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18.  Macroeconomic indicators

Indicators
18.1. Gross domestic product (GDP) 
18.2. Energy intensity
18.3. Regional cohesion
18.4. Prices and inflation
18.5. Export and import of goods and 

services
18.6. Total tax burden
18.7. Shadow economy

In 2001, the Cabinet approved the "Long-term Economic
Strategy of Latvia" where the main aim was set to Latvia to
reach the average gross domestic product level of European
Union States per one inhabitant within a time period of
following 20-30 years. GDP per one inhabitant in Latvia has
been calculated according to Eurostat data in purchasing
power standard1 and in 2001 it was 33% of the average GDP
of the European Union (Figure 18.1.1.).

For implementation of this scenario the current model
dominating in Latvian economy shall be changed which is
characterised by utilisation of advantages of cheap labour
force and available natural resources, production of products
with a low value added. Because this model can not ensure
a high increase rate of economic development and promote
the reach of higher welfare in future.

What should be done to establish the state of welfare where
new economy2 dominates - based on knowledge, education
and scientific research; where the quality of life consists not
only of material, man-produced benefits intended for
consumption, but also clean air and water, biological

diversity, etc.? For this purpose favourable conditions for
functionality of the new economy must be established, re-
structuring of Latvian economy must be performed
concurrently performing the reindustrialisation3 in traditional
sectors of national economy, as well as developing new post-
industrial sectors and promoting the formation of
information society.

According to Human Development Index4 (HDI) determined
by UNDP, in 2000, Latvia took the 53rd place among 173
states. The level of HDI in Latvia allows it to be included
among such states that according to the division of UNDP
are designated as states of "high human development level".
For example, according to this index Norway is a state with
the highest human development level, Estonia takes the 42nd

place, but Lithuania - 49th place. /17/

1 Purchasing power standard (PPS) shall mean the artificial common reference currency unit used in the European Union to
express the volume of economic aggregates for the purpose of spatial comparisons in such a way that price level differences
between countries are eliminated. Economic volume aggregates in PPS are obtained by dividing their original value in national
currency units by the respective Purchasing power parity. Purchasing power parity (PPP) is the exchange rate at which the goods
in one country cost the same as goods in another country. 

2 The basis of the new economy - knowledge, requirement for long-term investments in human capital, as well as in education
and scientific research. As the result the structure of production costs change where the most part thereof is related to intangible
assets. However, growing proportion of these investments and rapid technological changes increase the business risk.

3 Unification of reindustrialisation and deindustrialisation approach from the point of view of the economic theory, correlates with
modern development theories, for example, with accumulation and assimilation development theory (see Richard R. Nelson and
Howard Pack. The Asian Miracle and Modern Growth Theory. World Bank paper 1881. World Bank, February, 1998). The first
group included accumulation theories that explain the rapid economic development of states in the relevant region by
investments in capital. The second group includes assimilation theories - emphasises initiative, innovation and knowledge. At
least in case of Latvia the accumulation and assimilation approach would be of the same importance both in reindustrialisation
and deindustrialisation (innovative economy formation) processes. 

4 Human development index (HDI) incorporates GDP per capita, education level and life expectancy.  
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In 2000, the GDP in Latvia per capita expressed in purchase
power parity was USD 7045 according to which Latvia takes
the 66th place among 173 states (Table 18.1.1; source:
Human Development Reports, 2002, //hdr.undp.org.). The
level of Latvia is the one seventh of the level reached by
Luxembourg, which had the largest gross domestic product
per capita in 2000. But the indicator of Latvia exceeded the
GDP volume of the poorest state Sierra Leone by 14 times.
GDP volume of Latvia per capita is 28% of such level that is
the average level in the states of "high human development"
according to HDI index.

Although the current gross domestic product (GDP) volume in
Latvia is 33% (Figure 18.1.1.) of the average level of EU states
(one of the lowest among EU candidate states), during the last
years backwardness in relation to the EU average level
decreases in Latvia because there are high and stable increase
rates in the State (Figure 18.1.2.). Last two years in Latvia the
GDP has grown about two times faster than in the EU and half
as much as in the EU candidate states on average.

Between 1996 and 2001 the gross domestic product has
grown by 39.3% in Latvia, every year - by 5.7% on average
(Figure 18.1.4.). In 2000 the GDP increased by 6.8%, but in
2001 - by 7.7%. In 2002, the growth may be estimated to be
about 6% according to the evaluation of the Ministry of
Economics.

The growth of the previous three years was ensured by
favourable external demand and increasing internal demand,
in particular, the rapid increase of investments. The private
consumption volume has a stable increase as well. Industry
and services had good increase rates. However, the greatest
contribution to the growth of GDP was provided by the
development of service sectors.

The highest increase was observed in 2001 when external
commodity and service markets were favourable to Latvia,
export of goods grew rapidly and volumes of transit services
increased. Internal demand was stable; that was stimulated
by activities of growing economy, development of financial
sector, reducing tax rates.

During these three years commercial services and trade were
the most rapid growing sectors of the national economy. Their
growth ensured common development of national economy
for a half, at the same time, sectors of goods production - only
for the one fifth.

Compared with 1995 significant changes took place in the
structure of the national economy of 2001 - a proportion of
service sectors has increased to a great extent (from 56.5% in
1995 to 70.4% in 2001) due to rapid development of such
sectors as trade, financial intermediation and different
commercial services; the proportion of agriculture and
industry has decreased.

18.1. Gross domestic product (GDP) 
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During this time period GDP growth was ensured by increase
of productivity, because there has been a reduction in the
number of those employed. However, in total compared with
other EU candidate states the productivity of national
economy in Latvia is one of the lowest.  In 2000, it was 14
thousand PPS per employed person, which is almost as twice
as low in Czech Republic, Slovakia and Slovenia. It lags
behind the indicators of Estonia (18 thousand PPS per
employed) and Lithuania (16 thousand PPS per employed
person).

