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CONCLUSIONS AND RECOMMENDATIONS 

FOR POLICY IMPROVEMENTS 
PRODUCTIVY DYNAMICS 

1. Productivity is a key driver of economic growth and has a major impact on the standard of living, prosperity and 

the ability to reduce average working hours without jeopardising consumption. Promoting growth in productivity 

is therefore a major challenge for governments wishing to safeguard competitiveness and increase their citizens’ 

prosperity. 

2. Even though productivity growth has been fairly rapid in Latvia over the past few decades, outstripping average 

growth rates for the EU as a whole, a significant productivity gap persists compared with the EU’s highly developed 

economies. In 2023, the productivity rate in Latvia was 54.5% (72.8% measured in PPS) of the EU average. The LV 

PEAK assessment in 2024 showed that the level of productivity in Latvia in actual prices decreased somewhat and 

was 54% of the EU average. After the global financial crisis, productivity growth rates have shown a downward 

trend. The financial crisis made access to credit harder, hampering capital development and modernisation and 

investment in innovation. 

3. The COVID-19 crisis has aggravated economic risks, but its impact on productivity is unclear. State aid has 

mitigated the negative impact of the pandemic on the economy, but the mechanisms for reallocating resources 

to more productive activities and higher-value-added sectors have been disrupted nonetheless. With the Russian 

invasion of Ukraine on 24 February 2022, the geopolitical situation and economic outlook have worsened, further 

compromising the already weak productivity growth trend. 

4. The slowing pace of productivity convergence points to a ‘productivity trap’, which will require the acceleration of 

structural reforms and fundamentally improved innovative solutions to escape. The Latvian economy’s low level 

of productivity is due to low levels of innovation in the business sector, which are largely attributable to structural 

factors: the predominance of low-tech industries in the manufacturing sector and the relatively small number of 

large enterprises. International experience shows that business and economic sectors structured in that way pose 

a significant obstacle to increasing the capacity for innovation. As the experience of developed countries shows, 

manufacturing has a potentially greater capacity for innovation. The Latvian manufacturing industry is clearly 

dominated in structural terms by low-tech sectors, which in recent years have generated over half the total value 

added of manufacturing, which is almost one-and-a-half times higher than the EU average.  

5. The weakening of productivity dynamics in the post-crisis years has been affected by low levels of investment. 

Historically, and given the current level of development of the Latvian economy, investment should account for at 

least 25.5% of GDP. This means that the amount by which investment has fallen short of the desired amount – in 

other words, the investment gap – in Latvia over the past decade is around 3 percentage points. In terms of types 

of assets, the investment gap is greatest for investment in machinery and equipment, lagging almost 4 percentage 

points behind. Low levels of investment slow down the process of renewing and modernising production 

capacities, thus also negatively impacting productivity dynamics. 

6. Low-level, sluggish investment is basically the result of weak lending, weak capital markets, relatively weak 

demand, relatively high levels of debt in the private and public sectors, and economic and political uncertainty in 

the outside world. It is crucial to develop the capital market by helping raise funds for public companies via stock 

exchanges, and improving the legal framework for attracting institutional investors and strengthening the rights 

of minority shareholders. 

7. Whereas private equity (investment) is the main driver of economic growth, State (public) investment also plays 

an important role in achieving balanced economic growth. Productive public investment improves the productive 

capacity of the national economy by increasing capital and labour productivity. Various studies indicate that public 

investment helps stimulate private investment, as it often targets infrastructure and other projects which do not 

readily attract private capital. Public investment also stimulates the economy, especially in times of economic 

stagnation when global demand and investment are low. 



8. The findings of the European Investment Bank surveys show that Latvian entrepreneurs identify the availability of 

qualified staff and uncertainty about the future as the most important long-term obstacles to investment. These 

are the two most commonly cited obstacles across the EU. Investment is also restricted by high energy costs and 

bottlenecks in the business environment. That said, since last year’s EIB review, Latvian companies have improved 

their perception of some barriers to investment, in particular as regards energy costs, the availability of skilled 

labour, digital infrastructure, the labour market and business regulation. 

9. Monitoring price and cost competitiveness, as well as external and internal balances, in particular external trade 

and current account balances, export market share dynamics, etc., is also important to ensure sustained 

productivity growth. An in-depth study of these indicators allows a broader range of factors affecting non-price 

competitiveness to be assessed. 

