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A. Introduction

a) Preface

In Agenda 2000, the Commission said it would report regularly to the European Council
on progress made by each of the candidate countries of Central and Eastern Europe in
preparations for membership, and that it would submit its first report at the end of 1998.

The European Council in Luxembourg decided that

“From the end of 1998, the Commission will make regular reports to the Council,
together with any necessary recommendations for opening bilateral intergovernmental
conferences, reviewing the progress of each Central and Eastern European applicant State
towards accession in the light of the Copenhagen criteria, in particular the rate at which it
is adopting the Uniormcquis ... “The Commission’s reports will serve as the basis for
taking, in the Council context, the necessary decisions on the conduct of the accession
negotiations or their extension to other applicants. In that context, the Commission will
continue to follow the method adopted by Agenda 2000 in evaluating applicant States’
ability to meet the economic criteria and fulfil the obligations deriving from accession.”

On this basis, the Commission presented a first series of regular reports in October 1998,
with a view to the Vienna European Council; a second series was adopted in October
1999, with a view to the Helsinki European Council. The Helsinki European Council
noted that the next regular reports would be presented in good time before the European
council in December 2000.

The structure followed by this regular report on Latvia is largely similar to that of the
Commission’s 1997 Opinion and of the subsequent regular reports; however, it differs
from that used in previous years on three minor points. Firstly, the part of the present
report assessing Latvia’s ability to assume the obligations of membeRarp B.3.1)

has been structured to follow the list of twenty-nine negotiating chapters covering the
acquis Secondly, this part has been broadened to cover also Latvia’s administrative
capacity to apply thacquisunder each of the negotiating chapters (previously discussed
in a separate section of the report). Thirdly, the report includes, for the first time, a
section assessing the progress made by Latvia in translatingctpesinto its official
language.

In line with previous regular reports, the present report:

- describes the relations between Latvia and the Union, in particular in the framework
of the Association Agreement;

- analyses the situation in respect of the political criteria set by the 1993 Copenhagen
European Council (democracy, rule of law, human rights, protection of minorities);

- assesses Latvia’s situation and prospects in respect of the economic criteria defined
by the Copenhagen European Council (a functioning market economy and the
capacity to cope with competitive pressures and market forces within the Union);



- addresses the question of Latvia’s capacity to assume the obligations of membership,
that is, theacquisas expressed in the Treaties, the secondary legislation, and the
policies of the Union. It encompasses not only the alignment of legislation, but also
the development of the judicial and administrative capacity necessary to implement
and enforce thacquis as requested by the Madrid and Feira European Councils in
December 1995 and June 2000 respectively. At Madrid, the European Council
underlined the necessity for the candidate countries to adjust their administrative
structures, so as to create the conditions for the harmonious integration of those
States. The Feira European Council in June 2000 emphasised the vital importance of
the candidate countries’ capacity to effectively implement and enforcaciipgis and
added that this required important efforts by the candidates in strengthening their
administrative and judicial structures. The Feira European Council invited the
Commission to report to the Council on its findings on the matter.

This report takes into consideration progress since the 1999 regular report. It covers the
period until 30 September 2000. In some particular cases, however, measures taken after
that date are mentioned. It looks at whether intended reforms referred to in the 1999
regular report have been carried out, and examines new initiatives. Furthermore,
complementing the assessment of new developments since the last regular report, this
report provides also an overall assessment of the global situation for each of the aspects
under consideration, setting out for each of them the main steps which remain to be taken
by Latvia in preparing for accession.

In accordance with this approach, the assessment of progress in meeting the political and
acquis criteria (including Latvia’s administrative capacity to implement thequi9
focuses on what has been accomplished since the last regular report, complemented with
a view of the global situation for each of the aspects discussed. The economic
assessment, for its part, is based on a forward-looking evaluation of Latvia’s economic
performance.

The report contains also a separate section examining the extent to which Latvia has
addressed the short-term Accession Partnership priorities, and has started to address the
medium-term priorities set out in this framework.

As has been the case in previous reports, “progress” has been measured on the basis of
decisions actually taken, legislation actually adopted, international conventions actually
ratified (with due attention being given to implementation), and measures actually
implemented. As a matter of principle, legislation or measures which are in various
stages of either preparation or Parliamentary approval have not been taken into account.
This approach ensures equal treatment for all the candidate countries and permits an
objective assessment and comparison between countries in terms of their concrete
progress in preparing for accession.