Reforms performed in Latvia in the previous decade have
strengthened the private sector, favourable macroeconomic
conditions were created for successful development,
environment of entrepreneurial activities is improving (it is
provided by the "Plan of Measures for Improvement of
Environment of Entrepreneurial Activities" accepted by the
Cabinet in 1999 and updated by the Cabinet in 2002, as well
as by the Commercial Law which comes into force on 1
January 2001 and which is a proof to a fundamental reform
of environment of entrepreneurial activities).

Small and medium-sized enterprises (SMEs)5 form an
important sector in Latvia. It is characterised by the following
statistical indicators:

SMEs form 99% of all Latvian enterprises;

more than 70% of employed persons are employed in
SMEs;

part of SMEs in gross domestic product exceeds 65%; and

from 1996 to 1998 the majority of all new work places was
created in SMEs.

Recognising development of SMEs as one of the priorities of
the national economic development, in September 1997 the
government approved the National Development
Programme of Small and Medium-Sized Enterprises of Latvia
for the time period between 1997 and 2001. At present the
Ministry of Economics has developed a project for a new
economic national programme for 2002-2006. /12/

Possibilities of development of the three main economic
sectors will determine the dynamics of Latvian economic
development and fluctuations thereof. Two of them are
closely related to external demand - manufacturing industry
and transit services, and the third is related to the internal
demand that has the most significant effect on the
development of service sectors. Trade, financial and
commercial services shall be mentioned here.

Industry development is closely related to opportunities to
increase the commodity export that shall be evaluated in
three directions of outlets - to the European Union, Russia
and other states of CIS, as well as separately to Lithuania and
Estonia. As regards the EU markets, majority of economists
thinks that there will not be significant improvements in these
markets. Therefore, changes in export volumes will be mostly
subject to capabilities of national industrials to extend market
not to increment of the demand in these countries.
Possibilities of export to Russia may not rise so rapidly as in
2001 and 2001, because the previous dynamics to a great
extent was related to the retrieval of markets lost during the
crisis in Russia. There are good opportunities to increase
export to other states of CIS, such as Belarus, Ukraine,
republics of central Asia.

Markets of Lithuania and Estonia should be mentioned as a
significant opportunity to enlarge export of Latvia. Latvia has
a negative trade balance with both of the states irrespective to
the fact that the export of Latvian goods to these states

5 Law on the Commercial Support Control (adopted by Saeima 19.12.2002.) determines the following definition of SMEs in
Latvia: small and medium-sized enterprises are those, in which less than 250 employees are engaged, in which net annual
turnover doesn`t exceeds 23 milions LVL or total of annual balance doesn`t exceed 15 millions LVL, and in which not more
than 25 percentage of capital share or votes belongs to one enterprise or several enterprises, unconformable to the criteria
mentioned above.
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Energy-intensity is an index indicating gross domestic energy
consumption in relation to the gross domestic product.
Constant prices of the gross domestic product are used for
calculations in dynamics in order to exclude the effect of
inflation on the evaluation of the indicators. The Eurostat
database has the data on the indicator regarding all the EU
member states and  candidate states starting with 1991.

Common trend - the higher developed state, the lower is the
energy-intensity indicator. In 2000, the energy intensity of the
EU candidate states was 3.5 times higher than in EU  member
states. The level of Latvia (Figure 18.2.1.) is close to the
average indicator of the candidate states, it is lower than in
Lithuania and Estonia.

Since 1995 Latvia has made a particular progress in reduction
of the energy intensity level. In 2000, the energy intensity is
by the one fourth lower than in 1995 according to the
Eurostat comparative data (Figure 18.2.2). The average
change in energy intensity in Latvia is -4.12% per year (Figure
18.2.3.).

Reduction of energy intensity was determined by several
factors. One of the main factors is the rapid reduction in
demand for heat. During these years the demand for heat has
reduced almost by half. The second largest position, which

determined the total reduction in demand for energy
resources, was the decrease of final consumption of oil
products irrespective to its final consumption in transport.
Much less oil products are used as an energy resource in
industry and agriculture. Demand for electricity is quite
unstable during years, but it has a slight trend to grow in total.

During these years household demand for energy resources
has decreased mainly due to the reduction in heat
consumption. Industrial demand has fell down almost by
10%, but the largest decrease of the demand has been
observed in agriculture - almost by half. It has increased only
in transport - 1.8 times. The growth of household energy

enlarges rapidly each year, because the import of goods from
Lithuania and Estonia increases even faster. On the other
hand, entrepreneurs of Lithuania and Estonia in their
activities in Latvian market exceed entrepreneurs of Latvia in
their markets. Therefore, expansion of Latvian export to the
two neighbouring states may be performed at higher rates,
following the example of Lithuanians and Estonians, and
greater attention shall be turned thereto not talking about the
pressure of competition caused by Lithuanian and Estonian
entrepreneurs to Latvian entrepreneurs in our internal market
which has not less significant effect on development of
individual industrial sectors in Latvia.

Development of transit business will not provide a significant
contribution to the growth of gross domestic product in the
immediate future. Possibilities of development in Liepâja and
Rîga ports will be reduced by the great decrease of transit
services in the Ventspils port in relation to transportation of

Russian oil products.

During the following two years the development trends of
service sectors may remain at the level of previous years,
because dynamics of internal demand is persistent which is
ensured by stability of the financial system, low inflation,
perspectives to join the EU and NATO, and other factors.
Summarising the presumptions referred to above, the
development in the following years may be at the level of 5%
- 7% where the greatest contribution will be provided by the
development of service sectors.

Development of Latvian national economy will be particularly
facilitated by the Latvia's accession to the European Union
when, based on the decisions of the EU Council, signing of
accession treaties is planned on 16 April 2003 in Athens, but
1 May 2004 has been determined to be the date of accession
to EU./1/

18.2. Energy intensity
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Although there have been discussions for years in Latvia on
regional, local governmental and territorial reforms,
everybody agrees that there must be five regions in the State
- the region of Rîga, Vidzeme, Kurzeme, Zemgale and

Latgale. Moreover, a special value characterising Latvia shall
be considered - the fact that almost three times more
inhabitants reside in the Rîga region than in any other region.
Anyway, the Central Statistical Bureau (CSB) compiles data in
accordance with an agreement between the European Union
Statistical Bureau Eurostat and CSB on regional division in
conformity with the principles of the NUTS Classification of
Territorial Units.