10. Risks of weakening cost competitiveness are on the rise, as evidenced by increases in nominal unit labour costs. 

Labour costs are growing faster than productivity. Between 2019 and 2023, labour costs increased by 52%, or 

seven times faster than productivity. Eliminating the risks of weakened competitiveness calls for a radical structural 

change in the economy, driven by knowledge-based growth and the development of new competitive advantages. 

11. Eliminating the risks of weakening competitiveness requires increasing the sophistication of Latvian exports of 

goods by increasing the share of products whose competitive advantage and position in global markets are based 

on qualitative factors rather than low costs. 

12. Given the current geopolitical uncertainty, a radical assessment and reduction of budgetary expenditure is needed, 

as is the effective investment of financial resources from EU funds and the Recovery and Resilience Facility to 

strengthen the competitiveness of the economy. It is also critical to cut red tape, as excessive bureaucracy 

significantly hampers business development and undermines competitive advantages. 

PRODUCTIVITY FACTORS 

13. The prospects for productivity growth are closely linked to Latvian companies becoming more deeply integrated 

into global markets by increasing the share of knowledge-intensive products and services in total exports. This 

depends on the ability to implement technological modernisation, make innovations and increase participation in 

global value chains. 

14. Digitalisation, artificial intelligence and green technologies have been just some of the catalysts of faster change 

in recent years. However, the fundamental factors of productivity remain unchanged and relate to investment in 

human capital, investment and increasing capital intensity, the ability to integrate into global value chains and 

increase export potential, innovation, the development of new products, services and methods, etc. The 

organisation and management of the production process, specialisation and concentration of production, access 

to infrastructure, and the development of horizontal and vertical links between sectors are essential to increase 

productivity. A broader, more comprehensive approach to increasing productivity and competitiveness is needed: 

strong performance in one area cannot compensate for weak performance in another. 

15. Technological factors such as the modernisation of production, improvement of existing technologies and 

introduction of new technologies are crucial for raising the level of productivity. Transitioning from old to more 

innovative technologies stimulates the growth of productivity at business and sectoral level. However, effecting 

such changes – in terms of raising the overall level of productivity – depends largely on reallocating resources 

from lower to higher productivity sectors, and to sectors with a more rapid productivity dynamic. It is important 

to analyse how the direction of change in the labour market is impacting resource reallocation mechanisms. 

16. The shift-share analysis shows that employment is growing in sectors with productivity above the national average, 

such as the manufacture of computers and electronic equipment, whilst employment is falling in some low-

productivity sectors such as light industry. However, a large number of jobs are still being created in sectors with 

relatively lower productivity levels, such as hospitality and catering. In general, the reallocation of labour resources 

to benefit productive sectors is not sufficient to have a significant impact on the faster increase in the overall 

productivity level within the national economy. 

17. Productivity growth will increasingly need to rely on knowledge-intensive activities, which currently account for 

only a small proportion of the economy. Latvia’s Achilles heel is innovation, which requires investment in research 

and development and in the development of people’s knowledge and skills. At the same time, policy-makers 



should not lose sight of ‘old’ problems, such as infrastructure gaps, stark differences between regions, social 

inequalities, etc. 

18. Innovation activity in Latvia is relatively low-level. Low investment in R&D, low overall innovation performance and 

middling results in the educational field are stymieing Latvia’s efforts to achieve higher productivity. Latvia’s 

innovation performance could benefit from the more active involvement of the larger public companies, which 

have the resources to mobilise significant investment capacity. Latvia is lagging behind the EU’s innovative 

economies in the following fields: capacity of research institutions, spending on R&D, international inventions, 

patent applications and the like.  

19. If there is to be a breakthrough in the field of innovations, society's attitude must change (innovation is not a 

leisure pursuit, it is an indispensable precondition for an increase in prosperity), so innovation must be given a 

real boost. Likewise, the legal framework of the innovation system must be improved, particularly as regards the 

duties and responsibilities of stakeholder institutions and NGOs and the system of State aid in the creation, 

marketing and practical implementation of intellectual property. The State must coordinate the marketing of 

outstanding innovation products in Latvia. The economic foundations must also be laid, and the legal framework 

established, for the procurement of innovations. 