The report draws on numerous sources of information. The candidate countries have been
invited to provide information on progress made in preparations for membership since
the publication of the last regular report. The National Programmes for the Adoption of
the Acquis of each of the candidate countrjems well as the information they have
provided in the framework of the Association Agreement and in the context of the
analytical examination of thacquis (screening) and the negotiations, have served as
additional sources. Council deliberations and European Parliament reports and



resolution$ have been taken into account in the preparations. The Commission has also
drawn on assessments made by various international organisations, and in particular the
contributions of the Council of Europe, the OSCE and the International Financial
Institutions, as well as that of non-governmental organisations.

b) Relations between the European Union and Latvia

Recent developments under the Association Agreement (including bilateral
trade)

Latvia has continued to implement the Europe Agreement and contributed to the smooth
functioning of the various joint institutions.

The third meetings of the Association Council and the Association Committee were held
in February and June 2000 respectively. The system of sub-committees continues to
function as a forum for technical discussion.

Since the issuing of the Commission’s last regular report, the Joint Parliamentary
Committee comprising representatives of the Latvian and European Parliaments met in
January and September 2000.

Latvia’'s trade with the EC has continued to increase. In absolute terms, trade between
Latvia and the EC decreased slightly, and the rate of growth declined in 1999. Latvian
exports to the EC accounted for 62.5% of total exports during 1999. In the first quarter of
2000, it accounted for 68%. Imports from the EC amounted to 54.5% in 1999 and 53.5%
in the first quarter of 2000. Latvia’s main export products to the EC were wood and
textiles, while the most important import products from the EC to Latvia were machinery
and agricultural goods.

In March 1999, the Council mandated the Commission to open negotiations with the
associated countries with a view to new reciprocal concessions for agricultural products.
The negotiations, which form a part of the overall accession process, have been carried
out on a reciprocal basis and with the aim of leading to a fair equilibrium between the
interests of the European Community, the EU member states and those of Latvia. The
negotiations have been based on the principle of neutrality with respect to the functioning
of the Common Agricultural Policy.

The negotiations with Latvia were concluded between negotiators at technical level in
May 2000. As a consequence of the new agreement, approximately 75% of the bilateral
trade in agricultural products will benefit from preferences. The new regime entered into
force in July 2000 on an autonomous basis, pending the conclusion of an Additional
Protocol to the Europe Agreement. For processed agricultural goods, an agreement
between the negotiating parties at technical level was reached in July 2000. In July 2000,
the Council mandated the Commission to open negotiations with the associated countries
with a view to new reciprocal concessions in the field of fish and fishery products.

In mid-1999, Latvia introduced a temporary safeguard measure on imports of pig-meat on
an erga omnesasis, which was transformed into a permanent measure for a period of

! For the European Parliament trepporteuris E. Schroedter
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two years later during the year. The Community stated that by imposing and applying the
safeguard measure, the Latvian authorities were in breach of several articles of the
Europe Agreement. After several rounds of discussions between the Community and
Latvia, the Latvian authorities decided to abolish the safeguard measure as of June 2000.

Current discussions in the institutional framework of the Europe Agreement focus
particularly on the implementation of the Accession Partnerstep peloywand seek to
achieve progress in areas like the internal market, agriculture and justice and home
affairs.

At the end of 1999, the transitional period (as foreseen in Article 3 of the Europe

Agreement) expired. Latvia undertook to achieve compliance with the obligations
stemming from this, and notably eliminated restrictions on capital movements in the
sectors of radio and television, lotteries and gambling, and logging. As concerns public
procurement, previously existing discriminatory restrictions in Latvian legislation were

eliminated automatically by the end of the transitional period.

At present, the direct investment regime applicable for security services and for the
acquisition of land are incompatible with the Europe Agreement.

In the area of conformity assessment and acceptance of industrial products, a Framework
Agreement for a Protocol on European Conformity Assessment (PECA) was initialled in
July 2000, and negotiations on individual sectoral annexes continued.

During the last year, Latvia undertook to meet the commitments made in the Joint
Assessment on medium term economic policy priorities, which had been concluded
between the Commission and Latvia in February 1999.

Accession Partnership / National Programme for the Adoption of the Acquis

A revised Accession Partnership was adopted in December 1999. Its implementation is
reviewed in chapter D of this report.

In June 2000, Latvia presented a revised National Programme for the Adoption of the
Acquis(NPAA), in which it outlines its strategy for accession including how to achieve
the priorities of the Accession Partnershgeé¢ chapter D below

Community aid

Since January 2000, there are thpee-accession instrumentdginanced by the European
Community to assist the applicant countries of central Europe in their pre-accession
preparations: th&hare programme;SAPARD, which provides aid for agricultural and

rural development; andSPA, which finances infrastructure projects in the fields of
environment and transport. These programmes concentrate their support on the Accession
Partnership priorities that help the candidate countries to fulfil the criteria for
membership.

