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Weak external demand, geopolitical uncertainty, and U.S. tariff policies are affecting economic development in Latvia. Although
the economy has adapted to the new geopolitical situation, inflation rates have stabilized, and new supply chains have been
established, the GDP decreased by 0.4% in 2024 and by 0.3% in the first quarter of 2025 due to weakening global demand.
However, growth is expected to return in 2025, driven by an increase in EU-funded investments and export growth due to
improved external demand, as well as a surge in private consumption. The annual average inflation in 2024 was 1.3%. As
growth resumes, inflation in 2025 will be higher than in the previous year. The main impact on price changes is related to
global fluctuations in energy and food prices, and it will increasingly be influenced by demand, as wage growth is expected to
continue. Despite the weak economic development affecting Latvia's labour market activity, the labour market remained
generally stable. The demand for labour remains high due to workforce shortages caused by the demographic situation. The
risks of declining competitiveness remain very high because the gap between labour costs and productivity growth does not
diminish. Labour costs significantly exceed pre-pandemic levels, while productivity growth has been more moderate during
the same period. The dynamics of Latvia's export market shares are slowing down. To enhance competitiveness, alongside
support measures for companies to reorient from Russian markets to other markets, as well as substantial reduction of
bureaucracy, the shadow economy, and corruption, it is crucial to activate policies aimed at increasing productivity. Latvia's
biggest challenge is innovation, which requires investments in research and development, as well as improving people's
knowledge and skills. Strengthening funding from credit institutions for businesses and developing the capital market is
essential. Insufficient funding for business development is one of the main reasons why Latvia's economic growth has lagged
Lithuania and Estonia over the past decade. Equally important tasks include enhancing national defence capabilities, ensuring
energy security, and utilizing the opportunities of the "Green Deal." Given the geopolitical uncertainty, it is necessary to conduct
a radical review of budget expenditures and effectively invest EU funds and Recovery and Resilience Facility funds to strengthen
economic competitiveness.




WEAK EXTERNAL DEMAND, GEOPOLITICAL UNCERTAINTY
AND U.S. TARIFF POLICIES NEGATIVELY AFFECT GROWTH.

The recovery of Latvia's economy from the COVID-19
pandemic crisis, when GDP grew by 6.9% in 2021, was halted
by the full-scale war initiated by Russia in Ukraine in 2022. In
2022 and 2023, the development of the economy was
significantly affected by disruptions in supply chains caused
by the war, the sharp rise in energy and food prices, high
interest rates, as well as the decline in global demand.
Growth in 2022 slowed to 1.8% due to a deterioration in the
export and import balance and a decline in investments. In
2023, GDP grew slightly faster, by 2.9%, with a decrease in
private consumption, exports, and imports, but an increase in
government consumption and investments.

Although inflation rates stabilized in 2024, due to weakening
global demand, GDP decreased by 0.4%. In 2024, private and
government consumption increased, while exports and
imports, as well as investments, declined.

In 2025, economic development continues to be influenced by
geopolitical ~uncertainty and weak external demand.
Additionally, uncertainties remain regarding U.S. tariff policies,
which negatively impact global trade. In the first quarter of
2025, GDP decreased by 0.3%. The leading indicator tool
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created by LV PEAK shows that entrepreneurs are cautious in
their forecasts for future economic development. However,
certain segments display more optimistic expectations, such
as services, retail, and construction (see infographic on page
11).

According to the consensus forecast of LV PEAK experts’,
overall GDP will grow by 1.3% in 2025, and growth will
accelerate slightly to 2.0% in 2026, driven by an increase in
EU-funded investments and export growth due to improved
external demand, as well as a more rapid increase in private
consumption.

Given the current economic situation, LV PEAK experts identify
urgent tasks for stabilizing the situation, including
strengthening national external and internal security,
promoting investment and productivity, undertaking structural
reforms in the quality of education and healthcare sectors,
significantly reducing bureaucracy, the shadow economy, and
corruption, addressing labour shortages, and encouraging
financial institutions to support businesses. Additionally,
experts believe that intensifying the absorption of EU funds and
Recovery and Resilience Facility resources, leveraging "green
deal" opportunities, is crucial.

Table 1. The economic recovery is affected by geopolitical tensions.

GDP

(% change on previous year)
Unemployment
(Unemployed persons % of economically active population, 15-74 years)

Gross Wages

(Average gross wages, % change to previous year)
Inflation

(Average annual inflation, %)

Source: Central Statistical Bureau (CSB), f - LV PEAK expert consensus forecast.

THE LABOUR MARKET REMAINS STABLE.

