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Figure 1.26. Participation in active labour market policies is low

A. Public spending on active labour market policies (ALMPs), 2016 or latest available year
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B. Activation of registered unemployed, 2016 or latest available year
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Note: Active policies include expenditure on the PES or other administration, training, employment incentives,

supported employment, direct job creation and start-up incentives.
Source: OECD Labour Force Statistics; European Commission, Labour Market Policy database.
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Strengthening innovation and knowledge transfer

Latvia’s innovation performance is weak

Innovation activity in Latvia is weak compared to many other OECD countries, especially
in the business sector. At 0.14% of GDP, business-based research and development (R&D)
expenditure is among the lowest in the OECD. The share of Latvian SMEs engaging in
product or process innovation or introducing new managerial practices is low, even
compared to other Baltic and Eastern European countries (Figure 1.10). Latvia needs
stronger innovation in order to ensure productivity growth in the long-term. The major
challenge is to initiate a virtuous circle of stronger demand for innovation by Latvian firms
and capacity of higher education and research institutions to offer innovative solutions.
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extension services are effective in supporting knowledge transfer to those types of firms,
and can also be a first step toward more formal research collaboration (OECD, 2019c). The
government expanded the innovation voucher scheme that finances firms’ purchase of
technology extension services. It also reorganised the Technology Transfer Offices (TTOs)
in universities into a one-stop shop in the Latvian Investment and Development Agency
(LIDA), in line with recent efforts by OECD countries to enhance efficiency of technology
transfer (Box 1.3).

Small firms often need to be nudged to participate in research collaboration. Evidence from
OECD countries indicates that campaigns to raise awareness on the benefits of innovation
encourage small firms to participate in support measures for formal research collaboration
(Lanahan and Feldman, 2015). For small firms, informal interactions with researchers
through events like technology fairs are often as effective as a channel of knowledge
transfer as formal research collaboration (OECD, 2019c). The government has been
implementing the Innovation Motivation Program, which organises numerous networking
events and promotion of innovative entrepreneurship especially among the youth. Such
efforts should be continued until a significant improvement in the share of SMEs engaging
in innovation and research collaboration is observed.

Box 1.3. Trends in knowledge transfer policies across OECD countries

The policy instruments for promoting knowledge transfer from higher education and
research institutions to industry have been evolving, responding to new demand for
industry-science research collaborations brought about partly by the digitalisation that
increased the complexity of innovation (OECD, 2019c).

“Off-campus” technology transfer offices (TTOs) and intermediary organisations

New types of regional or sectoral TTOs that pool services of traditional TTOs at each
university and research institutions are being created, to improve efficiency and quality of
technology transfer. Latvia created a one-stop shop at the Latvian Investment and
Development Agency (LIDA), which dispatches groups of researchers stationed in
universities across the country (technology scout teams) to firms to help them deal with
technological issues or commercialise their innovation. France created a total of 14
“transfer acceleration companies” (SATTs) across the country, each pooling specific
services of TTOs in the region. The role of specialised research institutions dedicated to
strengthening the innovation capabilities of SMEs is also increasing. For instance, the
Canadian Technology Access Centres (TAC) transfer talent, expertise and technology from
affiliated technical universities or colleges to SMEs. A network of 30 TACs is coordinated
by a Canadian college that receives a public grant (Innovation, Science and Economic
Development Canada, 2019).

From knowledge transfer to knowledge co-creation

Joint research laboratories where research institutions and firms share resources and risks
to engage in long-term research agendas are being developed with the support of public
funds. Such a scheme builds closer and lasting research collaboration compared to a simple
technology transfer, as it involves setting up joint infrastructure and mixed teams. Latvia
hosts 6 Competence Centres, EU-funded consortiums between firms and research
institutions that promote joint innovation in fields of Smart Specialisation Strategy. The
United Kingdom hosts 10 Catapult centres, where firms, scientists and engineers work on
late-stage R&D in strategic industries and technologies (Digital Catapult, 2019). Each
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beyond the current EU budgetary cycle. For instance, 75% of active labour market policies
(ALMPs) are financed by EU funds. The recent assessment by the OECD (OECD, 2019b)
on the effectiveness of various types of ALMP measures should be used to identify the
measures to receive stable funding. Support measures to promote innovation and
knowledge transfer that are mainly financed by EU funds should also be evaluated and
streamlined. Finally, the long-term fiscal strategy should anticipate a possible need for
additional revenues from 2022 onwards.