In the years 2000-2002 total financial assistance to Latvia will amount annualB@o
million from Phare, € 22.2 million from SAPARD, and betweeh36.4 and 57.2 million
from ISPA.



The Phare programme has been providing support to the countries of Central Europe
since 1989, helping them through a period of massive economic restructuring and
political change. Its current “pre-accession” focus was put in place in 1997, in response to
the Luxembourg European Council’s launching of the present enlargement process.

Phare provides the applicant countries of Central Europe with support for institution
building, investment to strengthen the regulatory infrastructure needed to ensure
compliance with theacquis and investment in economic and social cohesion. This
support comprises co-financing for technical assistance, "twinning" and accompanying
investment support projects, to help them in their efforts to adoptaiteuis and
strengthen or create institutions necessary for implementing and enforcirardfes

This also helps the candidate countries develop the mechanisms and institutions that will
be needed to implement Structural Funds after accession and is supported by a limited
number of measures (investments or grant schemes) with a regional or thematic focus.

Around 30% of the Phare allocation is used for “institution building”, while the
remaining 70% is used for financing investments.

During the period 1992 — 1999, the Phare programme allocated48.2 million to
Latvia. The2000 Phare Programmefor Latvia consists of a national allocation 6f
24.75 million concentrated on the following priorities:

— priority 1 : Political Criteria
Promotion of integration of society in Latvi& (.1 million)

— priority 2 : Internal Market
Latvian national quality assurance proje& 2.0 million)

— priority 3 : Agriculture and Fisheries
Strengthening Latvia’'s fishery administration to meet the requirements of the
Common Fisheries Polic¥'@.0 million)

- priority 4 : Justice and Home Affairs
Development of integrated Latvian border management and infrastrucéuBe16
million)
Development and implementation of Latvian drug control and drug abuse prevention
masterplan in accordance with EU requiremerd< (million)

— priority 5 : Reinforcement of Institutional and Administrative Capacity
Public expenditure management proje€B(million)
Upgrade the Latvian statistical system in accordance with EC requireméng (
million)

- priority 6 : Economic and Social Cohesion
Development of capacity for regional developmétit.6 million)
Economic and social cohesion measures in Latgéle. 21 million)
Economic and social cohesion measures in Zemgakq9 million)

An additional€ 2 million has been allocated for the Baltic Sea Region Cross Border Co-
operation Programme. Latvia also participates in and benefits from Phare funded multi-



country and horizontal programmes, such as TAIEX, the Small and Medium-sized
Enterprises Facility and the Supplementary Investment Facility.

Furthermore, Latvia participates in the following Community programmes : Leonardo,
Socrates, Youth, SAVE Il, & EC Framework Programme on Research and
Development, and ™ Euratom Framework Programme. The procedure for Latvia's
participation in the Third Multi-Annual Programme for SMEs has been finalised. Latvia
has declared its intention to participate in the Culture 2000 programme. It has been
selected as one of the hosts of the European Cultural Month in 2001. Following the
opening of negotiations regarding Latvia’s participation in the European Environment
Agency, an agreement has been reached. Following ratification and entry into force of
this agreement, scheduled for early 2001, Latvia will become a member of the Agency.

Overall, the impact of Phare has been positive. Effective transfer of know-how,
equipment and financial resources has taken place in a number of important fields such as
environment, transport and justice and home affairs. Phare has furthermore provided
support to strengthen capacities of institutions such as the European Affairs and Legal
Committee in the Latvian Parliamen®deimd, the Ministry of Finance and to prepare
Latvia for future participation in structural funds.

In Latvia, Phare has played a particularly important role in areas including:

- Providing technical assistance to the tax sect®rl(8 million). The project has
contributed significantly toward ensuring that Latvia meets a number of essential
requirements in the area of taxation (VAT, excise taxes and income taxes). As one of
the most significant results, the application of the tax law and the harmonisation of
VAT should be mentioned. As regards the excise tax, progress has been made in the
harmonisation of the three existing laws (on tobacco, alcoholic beverages and mineral
oil products) with the EC Directives. New audit techniques have been introduced to
emphasize the management accounting approach and strategic planning.

- The field of legal approximation. A large scale (approximation of Latvian legislation)
project € 4 million) came successfully to an end in December 1999. The project
delivered substantial assistance to the line ministries and the European Integration
Bureau (EIB). It assisted in drafting specific laws, assessing Latvia’s headway in law
approximation in order to help develop the database of the European Integration
Bureau, training the respective staff within each line ministry, as well as delivering
support to the Legal Department of Parliament. In total, the scope of the project
covered 929 EU-related legal acts in all sectors.