Although weak economic development has affected the activity of
the Latvian labour market, overall, the labour market remained
stable. The demand for labour continues to be high due to labour
shortages caused by the demographic situation.

Due to the slowdown in economic activity in 2024, the number of
employed persons decreased by 0.8%, or 6.8 thousand employed
persons, compared to 2023. The employment rate in 2024 was
64%, which is 0.2 percentage points lower than in 2023. The
unemployment rate in 2024 was 6.9%, which is 0.4 percentage

' The experts of the University of Latvia Think tank LV PEAK represent the following institutions:
the Productivity Board of Latvia, the Productivity Research Institute of the University of Latvia, the
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points higher than a year earlier. The unemployment rate is higher
among young people, individuals with low skill levels, and those
living in rural areas.

In the first quarter of 2025, the number of employed persons
continued to decrease (by 1.4% compared to the corresponding
period in 2024) and unemployment slightly increased to 7.4%. It
is expected that the situation will gradually improve in the second
half of the year. The LV PEAK expert consensus forecast indicates
that the overall unemployment rate in 2025 will be 6.7%, with a
slight decrease to 6.5% in 2026.

Faculty of Business, Management and Economics of the University of Latvia, the Fiscal Discipline
Council, the Latvian Academy of Sciences, etc.




LABOUR SUPPLY CONTINUES TO DECREASE.

Adverse demographic processes are narrowing the labour supply
in the labour market and increasing the risks of labour shortages.

It should also be noted that the Covid-19 pandemic crisis has
accelerated the structural changes in labour demand. On the one
hand, it has hastened the automation of jobs in labour-intensive
sectors, primarily reducing the demand for low and medium-
skilled labour without professional skills. On the other hand, it has
increased the proportion of high-skilled jobs, particularly in
information and communication services. Structural problems may
also exacerbate regional disparities in the labour market,
potentially hindering labour market recovery in the future.

Graph 1. The labour market remains stable.
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Seeing that the labour shortage problem in the labour market will
intensify in the future, LV PEAK experts believe that it is necessary
to strengthen the adult education system to ensure the transition
of the workforce from unproductive sectors to growing industries.
The effectiveness of the adult education system will also play a
significant role in mitigating the negative effects of COVID-19 and
the Russia-Ukraine war and in the overall economy.

LABOUR SHORTAGE AND A TIGHT LABOUR MARKET ARE
DRIVING WAGE GROWTH.

The average monthly gross salary continues to increase rapidly. It
is worth noting that significant wage growth in Latvia was already
observed in previous years—the average gross wage growth from
2017 to 2023 exceeded 6% annually. The positive impact on
wages is maintained by the wage convergence process closer to
the wage levels of economically developed EU countries, as well
as the labour shortage.

In 2024, the average gross salary increased by 9.7%, while the net
salary (calculated using applicable employment taxes) was 1,221
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EUR or 72.4% of the gross salary. The real increase in net salary,
taking inflation into account, was 7.6%.

According to LV PEAK experts' predictions, despite geopolitical
tensions, salaries will continue to rise. Gross salaries in 2025 will
increase overall by 7.2%, and in 2026 by 6.6%.

Graph 2. Wages continue to rise sharply.
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HIGH INFLATION HAS RECEDED.

Adapting the economy to post-pandemic conditions at the end of
2021, as well as the Russian war activities in Ukraine launched in
2022, significantly impacted inflation. In December 2022,
consumer prices in Latvia were 20.8% higher than a year earlier,
with the average annual inflation being 17.3%. The prices of
energy resources, food, and raw materials increased significantly.

In 2023, prices began to stabilize. The 12-month inflation rate
decreased to 0.6% in December, while the average annual inflation
rate was 8.9%. The largest upward impact on the average
consumption price level during the year was from the rise in
service prices.
Graph 3. The rapid rise in prices is easing.

CONSUMER PRICES

ANNUAL CHANGES AND 12-MONTH INFLATION, %

Annual average Inflation, %

@ |)-month Inflation, %

2015 2006 2007 | 2018 | 2019 2020 2021 | 2022 2023 2024 2025

Source: CSB.




Conversely, the largest downward impact in 2023 came from the
price decrease of electricity, gas, solid fuel, and thermal energy.

The average annual inflation rate in 2024 was 1.3%, but the price
dynamics became sharper again in the second half of the year -
prices in December increased by 3.3% compared to December
2023. The main impact was from the increase in food and service
prices, while energy resource prices continued to decline.