There are marked differences between social and economic
development in regions of Latvia. Almost the two thirds of
GDP of Latvia is formed in the largest region of Latvia - Rîga
region what is determined by a large number of inhabitants
therein (40.6% of inhabitants of Latvia) and the high GDP
level per capita (Figure 18.3.1).

Both in 1999 and 2000 the average GDP indicator per capita
in Rîga region was 3.3 times higher than in the less developed
Latgale region; the difference between territories forming the
regions is thirteen times. The highest GDP per capita is in
Ventspils which in 1999 and 2000 constituted 282% of the
average level in Latvia, but the lowest - in Rçzekne region -
only 21% of the average level.

In addition, as indicated by the data in Figure 18.3.2 -a trend
of stable growth of GDP per capita is observed in Rîga region
only. The GDP reduces in least favourable regions and the
level of 2000 lags behind the level of 1996.

Entrepreneurs mostly prefer Riga region in order to develop
their business. In 2001, the number of economically active
enterprises has increased by 784 enterprises, it occurred only
in Riga region. The number of economically active enterprises
has reduced in other regions. Particularly unfavourable
situation is in Latgale. The number of economically active

consumption in the balance sheet of 2001 is mainly related
to the rapid increase in utilisation of fuel wood.

Also the structure of the utilised primary energy resources has
changed  - the part of oil products has reduced, but the part
of gas and wood/woodchip has increased to a great extent.

There are almost no energy resources in Latvia. There is
wood, peat and hydroresources (fuel and natural gas is impor-
ted in the amount of almost 100%, electricity - up to 50%).
However, it means that - for the growth of GDP without the
growth in consumption of energy resources Latvian national
economy must be directed to the knowledge-based
production of products (information and communications
technologies, biotechnology, pharmacology, production of
ecologically pure food, deep wood processing) and services
with a high value added (transit, tourism, financial services,
business management, distribution of goods and services)./3/

Energy efficiency measures will have an important role in
reduction of energy intensity in future, because crucial
changes related to new management and trade conditions in
utilisation of primary energy resources of Latvia and in the
structure of demand for final consumption took place in the
middle and at the end of the 90's. Also the EU directives
require to pay great attention to energy efficiency.
Concurrently with other priorities (also determined in the EU

directives) - establishment of oil and oil product reserves,
delivery safety, market liberalisation and transparency of
electricity and gas prices, it was included in the Energy Law
adopted by the Saeima on 3 September 1998. On 21
November 2000 the Cabinet approved the concept "National
Energy Efficiency Strategy".

The European Council (98/C394/01) supports the objective
set by the EU - to try to reduce energy intensity in final
consumption on average by 1% a year - to the time period
between 1998 and 2010. The only problem consists of the
fact that it is not clear how this process should be monitored
and measured.

In the research (Baseline projections) developed in 2000 by
the National Technical University of Athens for the needs of
the European Union, the authors lead to think that the ave-
rage reduction of energy intensity within a time period from
1995 to 2010 may be 1.7% a year. Then the priority would
be provided to such groups of goods and services having low
energy intensity in their production and service. At the same
time experts predict that between 2000 and 2010 the GDP
in the European Union might grow by about 2.4% a year. It
means that if states would not keep closely to the percentage
determined in relation to the reduction of energy intensity,
volumes of energy resources consumed will increase./13/

18.3. Regional cohesion
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enterprises per 1,000 inhabitants is 8.9 there, while in Riga
region it is 26.5.

The less developed entrepreneurial activities in regions also
determine the great differences between employment and
unemployment levels. The highest unemployment level is in
Latgale. In 2001, every seventh economically active
inhabitant did not have employment there (Figure 18.3.4.).

In order to help the least favoured areas to develop and to
promote the structural equalisation, there is a possibility to
receive the financial aid of European Union pre-structural
funds. It has been provided for territories where the GDP per
1 inhabitant is lower than 75% of the average EU indicator.
Even in the economically high-developed region - Rîga region
- in 1999 this indicator reached 44% of the average EU
indicator (Figure 18.3.2.).

In order to reduce and equalise the radical differences among
various parishes, towns and regions, on 22 May 1997 Saeima
adopted the Law On Specially Assisted Regions the purpose
of which is to create possibilities for accelerated economical
development of the specially assisted regions and regional
cohesion.

The Law On Specially Assisted Regions forfeited by the Law
on Regional Development adopted by Saeima on 21 march
2002 coming into force. Due to the Law on Regional
Development the status of a region requiring special
assistance assigned until now is in force till 27 June 2004.
After that the status of a region requiring special assistance
will be granted and revoked by the Council of Regional
Development in accordance with the order determined by
Cabinet of Ministers.   

Procedures for granting the status of a region requiring special
assistance have been performed in two stages by now. In the
first stage, specially assisted regions were determined
considering statistical indicators and recommendations of the
Ministry of Environmental Protection and Regional
Development (MEPRD, Ministry of Environment - since 1
February 2003) regarding territories development of which is
limited by regulations included in laws and other regulatory
enactments. In the second stage, programmes had to be
developed for potential specially assisted regions which
programmes were evaluated by the inter-ministry committee.
On the basis of the evaluation of experts, the Regional
Development Council selected such regions to be granted the
status among potential specially assisted regions. The Cabinet
approved the list. The status of a region requiring special
assistance was granted for three years.