- In the area of social integration, Phare has been the most important supporter of the
Latvian Language Training Programme (a totaEdt.5 million since 1996), a multi-
donor programme so far administered by the United Nations Development
Programme (it will be fully managed by the Latvian authorities in the future). The
programme has focused on enhancing Latvian language training in minority schools,
providing language training opportunities for targeted groups of adults and promoting
social integration at community level. During 1999, about 15 000 students and adults
benefitted from language training.

A reform of thePhare management systenook place in 1998 and 1999 to improve the
speed, efficiency, effectiveness and transparency of Phare’s activities. The recent Phare
Review Communication in 2000 continues to refine these basic management structures
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so as to further bridge towards accession and the structural funds. First, management can
be fully decentralised from 2002 if the strict pre-conditions set down in the Co-ordination
Regulation 1266/99 are met. Second, Phare’s programming can be moved onto a multi-
annual basis if supporting strategies are in place. Third, the trends introduced in 1997 will
continue with an increased role for Delegations, further streamlining of procedures and,
lastly, increasing emphasis of management on raising the impact of Phare’s projects in
institution building, investment in compliance with the acquis, and economic and social
cohesion. Significant further efforts by the Latvian authorities in terms of staff and
resources will be necessary in order to be able to adequately programme the pre-
accession instruments, especially Phare.

As regardsSAPARD, the Latvian Rural Development Plan got a favourable opinion in
the STAR Committee (EC Management Committee on agricultural structures and rural
development) in September 2000. The plan has been approved by the Commission in
October 2000.

The plan is based on three priorities, namely the development of sustainable agriculture
(54% of EC funds), integrated rural development (36% of EC funds), and improvement
of the environment (4% of EC funds). The average annual expenditure will amo€nt to
54.8 million during the period 2000-2006, of whigh22.2 million (at 2000 prices)
represent the Community contribution.

The Rural Support Service has been established and preparations for its accreditation as
the SAPARD Agency are underway.

As concerns thdSPA programme, the Latvian government has elaborated strategy
papers for transport and environment. The Commission and the Latvian authorities have
together established a shortlist of priority projects for ISPA funding in the transport and
environment sectors over the period 2000-2006. For transport, these are likely to cover
four sectors (roads, railways, ports and airports) and will mainly involve the upgrading of
Road Corridor | (Via Baltica) and the modernisation of the East-West rail corridor. In the
case of the environment, the projects can cover the four sectors of drinking water,
wastewater, solid and hazardous waste and air pollution and will mainly relate to the
development of water services in the big cities and solid waste management in several
regions of the country. The Commission adopted the first Latvian project (upgrading of
the Gauja-Lilaste section on the Via Baltica with an ISPA contributiof 4f7 million)

and is likely to adopt three other transport proje€t88.4 million) and three environment
projects € 37.7 million) before the end of the year 2000.

Implementation of the ISPA projects will follow the same institutional framework as for
the Phare programme, with the National Fund at the Ministry of Finance being in charge
of overall financial management and a number of Implementing Agencies responsible for
the technical implementation. For the programme and financial management of
SAPARD, a different system will apply which reflects the EAGGF (European
Agricultural Guidance and Guarantee Fund) rules and is based on a fully decentralised
approach through an accredited paying and implementing agency.

Twinning

One of the main challenges the candidate countries continue to face is the need to
strengthen their administrative capacity to implement and enforcacipais As of 1998,
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the European Commission proposed to mobilise significant human and financial
resources to help them in this respect, through the process of twinning of administrations
and agencies. The vast body of Member States’ expertise is now being made available to
the candidate countries through the long-term secondment of civil servants and
accompanying short-term expert missions. Thanks to the strong support and response
from EU Member States 107 twinning partnerships, funded by Phare 98 and involving all
candidate countries and almost all Member States are operational. Under Phare 99 a
further 107 projects are being implemented and the programming exercise for Phare 2000
includes a further 129 twinning projects. It is estimated that around 250 twinning projects
will be operational throughout the candidate countries at any one time.

To start with, twinning focused primarily on the priority sectors of agriculture,
environment, public finance, justice and home affairs and preparatory measures for the
structural funds. It now covers all sectors pursuant tcettwuis

For Latvia, there are currently eight projects being implemented by twinning. One project
is in the field of veterinary and phytosanitary control with the participation of Germany
and France. Sweden and Denmark are working with Latvian partners on two projects to
strengthen the country’s capacity to enforce legislation on water and on hazardous waste.
Germany, together with the UK, is helping the Latvian Ministry of Finance develop its
capacity to assume the obligations of the Internal Market. In the area of justice and home
affairs, the reform of the Latvian court system is supported, and the Frontier Guard of
Finland is co-operating with its Latvian counterparts to develop training in border control
procedures. Finland is also leading two projects to prepare for the administration of
structural funds.