Graph 4. The prices of energy resources are decreasing.
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In the first four months of 2025, prices continue to rise, largely
influenced by the increase in food and service prices. In April
2025, consumer prices were 3.9% higher than a year earlier.
During this period, food prices increased by 6.4%, while service
prices (primarily healthcare and transportation services) increased
by 6.1%.

According to the forecast by LV PEAK, the average annual inflation
rate in 2025 is expected to be higher than in the previous year,
with an increase of 2.8%. However, for 2026, a more moderate
price increase is projected, averaging 2.6% annually.

PRODUCTIVITY DYNAMICS REMAIN VOLATILE.

The dynamics of productivity are volatile, reflecting uneven
adjustments in product and labour markets. As economic activities
recovered from the crisis triggered by the Covid-19 pandemic, the
rate of productivity growth accelerated in 2021, showing an
increase of 8.3% compared to the previous year, partly explained
by the low base effect. In the subsequent two years, economic
growth was more moderate, mainly supported by productivity
gains — averaging 2.2% annually. In 2024, productivity maintained
a moderately positive trend, being 0.5% higher than the previous
year.

The dynamics of productivity in Latvia have been faster than the
EU average, ensuring convergence closer to the EU average level.
However, the productivity growth rates in recent years have been
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more moderate compared to the pre-Covid-19 pandemic years,
and the productivity gap with the EU averages remains significant.
In 2024, GDP per employee in Latvia at current prices was only
54.6% of the EU average level.

Graph 5. The productivity gap remains wide.
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LABOUR COSTS ARE RISING.

The decline in economic activities has not significantly affected the

dynamics of labour costs. From 2021 to 2024, labour costs

increased almost 1.4 times (an average of 12.5% per year).

Meanwhile, unit labour costs (ULC) during this period increased

by 36%, driven by slow productivity growth.

Graph 6. Labour costs continue to grow faster than productivity.
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In 2021, the productivity increase (by 8.3%) reduced the pressure
of rising labour costs on competitiveness and ULC decreased by
only 1%. The dynamics of labour costs in 2022 and 2023 were
faster due to moderate productivity dynamics, with ULC increasing
by 25.3% over two years. Labor costs continued to rise rapidly in
2024 (by 9.1%), while productivity remained at the previous year's
level. ULC increased by 8.5%.




COMPETITIVENESS RISKS ARE INCREASING.

The risks of weakening cost competitiveness are increasing, as
evidenced by the rise in the real effective exchange rate (REER)
and ULC. The dynamics of Latvia's export market share are
slowing down. Over three years (2021-2023), Latvia's export
market share decreased by 2.1%, including a 1.7% decrease in
developed country markets. The negative trends were largely
driven by the decrease in export share in 2023.

Graph 7. The risks to cost competitiveness are increasing.
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In 2023, Latvia's share of goods exports in global markets was
2.1% lower than the previous year, while in developed country
markets it decreased by 4.8%. It should be noted that similar
trends are observed in Estonia's exports. On the other hand,
Lithuania's share of exports in global markets has increased in
recent years.

PRODUCTIVITY IS THE KEY GROWTH FACTOR.

The crisis-induced adjustments do not significantly alter the long-
term labour cost dynamics, which will continue to be quite rapid.
The increase in labour costs is largely influenced by unfavourable
demographic trends, growing demand, and high competition in
the open labour markets of the EU.

In 2023, labour costs significantly exceeded pre-pandemic levels,
while productivity growth during the same period was more
moderate. This indicates an increasing productivity gap. Latvia's
major challenge is to boost productivity, which is the only way to
counter the growing cost pressure on competitiveness. LV PEAK
experts believe that productivity growth will increasingly need to
rely on knowledge-intensive activities, which currently have a
small share in the economy. Latvia's weakest point is innovation —
investments in research and development, as well as people's
knowledge and skills. However, policymakers must not forget the
"old" issues, such as infrastructure deficiencies, regional
disparities, social inequality, etc. A comprehensive and broader
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approach s enhance and

competitiveness.

necessary to productivity

BUDGET DEFICIT STILL HIGH.

In 2020, the EU's general exemption clause in the Stability and
Growth Pact (SGP) was activated allowing the EU countries to
increase their general government deficits in 2020-2022 to the
extent necessary to mitigate the economic damage caused by the
pandemic. Considering the Russia’s invasion of Ukraine and all the
consequences related to it, the general exemption clause of the
SIP was also valid in 2023. In 2024, the application of EU fiscal
rules was restored, ending the operation of the EU's general
exemption clause.