The government should also seek a larger role of the private sector and the financial market
in financing productivity-enhancing activities like risk financing, vocational education and
training (VET), and joint innovation activities between firms and research institutions. For
instance, the public financial institution Altum plans to diversify financing sources for its
public loan programmes, which currently rely heavily on EU funds. VET curricula reforms
and work-based learning should be financed by employers to a larger extent, for instance,
through their contributions to employer associations, as in Germany and Austria, given that
they benefit from more effective VET providing highly relevant skills. The government
should also foster profit-based research collaborations.

Figure 1.31. Latvia is one of the largest recipients of EU funds

EU Structural Funds, 2014-2020, as % of 2017 GDP

LUX DNK NLD AUT IRL SWE GBR BEL DEU FIN FRA ITA ESP SVN GRC PRT CZE EST LTU SVK POL LVA HUN

Note: EU funds are European Regional Development Fund, European Social Fund, Cohesion Fund, and Youth
Employment Initiative for the 2014-2020 period, allocated after the adoption of the Partnership Agreements.
They do not include country-wise allocation of interregional co-operation, urban innovative actions and
technical assistance.

Source: European Structural and Investment Funds database.
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Improving access to EU funds

EU funds should be allocated toward areas where the highest needs and largest gains are
foreseen. The European Regional Development Fund (ERDF) provides co-financing to
investment projects proposed by Latvian firms, offering them an opportunity to increase
investment, scale up their production and boost productivity (Box 1.4). The positive effect
of the ERDF on productivity is largest among firms with an initially lower productivity
level. This suggests that the effectiveness of the ERDF in boosting productivity can be
enhanced by strengthening access to co-financing for small young firms with a large
potential for productivity catch up.

However, the ERDF co-financing tends to be awarded to larger and more productive firms,
which can be expected to have better access to credit (Box 1.4). The application process
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for EU fund co-financing involves complex procedures and the management of EU funded
projects is subject to onerous compliance costs (OECD, 2018e). Indeed, firms sometimes
hire professional consultants to write the applications, which implies substantial upfront
costs. Such administrative burdens prevent smaller and less productive firms from
accessing the ERDF co-financing.

Some measures are in place to facilitate the access by smaller firms to EU fund co-
financing. The Competence Centres and the Latvian Investment and Development Agency
(LIDA) provide technical support and consultation services to SMEs for their application.
However, they do not actually process the applications procedures for the SMEs. The six
Competence Centres are mostly located in Riga, making it difficult for firms in rural areas
to access such services. Access to EU funds can be further improved by simplifying
application procedures and streamlining regulations set by authorities on the management
of EU-funded projects. Basing the selection process more on an interaction with potential
applicants, for instance through face-to-face interview as envisaged in Poland (OECD,
2018f), would increase the chances of small, young and innovative firms to receive co-
financing.

Box 1.4. The effect of EU funds on the performance of Latvian firms

Joint research by the OECD and the Bank of Latvia (Benkovskis et al., 2018) investigates
empirically the effect of launching a project co-financed by the European Regional
Development Fund (ERDF) on the performance of Latvian firms. It finds that launching
an ERDF co-financed project results in the following in the third year of the launch:

o A 28% increase in the capital stock per employee
o A 17% increase in the number of employees

o A 20% increase in the turnover

o A 12% improvement in labour productivity

The observed surges in capital stock and employment are not surprising as the ERDF
finances investment and firm’s capacity to expand employment is an important criterion
for the selection of projects. The improvement in the productivity is highly heterogeneous
across ERDF recipients: it is significantly larger for recipients with an initially low
productivity level.

The research also shows that firms that are more likely to obtain the ERDF co-financing
are larger and more productive to begin with. Furthermore, hiring a manager who
previously worked in a firm that acquired the ERDF co-financing increases the possibility
of the current employer to obtain the co-financing. This indicates that the application to
and the management of EU fund projects involve significant fixed costs that only larger
and more productive firms can bear. Such costs are generated by administrative procedures
that require specific knowledge and skills.