In 1997, the Cabinet granted for the first time the status of a
region requiring special assistance to 64 local governments. In
1998, the Cabinet supplemented the order and granted the
status of a region requiring special assistance to 84 local
governments in total. 5 regions, 9 towns and 70 parishes
received the status. On 28 June 2001, the Cabinet again
granted the status of a region requiring special assistance to
135 local governments (including 5 regions, 16 towns, 1
county and 113 parishes). /10/

As regards the regional cohesion and regionalization, the
relevant processes in the European Union and the position of
Latvia in such processes must be taken into account. The
forecast in relation to the regional segregation of the world
and the European Union or just opposite - unification or

globalisation - has been referred to in the development
scenarios of the Long-term Economic Strategy of Latvia:

as the world and regional economic centres will continue
to consolidate and their importance and effect on all
development processes will increase, mutual economic
integrity of such centres will grow;

Latvia will access to European Union and it will ensure sa-
fety and development of the State of Latvia to great extent;

restructuring will be observed in the European Economic
Centre: on one hand, it will be connected with the EU
enlargement process, on the other hand - the larger a
system, the greater the necessity for internal structuring
thereof, therefore stronger trends of regionalization are
possible in EU. As the result there will be 3 or 4 European
economic sub-regions: Western Europe (in the shape of
the first six states of the European Community), Eastern
Europe (Poland, Czech Republic, Hungary, Slovakia),
Southern Europe (Spain, Portugal, Italy, Greece) and
Northern Europe (Scandinavia and Baltic States). Certainly,
such division in regions is relative, because on the basis of
it there will be relatively more active economic
relationships; further integration of the Northern Europe
sub-region will be significant to Latvia which will proceed
rapidly; and

the interest of foreign investors, primarily investors of
Northern Europe, about Latvia will increase rapidly,
however, also entrepreneurs of other European Union
States and world states will be interested to make
investments in Latvia. /3/
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In recent years, the growth in consumer prices in Latvia is
close to the inflation level of developed countries, but among
Central and East European states (Fig. 18.4.1.) it is one of the
lowest. It is expected that inflation within such limits (2-3%)
will remain also in future years. In total, in 2001 consumer

prices have grown by 2.5% in Latvia, for goods - by 2.7%, but
for services - by 2.0%.

Up to 2001 prices for services grew more rapidly than goods
prices. This was determined by both the fact that this sector
is not subject to international competition and the fact that
individual prices for services are determined administratively.
Government controlled (for example, apartment rents) or
subsidised (for example, city transport) are mainly the services
prices, which require large capital investments, and their
increase in price is restricted in order to reduce social
tensions. Therefore, this price level is still significantly lower
that the relevant price level in developed countries where
such capital-intensive service prices conform in large measure
to their costs.

Of the public utility prices unchanged has remained an only
electricity tariff; for all others prices have risen - from 1.5% for
solid heating fuel to 5.5% for water supply and other services
associated with housing.

Capital intensive services' prices will continue to increase,
until income from their sale covers firstly recurrent
expenditures and later also future costs, reaching a level at
which conditions may be such as to make new investments.
These services' prices usually increase in proportion to the
growth in inhabitant's incomes.

In 2001 and 2002 goods prices increased more rapidly
because there was a significant increase in the prices of food
products and in 2002 also in fuels. 

Non-food goods prices increase somewhat slowly. In total in
recent years prices in this sector have grown very little and
this shows that an open (subject to international competition)
equalisation of the goods sector prices with world prices.

Producers' prices in industry in recent years have grown
somewhat slowly, which to a certain degree is delaying the
development of the manufacturing. In contrast to the 2001
trend when prices increased relatively rapidly, which created
a significant improvement in the situation of individual
manufacturing sectors, the growth trend of producers' prices
slowed. 

On Latvia as a state with a small and open economy, the
greatest impact on producers' prices is left by changes in
foreign trade prices, which are determined by the world price
of the relevant goods and fluctuations in exchange rates. With
changes in world prices and/or exchange rates, changes occur
in incomes from exports and expenditures for imports, which
in a direct and indirect way is reflected in domestic price
changes. In 2001 and 2002 the prices of exported production
increased more rapidly than that sold in the domestic market.
Exports were favourably influenced by the increase in the
euro exchange rate.

Forecasts from the Ministry of Finance show that the
consumer price index (CPI) in 2002 (as against the previous
year) will be 2.0%, but beginning with 2003 up to even 2007
- 3.0%.

18.4. Prices and inflation 
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18.5. Export and import of goods and services

Latvia has a characteristically marked negative trade balance.
In 2000 it was 14.8% of GDP, but in 2001 - already 17.8%.
The negative trade balance has been covered by 1/3 part on
average by the positive service balance because in Latvia's
export earnings there is a relatively large transit services part.
The volume of Latvia's goods exports and imports increased
each year, except for 1999, when they were significantly
affected by the Russian crisis.

Latvia's goods exports continued to increase in 2001 at the
same rapid pace as in the previous year - its volume
increased by 11%. In 2001, goods exports were favorably
affected by the improvement in the terms of trade, with the
rapid growth in export prices. This in turn was affected by
favorable changes in the exchange rate and an increase in
world prices, especially for food products.

The volume of goods exports in 2001 increased in all groups
of goods, however, more rapidly - in food goods, metal
processing and machinery production export (Fig. 18.5.1.).
With this the structure of exports has changed a little,
increasing the part of the referred to groups of goods and
decreasing wood and articles of wood part.

Exports to EU states in 2001 increased by 5% (Fig. 18.5.4.).
Latvia's most important export partners were: Germany -
16.7% of total exports (in 2000 - 17.2%), Great Britain -
15.7% (17.4%) and Sweden - 9.6% (10.8%). /14/

In 2001 Latvia's exports to Russia and other CIS states
increased very rapidly - by 32%. Exports of food goods to CIS

states in 2001 exceeded by two times the level of the
previous year. There was also an increase in exports of other
groups of goods. Similarly, exports increased very rapidly to
Estonia and Lithuania - by nearly 20% (especially significant
increases in food goods and metal processing and machinery
production exports).

In turn the volume of imports in 2001 increased at an even
faster rate (by 14%), and the trade balance as whole
deteriorated. The largest increase was in the metal
processing and machinery production group - not much less
than 1/3 of the total increase in imports (also important were
the agricultural and food products, means of transport and
chemical industry groups). On the other hand, the largest
decrease in imports was the mineral products group - by
1.7% (Fig. 18.5.2.).

Imports from the EU states in 2001 increased by 14.1%.
Increases were observed in nearly all groups of goods (except
for mineral products, vegetable products, precious stones,
optical instruments and medical apparatus groups), the
largest - in the metal processing and machinery production
group, which made up approximately 1/3 of the increase in
imports from the EU states.