Further projects for twinning financed under the 1999 programme are being prepared and
are scheduled to start soon. They include support to enhance the administrative capacity
in the State Revenue Service with partners from Sweden (together with Belgium),
capacity building for food control bodies at national and regional level with a counterpart
from Germany, and capacity building to improve the law approximation process in
various line ministries with a twinning team from Sweden. Under the Consensus Il
programme a twinning project is planned to enhance institution building for occupational
health and safety with a Spanish counterpart.

Under the 2000 Phare programme, six projects include significant twinning components
(with a total Phare contribution & 6.4 million). The projects concern the following
fields :

- administrative and institutional capacity in the fisheries administration

- development of integrated border management

- development of a drug control and drug abuse masterplan

- public expenditure management including public administration

- capacity building in the Latvian Statistical Office

- development of administrative and institutional capacity for regional development.
The European Integration Bureau (EIB), which has taken over the responsibility for

twinning (National Contact Point) since last year, has an essential role to play in the
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development and co-ordination of twinning activities. It will be important that the EIB
take a more active co-ordinating role vis-a-vis the ministries and other bodies benefitting
from twinning in order to make the best use of the twinning instrument as an important
tool for preparing Latvia’s administration for accession.

Negotiations / screening

The analytical examination of trecquis(screening) has been concluded for Latvia with
meetings for agriculture and Schengen held in late 1999 and early 2000. During the first
half of 2000, the results of the screening were updated for twenty-three chapters.

Negotiations were officially opened at the bilateral intergovernmental conference held in
February 2000. In March 2000, substantial negotiations started on eight chapters of the
acquis competition, statistics, small and medium-sized enterprises, science and research,
education and training, culture and audiovisual policy, external relations and common
foreign and security policy. The accession conference held in June 2000 decided to
provisionally close all the above chapters, with the exception of competition policy,
culture and audiovisual policy, and external relations.

As recommended by the Commission, the Presidency’s proposal is to open negotiations
for eight further chapters (free movement of services, free movement of capital, company
law, fisheries, industrial policy, transport, economic and monetary union, consumers and
health protection) during the second half of 2000.
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B. Criteria for membership

1. Political criteria

Introduction

The political criteria for accession to be met by the candidate countries, as laid down by
the Copenhagen European Council in June 1993, stipulate that these countries must have
achieved “stability of institutions guaranteeing democracy, the rule of law, human rights
and respect for and protection of minorities.”

In its 1999 regular report on Latvia's progress towards accession, the Commission
concluded that:

"Latvia fulfils the Copenhagen political criteria. Although significant progress has been

achieved in the integration of non-citizens it will be necessary to ensure that the final text
of the Language law is compatible with international standards and the Europe
Agreement. Areas which still need attention are the strengthening of the judiciary and
increasing its efficiency, the fight against corruption and the promotion of Latvian

language learning among non-citizens."

The section below aims to provide an assessment of developments in Latvia since the
1999 regular report, as well as of the overall situation in the country, seen from the
perspective of the political Copenhagen criteria, including as regards the overall
functioning of the country’'s executive and its judicial system. Developments in this
context are in many ways closely linked to developments regarding Latvia’s ability to
implement theacquis in particular in the domain of justice and home affairs. Specific
information on the development of Latvia’s ability to implement #iogjuisin the field of

justice and home affairs can be found in the relevant secGtwajter 24 — Co-operation

in the field of justice and home affa)ref partB.3.1 of this report.

Recent developments

Last year, a new government came into office in Latvia. The Prime Minister, who had
taken up his post in July 1999 following the resignation of his predecessor, resigned in
April 2000. Supported by the former three-party coalition and one additional party, the
new Prime Minister was appointed, and a new government was approved by Parliament
in May 2000.

No major shift in government policy has taken place over the last year, and EU and
NATO membership are still among the government’s key objectives.

1.1. Democracy and the rule of law

As mentioned in the last regular reports, Latvia has achieved stability of institutions
guaranteeing democracy and the rule of law. This section therefore describes the most
significant developments of the past year.
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The parliament

The Parliament continues to operate smoothly. It, and in particular its European Affairs
Committee, has undertaken to further strengthen its role in matters related to European
Integration, including in the formulation of Latvia’s positions for EU accession
negotiations, and a change in the Parliament’s rules of procedure to codify these changes
is foreseen.

The Parliament adopted its own "Strategy for the Integration into the European Union™ in
February 2000, which will be subject to regular reviews.

The executive

One of the greatest challenges Latvia faces in preparing for EU membership is to upgrade
the functioning of its administration in order to be in a position to efficiently and
effectively manage and implement thequisupon accession. The 1999 regular report
concluded that while Latvia had continued to demonstrate good progress in aligning its
legislation with theacquisand in setting up the structures required to implement it in
most areas, the delays in implementing general public administration reform had
weakened its capacity in this respect.

