-traditional busi-
nesses and create employment for those who are
unable to compete in the farming sector (see also
Chapter 4 “Regional Development”).
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