Imports from CIS states in 2001 decreased by 0.8%. This fall
was mainly determined by the fall in imports of mineral
products. On the other hand, a significant increase in imports
was observed in the chemical industry and allied sector
production group, which somewhat reduced the decrease in
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imports from CIS states.

Latvia's marked negative trade balance (Fig. 18.5.3.) is partly
covered by the positive services resulting balance. Services
export increased by 1.5% and imports decreased by 6.9%.
Taking into account the fact that the actual volumes of
exports are larger than imports, the positive resulting balance
for services has appreciably increased.

More than 60% of the services exports consisted of income
gained from transit transport (Figure 18.5.6.). In the year
2001 cargo turnover in ports and by railways increased, even
though the total income from transport in LVL in 2001
increased minimally - only by 0.2%. The main increase in
income from transit services appeared in such commercial
service positions as insurance, services provided by various

transport agents companies and similar. Income from
financial services also increased.

In recent years income from tourism has not increased. Only
the visitors to the Riga jubilee event in the summer of 2001
gave a small increase, business traveller expenditures in
Latvia decreased. With this the total income from travellers
in 2001 was less than previously. Similarly income has
appreciably shrunk that foreigners provided for
communications services - in 2001 they were half as large as
in the previous year.

The projections of the Ministry of Finance of the Republic of
Latvia indicate that at constant prices an increase in exports
in 2002 is expected of 4.8%, in 2003 - 7.7%, 2004 - 7.9%,
2005 - 8.1%. For imports respectively - 4.9%, 5.8% and 6.4%
and 6.7%.

We`ll expected in the following years the growth rates of
goods export the same as previous years. Due to experience
of the years 2001 and 2002, in spite of unfavourable external
demand created by global economic growth rates decrease,
exporters of Latvia have founded a chance to enlarged their
own marketing of goods. Keeping the current trends, when
the internal demand is a major source of economic growth,
growth rates of goods import can remain due to the level of
previous years. But the sizes of services export can a little
decrease considering the discriminative attitude of Russia to
their oil transit through ports of Latvia. 

The goal of Latvia's foreign trade policy is the stimulation of
a favourable export-import proportion and the promotion of
Latvia's competitiveness in foreign markets, as well as Latvia's
further integration in the international trade economy. In
order to purposefully promote exports, the Cabinet has
approved the "National Programme on Foreign Trade". An
important measure in the implementation of the programme
was the "Development of Foreign Trade Representation
Concept" approved by the Cabinet on 23 April 2002, which
provides for the renewal and development the LAA
representation network abroad and to strengthen its support
institution in Latvia, thus improving the State external
economic interest representation system.

On accession to the European Union, Latvia undertakes to
fully implement the requirements identified in Chapter 26 of
the European Union Legislative Screening A-list, "External
economic relations". Already at the end of 2000, this chapter
was provisionally closed, that is, the position of Latvia in the
area of external economic relations was prepared.

On 10 February 1999 Latvia became a full member state of
the World Trade Organisation (WTO). For information: the
WTO has 144 member states, 32 states are in the process of
joining. In circumstances of the general liberalisation of
international trade, the greater part of the states in the world
actively utilise the trade defence instruments specified by the
WTO - protection of domestic markets, antidumping or
counter-subsidy measures. Thus, the Law On Safeguarding
the Domestic Market, the Antidumping Law and the Law On
Protection against Subsidised Imports regulates domestic
market protection in Latvia. The State Trade Defence Bureau
(VITAB) under the supervision of the Ministry of Economics
administers these.
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The national tax system, which is the most important source
of revenue for the overall state budget, is regularly modified
in accordance with national fiscal and economic interests
(Figure 18.6.1.). In recent years, there has been a decline in
the tax-to-GDP ratio (Figure18.6.2.), which has largely been
determined by the reduction in social security payment rates
(largest share of tax revenue of all taxes).

Between 1998 and 2001, the tax-to-GDP ratio of direct
taxation (corporate income tax, personal income tax, social
security payments, property taxes) fell from 21.9% to 19.1%,
and a further reduction in this ration to 18.7% is forecast for
2002.  /11/

Ratio of natural resources tax and excise tax to total tax
burden

The tax burden, which is defined as the percentage ratio of
total tax revenue (and comparable non-tax payments) to
Gross Domestic Product at market prices, has a considerable
impact on various aspects of the economic and social
development. The greater the total tax burden, the greater
resources available to be divided up for public purposes,
which are reflected in the overall state budget. Accordingly,
more opportunities arise to direct financial resources to meet

With Latvia becoming a member state of the European
Union, regional economic integration will become a priority
of Latvia. Therefore, in the nearest future, Latvia will be
basically orientated to deepening integration and the
preparation and entering into of free trade agreements (FTA)
with the European Union and states, groups of states and
unions, which are in an integration process with the EU.

FTAs, which are entered into by the European Union and
associated states include 30 states and form a unified trading
space. Latvia in fact has already entered this free trade space,
which in the end will unify these 30 states (Latvia still has not
entered into free trade agreements with Bulgaria and
Rumania).

At  this time Latvia has entered into 11 free trade agreements
with 28 states: with 15 European Union states, with 4 states
of the European Free Trade Association, as well as with
Lithuania, Estonia, the Czech Republic, Slovakia, Slovenia,
Poland, Hungary, Turkey and the Ukraine. /1/

18.6. Total tax burden 
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the requirements of social programmes and to provide for
projects related to the provision of public services and
infrastructure development. An increased tax burden is a
means of ensuring a higher level of income reallocation and
as a result a higher level of social security and social equality.

At the same time, an increased tax burden reduces
entrepreneurial profits. On a secondary level, it reduces the
opportunities for economic growth and the competitiveness
of companies in external markets. However, viewed
objectively, there is no set "optimal tax burden". The size of
total tax revenues, which is chosen during the development
of national fiscal policy, is dependent on many socio-
economic factors as well as the guidelines that govern
national economic policy.