The 1999 Accession Partnership with Latvia included "accelerate reform of the public
administration including strengthening of the relevant administrative institutions " as a
short-term priority. Since the last regular report, some progress has been made at
conceptual level, as well as in adopting framework legislation, improving the institutional
set-up and implementing practical steps.

In March 2000, a senior external adviser supported by EC Phare reported to the Prime

Minister that the current situation was characterised by three main weaknesses, namely
the lack of political consensus regarding the reform process, a policy vacuum at the centre

of government, and the absence of a unified public service. Due to the lack of an adequate
status, there has been a notable lack of qualified and experienced personnel, whilst at the
same time there has been constant pressure over the past years to downsize the civil
service and outsource core activities. The lack of career prospects and the low salaries in
the public sector have made it difficult to retain qualified staff.

The new government has demonstrated its commitment to continuing the reform process
by according the issue a prominent place in its declaration of May 2000 and by
maintaining the post of a Special Minister in charge of Public Administration and Local
Government Reform in the Cabinet.

To address structural deficiencies, several new legislative acts have been prepared over
the last few years. In September 2000, a new Civil Service Law was adopted. This had
been a short-term priority in the 1999 Accession Partnership. In January 2000, a
conceptual document was adopted, foreseeing the introduction of a unified remuneration
system by the end of the year.

Further key legislation has, however, still not been adopted. At the time of completion of
this report, a Framework Law on the Institutional Structure of the Public Administration,

and a Law on State Agencies were still awaiting adoption by Parliament. The latter aims
to address the problem posed by the exponential growth in the number of semi-

15



autonomous agencies (approx. 170) whose legal statute and systems of staff remuneration
are not transparent and which are not subject to proper financial control.

To rationalise and improve the institutional set-up, several steps were taken. Firstly, the
Bureau of Public Administration Reform and the Secretariat of the Special Minister for

Public Administration and Local Government Reform were merged in January 2000 to

create a single unit, the Secretariat of Public Administration Reform with the task of

steering the reform process. Secondly, in accordance with the March 2000
recommendations of the senior external adviser, a policy planning and review unit was
recently set up at the State Chancellery (with a staff of 6) to improve the co-ordination of

policy objectives and priorities at the central level. Thirdly, the 1999 Regular Report had

referred to the need to improve the internal audit system within ministries. Since then, the
setting up of internal audit units in all line ministries has been completeel ¢hapter 28

— Financial contro).

Several practical measures have also been undertaken to improve the situation of the staff
in the administration. Under the 1994 Civil Service Law, civil servants have remained as
‘candidates’ subject to special state exams being held. While there had been several
delays in the start up, by mid-September 2000, 807 candidates had received civil servant
status (out of total of 6,793 in the central administration), as compared to 84 in June
1998. In November 1999, the Civil Service Administration drew up a Strategy for the
Development of Personnel Management, foreseeing the development of appraisal
procedures.

In September 1999, the European Integration Council decided on a training strategy on
EU issues for staff in the public administration, the implementation of which has started
in the form of compulsory courses organised by the Latvian School for Public
Administration. The School manages and co-ordinates the training process for state civil
servants. By May 2000, 2,320 persons had already undergone such training.

In accordance with the short-term priorities of the 1999 Accession Partnership, it will be
important during the coming period that the momentum of public administration reform
be maintained in order to carry forward the necessary institutional changes. Once the
remaining pending legislation to create the legal framework for the reform has been
adopted, it will have to be enforced rigorously.

No major changes in the structures related to European Integration have taken place
during the last year. The European Integration Bureau, which is the central administrative
institution for the co-ordination of the internal integration process, saw its budgetary
allocation for information activities on the EU cut significantly this year.

The judicial system

Progress in improving the functioning of the judicial system in Latvia has been
forthcoming, albeit rather slowly. During the last year, some efforts have been made,
including some improvements to the legal and institutional framework and the promotion
of training of judges.

Concerning the legal and institutional framework, several developments can be reported.
In January 2000, a division for legal methodology was created within the Ministry of
Justice in order to improve the quality of legal drafting, which is one of the main

functions of the Ministry. The Law on the Prosecutor’'s Office was amended in June
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2000, establishing more stringent requirements for candidates to the post of the
Prosecutor General and introducing two new grounds for the dismissal of the Prosecutor
General (deliberate non-fulfilment of duties and violation of the code of ethics for
prosecutors). Within the Prosecutor General’s Office, a new division for international
relations and a specific unit for customs were recently established.