20. The full use of digitalisation opportunities is fundamental to the maintenance of productivity and the improvement 

of living standards. In Latvia, a digital divide has come about between city and countryside. Much of Latvia’s 

population lacks the digital skills needed to make effective use of the internet. The integration of digital 

technologies in businesses is well below the EU average. Basically, Latvia's population is not fully prepared for a 

digital boom in the economy. Latvia has one of the highest proportions of inhabitants in age groups with low 

overall levels of digital skills. This not only leads to a shortage of digital skills on the labour market, but also 

generally hinders the broader rollout of digital technologies within companies. Core policies must be to increase 

digital skills for society as a whole, with a specific focus on each target group, to avoid the risk of future imbalances. 

An overarching strategy for the digitalisation of businesses must be drawn up. An important tool in the digital age 

is also ongoing dialogue with businesses about the development of new technologies and the impact of trends 

in the digital economy on the way these work. 

21. Regulation has an important role to play in the digital economy. Policy-makers need to be aware that there are 

areas where there are limited opportunities to apply new business models, so the challenge is how to create 

regulatory frameworks when new business models come onto the market. The current regulatory models are 

based on institutional frameworks, whereas operators base themselves not on institutional frameworks but on 

concrete functions. Key structural policies are streamlining in the field of intellectual property rights (data providers 

must remain data holders, platforms are markets in themselves, the regulatory framework for platforms, access to 

infrastructure), new types of employment, international cooperation, particularly as regards taxation of the digital 

economy, data analysis and the measuring of processes. 

22. To promote the uptake of AI technologies in Latvia, a National Artificial Intelligence Centre is being set up, the 

Cabinet approving the draft law on the development of artificial intelligence at the end of 2024. However, this is 

just the first necessary step towards the development of AI. AI research shows that the broader uptake of AI 

depends on a number of circumstances in which government policies have a key role to play. Important 

prerequisites for the development of AI include upskilling, including the rollout of retraining and other active 

labour market programmes, improving digital infrastructure and access to data, and safeguarding market 

competition. Nor can AI be viewed in isolation from security, data protection, privacy and data destruction issues, 

as well as aspects of neuroscience, cloud computing and quantum computing. The ethical dimension and 

guidelines for the responsible use of AI must become key components of the national strategy. 

23. The supply and quality of labour play a key role in raising productivity. The main directions for improving the 

availability and quality of the workforce of relevance to Latvia are: solving the issues of demographics and 

migration, improving access to quality education at all levels, and stimulating reskilling and upskilling.  

24. In a bid to promote the development of human capital, a number of reforms have been implemented or initiated 

in Latvia, though their positive impact on overall productivity levels can only be expected in the medium to long 

term. The main challenges on the Latvian labour market in the medium term relate to the ageing of the workforce 

and the shortage of labour. Similarly, labour shortages may come about in sectors where demand for higher-

skilled labour is expected to increase significantly – professional, scientific and technical services and information 

and communication services, especially in STEAM fields. 



25. The youth sentiment survey conducted by the University of Latvia think tank LV PEAK shows that, in general, young 

people believe that the know-how and skills they acquire help them find a stable position on the labour markets 

of today and tomorrow, open up prospects for them to obtain high-paying jobs and provide opportunities for 

them to set up businesses of their own. Almost all respondents thought lifelong learning important. The main 

obstacles to acquiring additional knowledge, enhancing skills and improving personal competitiveness are 

difficulties in combining work and studies, a lack of financial resources and difficulties in balancing work and family 

life.  

 

26. As labour shortages are set to become more acute on the labour market in the future, there is a need to strengthen 

the adult education system in order to ensure that the labour force transitions from non-productive to growing 

sectors. The effectiveness of the adult education system will also have an important role to play in increasing the 

overall productivity of the economy. The labour force must be encouraged to transition from low-productivity 

sectors to production sectors that are evolving dynamically.  

27. The economy is seeing ongoing structural change. In order to anticipate, prepare for and adapt to these changes 

in a timely manner, the government needs to set up an inter-institutional platform for cooperation, based on 

analysis, forecasting, trends in future technology and dialogue with business, implement proactive changes in the 

structure of workforce preparation, both in the medium and long term (prospects for formal education) and in the 

short term (adult retraining programmes). In addition, the government should raise public awareness of the role 

of adult education in the individual’s career development by encouraging lifelong learning. 