Firstly, the national tax burden could be lower, if there is ano-
ther large source of revenue within the structure of the
overall budget, for example - revenue from privatisation.
Secondly, the national tax burden is dependent on the
demographic structure of its population - if the state has a
large number of children and pensioners and a
correspondingly small number of inhabitants of working age,
then the tax burden must correspondingly higher, in order to
guarantee funding for social programmes.

Alternately, in the short to medium term, the government
may choose to effect a decidedly liberal fiscal policy, with
low taxes designed to stimulate increased entrepreneurial
activity and an influx of foreign investments. Each individual
system of tax rates and regime of tax breaks is also important,
because their goal is to support or slow down certain national
socio-economic processes in a selectively chosen way
(regulating function of taxes).

Tax burdens vary considerably between countries - from 51-
52% (in Denmark and Sweden) down to 18-25% (in Mexico
and Korea). The experience of developed countries indicates
a stable trend towards an increase in the total tax burden.
During the last 25 years, its average indicator among
European Union countries has grown steadily from 34.1% (in
1975) to 42.1% (in 1999). The only countries in which the
tax burden has slightly decreased are several highly
developed countries with stable economies (Switzerland,
Germany, the Netherlands) and countries going through a
phase of economic transition.

A dedicated policy aimed at reducing the tax burden has
been effected in several Central and Eastern European
countries - Poland, Hungary, the Czech Republic and
Slovakia (on average by 2-5% points in a six year period).
During the period between 1985 and 2001, Ireland has
effected a gradual and stable reduction in the tax burden
(from 35.0% to 29.2%), which is historically linked to
Ireland's accession into the European Union and its intensive
use of cohesion fund resources. At the same time, in fifteen
years the tax burden in other cohesion fund countries
(Portugal, Spain, and Greece) has increased by 7-8%.

The structure of the total tax burden is also significant from
the perspective of regulation. The tax burden may be
examined in relation to traditional production factors - work,
capital and resources. Those taxes that are not directly
related to one of the production factors are collated in a
separate group - neutral taxes (or in other words - taxes on
consumption).

The most typical examples of taxation types (and non-
taxation revenues) that are applied to these groups are:

taxes on labour:

o personal income tax;

o social security payments;

taxes and non-taxation revenues on capital:

o corporate income tax;

o property taxes;

o privatisation revenues;

taxes and non-taxation revenues on resources:

o environment taxes (in Latvia - natural resources tax);

o excise tax on oil products;

o state revenues or forests;

neutral taxes (or taxes on consumption):

o value added tax;

o excise tax on alcoholic drinks and tobacco.

Looking at the breakdown of the total tax burden among
these groups, the socio-economic consequences can be
analysed, which arise through swapping the internal ratios of
the total tax package. If there is an increase in the covering
of a certain group (production factor) with taxes, then there
is a corresponding increase in its production factor costs and
the economy is stimulated to develop in such a direction
where this factor is utilised to a lesser extent. Therefore, an
increase in the tax burden on labour is likely to result in a
reduction in the number of jobs and a corresponding
increase in unemployment. 

An increase in the tax burden on capital is likely to result in
a reduction of domestic investment entrepreneurial activity
levels nationally. Consequently, this will almost certainly
result in a decline in the growth rate of Gross Domestic
Product.

In turn, an increase in the tax burden on resources is likely to
precipitate a reduction in the level of resource consumption
in the economy, promoting the economising of resources
(including energy resources) and the growth of sectors that
involve negligible consumption of resources (service sectors,
knowledge intensive production and production with a high
value added).

Accordingly the idea of purposely seeking the restructuring of
the tax burden - i.e. a reduction in those taxes, which cover
labour and capital and a corresponding increase in those
taxes that cover resources - has gained acceptance as a
fundamental truth in academic and in some political circles.
Such a tax policy is known as 'The Green Tax Reform'.

If the structure of budget expenditures is also subjected to
reform by analysing it in accordance with spending related to
the development of certain factors, then term 'The Green
Budget Reform' is applicable. The goal of such budget reform
is not only to guarantee sufficient funding for environment
protection measures, but is broader still - to increase the eco-
efficiency of the economy. In this particular context,
increasing expenditures for education, science, social
programmes, promotion of the utilisation of alternative



Sustainable Development Indicators in Latvia 2003

85

energy resources etc. all fit into 'Green Budget Reform'.

In implementation of such reforms in many European
countries there is a notable experience (both in the analysis
and implementation of policy and in the creation of political
harmonisation instruments - such as environment tax reform
commissions etc.). Examples that can be mentioned include:
Austria, Italy, France, Germany, Belgium, Norway, Denmark,
Sweden, The Netherlands, Switzerland, Poland, Hungary
and Slovenia. Usually the redistribution of the tax burden is
very gradual (by 3 - 5% points) and is implemented over a
comparatively long period of time (5 - 10 years).

In Latvia, specific surveys aren`t yet to be carried out re-
garding the tax burden and changes in its structure. Likewise,
there are no surveys and projections to analyse the socio-
economic consequences of such changes. Therefore the data
incorporated here, even though it based on internationally
proven methodology /1/, should only be thought of as an
approximate assessment of the real situation.

In practise, in Latvia since 1998, several recent governments
have as shown in diagram (Figure 18.6.4.), implemented
policy aimed at reducing the tax burden. The only exception
to this is an increase in the ratio of budget revenues to Gross
Domestic Product (provisional data) of 0.6% in 2002.

Long-term policy has been developed and is being imple-
mented in regard to several areas of tax policy (including
corporate income tax, social security payments). However,
such policy is not sufficiently clearly defined in relation to
other taxes or the total tax burden. In fact, the reduction in
the tax burden on capital may be viewed as being stable, as
well stabilisation of the tax burden on labour at the current
level (16.5% or GDP or 45.5% of total tax revenues) may be
observed.