However, legislation to codify the transformation of court bailiffs into an independent
legal profession has still not been adopted. The co-ordination between court bailiffs and
the court system needs to be improved in order to ensure the proper enforcement of court
decisions, which currently continues to be a serious problem. The high number of
complaints from individuals received by the Department of Bailiffs continues to put a
heavy burden on its staff.

The status of judges had been enhanced with the adoption of relevant legislation as well
as an increase in their salaries at the end of 1998. The overall level of salaries remains
low, however. At present, 24 out of 325 judge posts still remain vacant (compared to 26
in July 1999).

Some efforts have been made to improve the professional qualifications of judges. In
1999, the Judicial Training Centre (NGO) held courses for all judges, and it is in
principle foreseen that all judges should also follow courses in EC law in accordance
with a 3-year plan (2000-2003) drawn up by the Centre. Training courses were also held
for legal professions other than judges, such as bailiffs, court personnel and others. While
increased funds for the training of judges were made available in 2000, the Training
Centre nevertheless continues to suffer from lack of financial resources and has to rely to
some degree on external assistance. Overall, judges are generally not yet well qualified,
and the training of judges, in particular also in EC law, should be continued and
expanded during the years to come.

Considerable delays in court proceedings continue to exist despite the adoption of a new
‘Law on Civil Procedure’ last year, which provided the legal basis for shortening the
duration of proceedings. In mid-2000, the total number of pending criminal court cases
amounted to 5,516 and of pending civil cases to 24,940 , compared to 5,837 criminal and
26,232 civil cases in mid-1999. A new Law on criminal procedures is still in the drafting
stage. Concerning prison sentences, sentencing to community service rather than
detention is still uncommon. A probation service has not yet been established.

As regards structural issues related to the court system, the Ministry of Justice drew up
guidelines for the maintenance of court buildings in March 2000 with the aim of
preventing corruption in the judicial system (which continues to be a serious praotgem,
below section on ‘Anti-corruption measurgghproving public service and ensuring the
protection of witnesses. It will also be important that the security of court buildings be
enhanced.

The publication of court decisions has started, as has the development of a centralised
index. This problem should be partially resolved with progress in the computerisation of
the courts, which has so far covered ten courts. Full use of these new facilities should be
made.

Overall, while some of the deficiencies of the judicial system have started to be
addressed, sustained further efforts will be necessary. The legal framework needs to be
completed (including the adoption of laws on court bailiffs and on criminal procedures),
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the training of judges needs to be expanded and intensified, and the infrastructure of court
buildings needs to be further improved.

Anti-corruption measures

Corruption continues to pose a serious obstacle to the proper and efficient functioning of
the public administration in Latvia. Since the last regular report, some positive steps can
nevertheless be noted both at the conceptual level and in creating the necessary structures
to implement anti-corruption measures.

In April 2000, the government adopted an anti-corruption programme, which updated and
revised the previous programme from 1998. The new government is committed to further
improving the legal framework and its implementation, as well as the performance of the
police and the State Revenue Service in the fight against corruption in the administration.
It adopted a concept paper on the fight against corruption in August 2000, foreseeing legal
and institutional changes.

An action plan on the prevention of corruption is being implemented in the State Revenue
Service. As concerns the police, following changes in the relevant legislation, state police
officers can no longer levy on-the-spot fines when discovering an offence.

Several relevant institutional changes have also taken place. They include the creation in
December 1999 of the Secretariat of the Corruption-Prevention Council (the Council itself

has existed since 1997, is charged with overall co-ordination, and is chaired by the

Minister of Justice), in order to ensure the implementation of anti-corruption measures,

and the establishment, in early 2000, of a special unit within the security police to address
the problem of corruption in law-enforcement bodies.

In 1999, 43 cases of passive bribery and 15 cases of active bribery were detected in state
institutions. In these cases, 23 sentences for passive bribery (compared to 12 cases in
1998) and 9 sentences for active bribery (compared to 5 cases in 1998) were handed
down. During the first half of 2000, 1 person was sentenced for passive bribery (out of 25
cases registered since January 2000) and 4 for active bribery (out of 6 cases
registered).There are no prosecutors specialising in corruption cases.

Latvia ratified the Council of Europe Convention on Laundering, Search, Seizure and
Confiscation of the Proceeds from Crime in 1998. It signed the Council of Europe
Criminal Law Convention on Corruption in 1999, and the government prepared the
necessary legislation for the ratification, including amendments to the Criminal Code, in
August and September 2000 for adoption by Parliament. Latvia joined the Group of
States against Corruption (GRECO) in June 2000 but has not yet signed the Council of
Europe Civil Law Convention on Corruption, the 1997 OECD Convention on Combating
Bribery of Foreign Public Officials in International Business Transactions, nor the UN
anti-corruption programme for Drug Control and Crime Prevention.