 

ASSESSMENT OF THE FUNDING NEEDED TO ACHIEVE LATVIA’S CLIMATE OBJECTIVES 

28. The indicative costs of achieving Latvia’s energy and climate objectives, or additional funding needs, have been 

assessed on the basis of the methodological approach developed by the authors, which in turn is based on the 

conceptual assumption that in order to achieve the objective of a climate neutral economy, it is necessary to 

replace GHG-intensive assets with green technologies, as well as to increase the energy efficiency of existing 

assets. 

29. The total value of non-financial assets (excluding real estate transactions) of the sectors with the highest GHG 

emissions was EUR 75.3 billion in 2021 and represented 27.2% of the total value of non-financial assets in the 

Latvian economy. Agriculture accounted for the largest share of GHG emissions in 2021 (30% of total non-financial 

assets in GHG emission intensive sectors), energy (16.5%), transport (22.6%), manufacturing (22.5%) and utilities 

(8.3%). 

30. In terms of the evaluation of investment potential in the economy, the Ministry of the Economy’s target growth 

scenario up to 2030 (NECP plan) shows that total investment flows (annual expenditure of gross fixed capital 

formation) may reach EUR 67 billion (at 2021 prices) , which would push up the total value of assets by EUR 9 

billion. By contrast, between 2030 and 2035 (the period covered by the Economic Growth Plan), total investment 

flows may reach an additional EUR 57 billion, with the total value of non-financial assets rising to EUR 298 billion. 

31. It should be borne that not all investments in the economy are linked to climate change adaptation and the 

achievement of climate objectives. A significant portion of investment is in public infrastructure (roads and 

railways), national security (military spending) and the like. In recent years, only 55% of the total investment has 

been in GHG-intensive sectors (energy, industry, agriculture, transport, waste management), 25% of this in turn 

being for the replacement of existing assets. That said, only part of existing asset replacement is in green 

investments. 

32. In the Ministry of the Economy’s target growth scenario, the potential size of investment growth is sufficient to 

ensure a gradual increase in the value of non-financial assets to increase production capacity. It should, however, 

be borne in mind that decarbonisation of the economy will call for additional investment in green technologies to 

replace existing GHG-emitting assets. 

33. The LV PEAK assessment shows that in order to replace existing assets with green technologies and expedite the 

transition towards the decarbonisation of industries: major investments are needed in the transport sector (where 

at least a fifth of existing non-financial assets need replacing, mainly in road transport), in manufacturing (at least 

50% of existing production assets, i.e. machinery and plant), in the energy sector (investments needed to replace 



at least 10% of the total gross value of assets in the sector, including 40% of the sector’s machinery and plant), in 

agriculture (replacement of at least 20% of vehicles and 10% of cultivated biological assets), and in the waste 

management sector (where 40% of the sector’s machinery and plant and 10% of vehicles need replacing). 

34. In all, investments in new green technologies and increasing the energy efficiency of production processes will 

mean having to replace non-financial (production) assists worth at least EUR 10.7 billion (calculated using 2021 

renewal prices), which amounts to around 32% of GDP in 2021. 

35. The procurement of new technologies in one sector may call for additional investments in another. The same 

applies to investments in the upgrade of infrastructure to bring it into line with new technologies. New 

technologies will require investment in human capital for the acquisition of new skills. This will push up the total 

investment needs of the economy at least twofold, i.e. by at least an additional EUR 11 billion. 

36. Investments in housing renovation and energy efficiency will also call for additional investment. Replacing just 

10% of existing accumulated assets will call for almost EUR 10 billion of investment, or 30% of GDP at 2021 prices. 

37. Total additional investment to expedite the transition to climate neutrality, green technologies and the 

decarbonisation of the economy may amount to as much as EUR 31.7 billion, or 95% of GDP at 2021 prices. 

Postponing the implementation of investment projects may significantly increase their cost. 

38. If the necessary replacement of assets to expedite the transition towards climate neutrality, green technologies 

and the decarbonisation of the economy were to be made by 2050, investments of between 1% and 1.5% of GDP 

at current prices would have to be made annually in addition to the level of investment set out in the economic 

growth target scenario. 

 

 