Taking a separate look at the tax burden on resources (not
only natural resources tax, but mainly excise tax on oil
products), there has been steady decline in this proportion of
the tax burden (from 3.66% in 1998 to 2.45% in 2002, that
is, an annual reduction of 0,3% points). In Latvia, this
particular component of the tax burden is (2.5% of GDP or
6.8% of total tax revenue) comparatively smaller than that in
many other countries around the world. These indicators
completely conform the to the average indicators in OECD
countries, however, for their part, the latter are significantly
influenced by the indicators of countries such as USA and
Japan, in which tax instruments are little used in shaping

environmental policy and which are according very different
from EU countries. In turn, in European Union and Central
and Eastern European countries that share of the tax burden,
which is applied to resources, ranges from 3% of GDP (in the
Czech Republic, Finland, Hungary, Ireland, Sweden, United
Kingdom) to 3.5-4.5% (the Netherlands, Greece, Norway,
Portugal as well as in Denmark where the figure is as high as
5.0%).

Issues of tax policy are always dependent on the specific
government's overall political platform and greater stability
should not be expected in this area than in any other.
However, the development of a justified long-term strategy
would be desirable for this area that would be systematically
harmonised to all sensitive areas - the social security system,
the development of entrepreneurial activity and the creation
of new jobs, the development of a national strategy for
education and science and correspondingly - a growth in the
value added of Latvian industrial production, an increase in
the efficiency of resource utilisation, a long-term strategy for
the attraction and utilisation of EU pre-accession structural
funds etc.

In relation to the sustainable development policy co-ordina-
tion system established in Latvia (essentially - the activity of
the Council for Sustainable Development), the opportunity
for the development of a concept for “The Green Tax
Reform” and a co-ordination council that would order and
co-ordinate the necessary surveys, as well as harmonise and
co-ordinate the reform implementation process politically
should also be considered. The reform strategy tried and
tested in several countries around the world (including in
countries of economic transition - Poland, Hungary, Slovenia)
might provide a discernible stimulus to the recovery of
Latvia's socio- economic climate.

Excise tax on oil products

As with revenue from value added taxation, revenue from
excise taxation (Figure 18.6.2.) is influenced by changes in
domestic demand. 

The largest share of taxation revenue is made up of the
excise tax on oil products - in 2001, this amounted to 53%
(or 85.7 million LVL) of the total revenue from excise
taxation. Excise taxation revenue from oil products has
suffered as a result of changes in the structure of Latvia's fleet
of cars (this is due to an increase in the ratio of cars that
consume gas or diesel fuel). This is demonstrated by the tax
rate - for diesel fuel it is only 100 LVL for 1,000 litres,
whereas for petrol it is 160 LVL for 1,000 litres. In
accordance with statistics collated by the Road Traffic Safety
Directorate, in August, 2001 in comparison to the beginning
of 1999, the proportion of vehicles that utilise petrol within
the total number of vehicles had fallen from 88.1% to 83.8%,
whereas the corresponding figure for vehicles with diesel
engines had risen from 11.8% to 14.9%.

It is forecast that in 2002, the revenue from excise taxation
on oil products will increase by 17.6%. The primary
explanation for this increase is the increased number of cars,
as well as an increase number of kilometres covered by
drivers.
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Factors that have a positive bearing on the income from
excise taxation are the growth in Gross Domestic Product
(macroeconomic factor) and the improvement in the
administration of taxes. Factors with a negative on excise
taxation revenue include - changes in the structure of
consumption for excise goods (macroeconomic factor), the
influence of free ports and special economic zones, the
cancellation of excise taxation rates on precious metals,
precious stones and their by-products (legal factors), as well
as the shadow economy and tax debts.  

Natural resources tax (NRT)

The purpose of the specialised tax (Figure 18.6.3.) - natural
resources tax (NRT) - is to reduce mismanagement of natural
resources and pollution of the environment, to reduce the
manufacture and sale of production polluting the
environment, to promote the implementation of new and
improved technology reducing pollution in the environment,
to support the strategy of sustainable development in the
economy as well as to generate the funding necessary for
environment protection measures.

In the law "On natural resources tax" it is determined that
40% of tax payments paid in relation to the extraction of na-
tural resources or pollution of the environment in quantities
that are within the specified limits shall be transferred to a
special budget for state environmental protection (admi-
nistered by the Latvian Environment Protection Fund). The
remaining 60% shall be transferred to the special
environmental protection budgets administered by the local
governments in whose territory the activity in question was
performed. 

Natural resources tax covers:

natural resources extracted as a result of any commercial
activity;

environment pollution - waste, emissions and polluting
substances;

goods and products that are harmful to the environment;

packaging of imported and domestically manufactured
goods.

The tax is calculated according to the basic rates and
additional rates. The basic rates for the types of usage of
natural resources for which tax must be paid are specified in
the annexes of the law "On Natural Resources Tax" (adopted
in the Saeima, 14.09.1995, amendments - 19.12.1996,
06.04.2000 and 20.12.2001) and in the corresponding
Cabinet of Ministers regulations. Additional rates are
enforced for the usage of natural resources in excess of the
quantities specified in the limits, the taxation of which is
calculated by summing the basic rate in regard to the amount
of pollution released into the environment that exceeds the
limit, as well as additional rates, which are three times the
amount of the basic rate.

Tax allowances and refunds are applicable, if:

taxpayers, who finance the projects, the aim of which is,
by carrying out technological improvements or environ-
mental protection measures, to reduce environmental
pollution or consumption of natural resources, shall

receive a tax allowance in the amount of the sum that is
necessary for the implementation of this project;

based on a recommendation from the Packaging Manage-
ment Council, the Ministry of the Environment has the
right to determine tax allowances and discounts for
companies, which implement a voluntary packaging waste
management programme. 

Natural resources tax (NRT) payments are directly dependent
on Latvian corporate economic activities and the burden
they place on the environment.

NRT tax revenues both increase with the increase of total
economic activity, and decrease as companies and local
governments perform environmental protection measures.
NRT is also closely linked to the fluctuations in other taxes,
for example, customs tax. In planning tax revenue, a
reduction in tax revenue is also taken into account that is
linked to the issue of tax allowances and discounts in
accordance with the law "On Natural Resources Tax" to
companies, which implement a voluntary packaging waste
management programmes.