Establishing an effective productivity board

Policies that directly or indirectly affect productivity growth touch upon a wide range of
areas and are administered by multiple public actors, making their coordination
challenging. Furthermore, productivity-enhancing policies may lead to losses for some
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influential groups and thus face strong political headwinds (Banks, 2015). To address such
difficulties, many OECD countries have established institutions that analyse the
productivity challenges and provide a comprehensive strategy for productivity-enhancing
reforms. Those institutions can improve policy coordination and advocate the importance
of reforms to a wide audience (Renda and Dougherty, 2017). EU countries, particularly
euro area countries, were advised by the Council of the European Union to establish a
national productivity board, as the improvement in productivity was deemed essential for
the reduction of current account imbalances and adjustment to country-specific shocks
within the monetary union (Council of the European Union, 2016).

While there is not an optimal approach to establish a productivity board, the institution
tends to be more effective when it is backed by a strong political commitment (as in Mexico
or Ireland), is endowed with sufficient resources to conduct high quality research, and is
engaging with stakeholders (Renda and Dougherty, 2017). The effectiveness of a
productivity board is particularly high when it is directly involved in the policy-making
processes bearing on productive performance, or is in a position to directly influence
decision-making in those areas (Banks, 2015).

Two organisations in Latvia may take on the task of the productivity board: Latvia's Forum
for Productivity, Effectiveness, Development, and Competitiveness (LV PEAK) and the
Competitiveness and Sustainability Tripartite Co-operation Sub-Council (KITSA). The LV
PEAK, established in May 2018 by the University of Latvia and led by academics and
experts, conducts independent analysis on productivity issues and formulates policy
recommendations. It has a co-operation agreement with the Ministry of Economics, but its
funding is limited. The KITSA, established also in May 2018 under the National Tripartite
Council, is comprised of representatives of relevant ministries, the employers’ association
(the LDDK) and the Free Trade Union Confederation of Latvia (LBAS), and fosters co-
operation in important policy areas for competitiveness, such as digitalisation. The
experiences from other OECD countries suggest that the government should consider
merging the LV PEAK and the KITSA into one institution that boasts high research
capabilities and strong involvement in policy-making. This would allow the productivity
board to produce high-quality policy recommendations and enjoy strong political support.
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Policy recommendations for stronger productivity growth

(Key policy recommendations are bolded)

Fighting Informality

Continue the engagement of social partners in the fight against informality
through sectoral agreements.

Offer sufficiently high wages to attract qualified personnel in law enforcement
agencies.

Phase out the microenterprise tax regime.

Improving the allocation of capital

Allow creditors to initiate restructuring and introduce early warning mechanisms
of financial distress.

Improve the quality and speed of judgement through training and
specialisation of judicial staff.

Ensure the accountability of judges, including by extending the deadlines for
dealing with disciplinary cases.

Enhancing competition

Develop detailed guidelines for the review of the rationale for state ownership
and apply them more rigorously.

Strengthen the authority of the Competition Council to intervene against anti-
competitive behaviour by state-owned and municipal enterprises.

Extend the monitoring framework for state-owned enterprises to large
commercially-oriented municipality-owned enterprises.

Provide the Competition Council with sufficient funds to hire qualified experts.

Strengthening skills

Promote joint training offers involving several firms.

Consider setting up mechanisms that help small firms handle all the logistics and
administrative procedures to offer work-based learning.

Raise awareness of the benefits of work-based learning by conducting rigorous
cost-benefit analysis and advertising its findings.

Use the Vocational Education Competence Centres (VECCs) as a platform to
coordinate and ensure the quality of vocational and adult training.

Introduce means-tested financial assistance for tertiary students

Implement as early as possible the planned financial support for firms
providing training to employees with stronger financing for the low skilled.

Hire more counsellors in Public Employment Services.
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e Evaluate EU funded training to identify the most effective programmes
e Plan for the financing of EU funded training beyond the current EU
budgetary cycle, if necessary from national sources.
Strengthening innovation and knowledge transfer
o Promote sharing of resources of universities and research institutions.

o Improve wages, working conditions and career prospects for researchers in
public institutions and provide stronger incentives to collaborate with
industry.

e Consolidate the implementation of innovation support into one agency.

Using EU funds more effectively to promote productivity
o Simplify the application procedure for EU funds and streamline the regulations on
the management of EU-funded projects.
Establishing an effective pro-productivity institution

e Establish a productivity board with a high research capacity and strong
involvement in the policy-making process.
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