The high deficit level in the years 2020-2023 was due to the
extensive support measures package aimed at mitigating the
impact of Covid-19 and the war in Ukraine and reviving the
economy. The general government budget deficit decreased from
7.2% of GDP in 2021 to 2.4% in 2023. In 2024, the budget deficit
continued to decrease and was 1.8% of GDP. For 2025, the
Parliament approved a budget with a deficit of 2.9% of GDP.
Although the nominal value of the general government debt is
increasing, it has remained stable in relation to GDP in recent
years. In 2024, it was 18.8 billion EUR or 46.8% of GDP, and
during the year it increased by 1.2 billion EUR.

Table 2. The budget deficit widened significantly because of the
Covid-19 pandemic.

2024 | 2025f

465 | 442 457

-7.2 -2.4

Revenues, % of GDP

Expenditures, % of GDP

47.6
Balance, % of GDP

Source: CSB, f — the European Commission forecast.

Latvia's fiscal position is in a relatively favourable situation, as the
national debt is relatively low, and the country's credit rating is
high. The Treasury can still refinance the national debt at
reasonable interest rates.

Given the geopolitical uncertainty, LV PEAK experts believe that it
is necessary to carry out a radical assessment of budget
expenditures and effectively invest the resources of the EU funds
and Recovery and Resilience Facility to strengthen the
competitiveness of the economy
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FORECASTS OF LATVIA AND INTERNATIONAL INSTITUTIONS — THE ECONOMY WILL GROW, BUT INFLATION WILL ALSO

BE FASTER
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https://www.makroekonomika.lv/prognozes/latvijas-banka-parskata-makroekonomiskas-prognozes-2024-gada-decembris
https://jauns.lv/raksts/bizness/646388-luminor-bank-samazinajusi-latvijas-ikp-pieauguma-prognozi-sim-gadam-lidz-14
https://www.fm.gov.lv/lv/media/21437/download?attachment
https://www.imf.org/en/Publications/WEO/Issues/2025/04/22/world-economic-outlook-april-2025
https://www.em.gov.lv/lv/latvijas-makroekonomiskais-apskats
https://www.cblgroup.com/media/W1siZiIsIjIwMjUvMDQvMzAvM2FvcDFrenNnb18yMDI1X1ExX0NpdGFkZWxlX3Jlc3VsdHNfZi5wZGYiXV0?sha=a737e7a0dceded72
https://www.ebrd.com/home/news-and-events/publications/economics/rep/uncertain-times.html
https://www.swedbank-research.com/latvian/ekonomikasapskats/2025/q1/index.csp
https://www.seb.lv/infotelpa/analitika
https://economy-finance.ec.europa.eu/economic-surveillance-eu-economies/latvia/economic-forecast-latvia_en
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MAIN ECONOMIC GROWTH IN THE SHORT TERM — SLOWDOWN IN GLOBAL ECONOMIC GROWTH, U.S. TARIFF
POLICIES, INCREASE IN INFLATION, CYBERSECURITY, AND GEOPOLITICAL SITUATION IN THE REGION

In the LV PEAK expert survey, participants were asked to evaluate potential risks to economic growth in the short-term on a scale from 1 (very low risk) to
7 (very high risk). The main identified risks are a slowdown in global economic growth, deterioration of the geopolitical situation in the region, U.S. tariff
wars, cybersecurity risks, labour force availability, and rising food prices.

DETERIORATION OF THE GEOPOLITICAL
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MAIN MEDIUM-TERM
LIMITED STATE FISCAL CAPABILITIES

FOR GROWTH — DEMOGRAPHIC TRENDS, INVESTMENTS IN HUMAN CAPITAL,

In the LV PEAK expert survey, respondents were asked to assess potential challenges to economic growth in the medium term on a scale from 1 (very low)
to 7 (very high). The main challenges include adverse demographic trends, balancing the demand and supply of skills, adapting the education system to
rapidly changing conditions, limited state fiscal capabilities, reducing social inequality, increasing investment in research and innovation, improving the

business environment, and enhancing digital solutions in companies and rising digital skills of the population.
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PRODUCTIVITY IN LATVIA
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COMPARISON OF THE BALTIC STATES
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LEADING INDICATORS

In the fall of 2022, LV PEAK, commissioned by the Ministry of Economy, conducted a study - "Creation of a tool for leading indicators, incl. use of open data, etc. alternative
solutions for real-time economic monitoring". One of the data visualization tools is a heat map, which uses business cycle indicators in the manufacturing industry, construction,
service sectors and retail trade, as well as includes the citizens' confidence index and data from the Bank of Latvia on the amount of cash in circulation. In the heatmap, the relative
values of each indicator over time are coloured in a range from red (lowest level) to green (highest level).
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