Factors that have a positive bearing on NRT revenue are an
increase in corporate economic activity and a larger burden
on the environment (macroeconomic factors). Negative
factors include environmental protection measures
(macroeconomic factors); tax allowances and discounts (legal
factor) as well as the shadow economy and tax debts. /11/

In 2001, revenues from natural resources tax increased by
1.7% and came to 10.5 million LVL. Taxes transferred to the
State Environmental Protection Fund amounted to 8.1
million LVL, and those transferred to the special local
government budget - came to 1.9 million LVL. /14/

In recent years, the government has reduced and plans to
continue reducing the corporate tax burden. Tax refunds are
prescribed in legislation for large investment projects, as well
as for those companies that manufacture high technology
products or operate in special economic zones. Thus, for
example, in accordance with the law "On tax enforcement in
free ports and special economic zones", corporate tax
refunds have been applied to companies operating out of
Riga free port and Ventspils free port since January 1, 2002.
/11/

The tax rates for obligatory social security payments, property
tax and corporate income tax are being gradually reduced.
For example, in accordance with amendments to the law
"On corporate income tax", it is planned to gradually reduce
the rate of corporate income tax from 25% to 15% (in 2002
- to 22%, in 2003 - to 19%, in 2004 - to 15%), preserving the
certain refunds for small companies from 2002 - 2003. /11/

The forecasts for coming years in regard to revenue from
excise taxation on oil products have been compiled in
accordance with the predicted rates for economic growth
and changes in the car fleet. From 2004 until 2007, an
annual increase in tax revenue of approximately 5% is
forecast within this group of excise goods. /14/

In forecasting the revenue of natural resources tax (NRT)
from 2003 - 2007, such factors were taken into account that
affect NRT revenue such as GDP growth, changes in the
structure of economic sectors, changes in resource
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consumption, reduction in pollution, as well as the issue of
tax allowances (the projections do not take into account
potential changes in regulatory enactments). In 2003, the
NRT revenue is forecast to come in at 11.5 million LVL (an
increase in comparison with the 2002 revenue of 2.1%) or
9.5 million LVL - for the state environment protections
special budget and 2.1 million LVL - for the special budgets
of local governments. /14/  

The European Union only harmonises indirect taxes, that is
VAT and excise tax, prescribing minimal tax rates, equal
terms and conditions for the enforcement of taxation,
repealing tax allowances that cripple competition.

The regulation of direct taxation, for example, corporate and
personal income tax is the responsibility of each individual
member state. The European Union also regulates the
administration of overall taxation: the guaranteeing of tax
revenue, revenue receipt, the prevention of double taxation
and non-payment, the harmonisation of information systems.

Latvia harmonised its legislation with the EU by January 1,
2003 except for the following transition periods and
exceptions:

transition period until January 1, 2005, in order to conti-
nue applying  allowance from  VAT personal payments for
heating;

transition period until January 1, 2010, in order to reach
the minimal excise rate for cigarettes;

transition period of one year following accession into the
EU in order to  apply VAT to transactions in wood;

the right to retain current procedures and to continue to
release royalties paid to representatives of creative
professions from VAT;

the right to retain current procedures and to continue
applying allowance from VAT eligible for deduction pre-
tax to international air and sea passenger transportation;

permanent exception in relation to a limit on annual
turnover, reaching which it is necessary to register as a
VAT payer (registration is obligatory for all companies with
turnovers that exceed 10 thousand LVL).

Among the benefits are the following: the high European
Union tax on cigarettes encourages a reduction in the
number of smokers. The royalties earned by representatives
of creative profession will not cover with VAT, which also
applies to international air and sea passenger carriage.

The fixing of VAT turnover above the level prescribed by the
EU (that is, 10 thousand LVL) will not increase the costs
related to the administration of the tax and will have a
positive impact on the state budget.

Closer co-operation in the field of tax administration and the
exchange of information between member countries will
prevent the payment of double taxation and tax evasion. The
procedures for collecting tax will be simplified and the
protection of data related to taxpayers will be improved.

18.7. Shadow economy

Specification of the amount of the shadow economy is actual
in the whole world - both in states with a developed
economy and in transition economy states. The purpose of
calculating the shadow economy is to include as fully as
possible all types of economic activity results when
determining the total results of economic development. /1./

The Central Statistical Bureau (CSB), for the specification of
the shadow economy utilises a methodology which is used in
all Member States of the European Union. In it are included
all economic activities allowed by law (manufacture of goods
and provision of services), which are not registered and
recorded, or also their inclusion has been partial. Unlawful or
illegal activities, for example, fraud, trading in narcotics,
prostitution, robberies are not included in these calculations.

The total proportion of the shadow economy in the last five
years in Latvia has been relatively constant - 16-17% of GDP,
evaluating it from the manufacturing aspect (Fig. 18.7.1.).
However, changes in particular sectors of the economy were
significant - in 2000 in comparison with 1997, the utilisation
of unregistered workers has significantly decreased in the
trading, hotel and restaurant areas, slightly decreased in the
processing industry and construction, however, significantly
increased in the commercial services and individual services
sectors.

The Gross Domestic Product from the manufacturing aspect
is formed mainly by the income from sales exceeding the
value of the goods and services utilised in manufacturing.

Here should be included all the enterprises from the
manufacture of goods or provision of services, irrespective
whether the producer is registered or unregisteredenterprise,
or also a private person. This aspect show in a direct way the
efficiency of the utilisation of manufacturing resources, as
well as the contribution of the most important economic
sector in the gross domestic product.

In calculating the GDP from the income aspect, all available
information regarding initial types of income is compiled.
Therefore, in looking at the GDP from this aspect, the
proportion of the shadow economy is higher. Specialists
conduct surveys regarding the possible amount of
unregistered wages. As a result, already wage payments to
employed person are being seriously corrected, increasing
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the wage payments shown in reports by 25%.

In determining the GDP from the consumption aspect,
indirect calculations need to be performed in evaluating both
unregistered consumption expenditures of persons and also
the results of foreign trade. The total calculated indirect
amount in this aspect is approximately 20 per cent. /1./
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