Further sustained efforts will be needed to complete the legal framework and to ensure
effectiveness in the fight against corruption in order to achieve concrete results and to
reduce the overall level of corruption in Latvia. The effective functioning of law

enforcement institutions needs to be ensured. Various institutions have investigative
capacity, including the state police, the financial police and the economic police, and co-
ordination amongst all bodies involved needs to be improved to avoid overlaps in

functions. Training for affected staff in the public institutions, such as auditors, needs to
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be organised in order to sensitise them to the problem. Activities aimed at fostering
awareness and changing perceptions amongst the public should equally be carried out.

1.2. Human rights and the protection of minorities

As mentioned in the last regular reports, Latvia continues to respect human rights and
freedoms. The following section focuses on subsequent major developments.

Latvia has acceded to most of the major international human rights instruments and
abolished the death penalty in 1999 with the ratification of tfeFsotocol to the
European Convention for the Protection of Human Rights and Fundamental Freedoms,
and the relevant Latvian legislation (the Criminal Code) was amended in May 280
Council of Europe Framework Convention for the Protection of National Minorities and
the European Social Charter have still not been ratified.

Civil and political rights

In February 2000, the Parliament decided to abolish 16 March as official commemoration
day, thereby eliminating the controversies surrounding this date in previous years and
dissociating the authorities from all commemorative events held by war veterans on the
day.

There are indications that prostitution and tinafficking in women and children for
prostitution abroad are increasing. A National Programme for Preventing Sexual
Violence Against Children 2000-2004 was adopted in January 2000; its implementation
will be supervised by the National Centre for the Protection of the Rights of the Child.

The process of aligning refugee aaslylumlegislation on international standards as well

as the Communityacquishas continued but needs to be carried on. The new Refugee
Reception Centre at Mucenieki, which was officially opened at the beginning of 1999,
housed a total of six asylum seekers and five refugees at the end of 1999 ; its total
capacity is 250 persons. A total of seven persons have been granted official refugee status
in Latvia, three of them during 1999 (total number of applications in 1999 : 22 persons)
and one in early 2000.

Efforts to improveprison conditionscontinued in the last year, including renovations of
buildings and training of guards, and measures to address the problem of tuberculosis in
prisons have shown first results. In January 2000, the administration of prisons was
transferred from the Ministry of Interior to the Ministry of Justice. Additional resources
have been allocated in the national budget for the construction of a new prison in Olaine.
Nevertheless, the situation in some prisons remains substandard, especially as concerns
health and sanitary conditions and overcrowding. This equally applies to the two existing
centres for illegal immigrants. There is a continued lack of personnel and equipment, and
some prison facilities are still awaiting renovation. While there was a slight decrease in
the overall number of prisoners in 1999, the proportion of pre-trial detainees increased,
and pre-trial detention periods continue to be long. The situation is particularly serious
for juveniles, who are sometimes not accomodated separately, and where the length of
pre-trial detentions is not always in conformity with international standards. The
implementation of social rehabilitation programmes has continued, but needs to be
introduced on a wider basis (in particular for juvenile delinquents). Some structural
problems still need to be resolved, including the fact that some prisons are guarded by

19



conscripts from a special regiment of the Ministry of Interior rather than by professional
guards.

Economic, social and cultural rights

Concerningequal opportunitiesit appears that women often face discrimination in the
workplace in terms of hiring and pay. In February 2000, a first court case concerning
equal treatment and in particular equal pay was examined, and the requests of the
claimant (a female employee) were satisfied. However, the employer subsequently
successfully appealed against the decision, and the case was taken to the Supreme Court.

Several initiatives related to the protectionabiildren’s rightswere undertaken in 1999.
Latvia ratified the Council of Europe Convention on Adoption of Children in May 2000
and signed the European Convention on the Legal Status of Children Born out of
Wedlock in September 1999 and the European Convention on Recognition of Decisions
and Enforcement of Decisions Concerning Custody of Children and Restoration of
Custody of Children in October 1999.

Concerning the treatment afisabled persons, legislation to protect the rights of the
mentally ill has yet to be adopted. While the government has undertaken to address the
problem, the substandard conditions in some of the facilities for the mentally ill have
continued to give raise to some concerns. A Strategy on Psychiatric Assistance 2000-
2003 was adopted in July 2000.

As to unemploymenbenefits, the 1999 Regular Report had reported that a very high
number of employees in Latvia would not be eligible for unemployment benefits because
no social tax had been paid by their employers. To address this problem, amendments to
existing legislation on social insurance are under preparation.

Minority rights and the protection of minorities

Latvia acceded to the 1954 UN Convention Relating to the Status of Stateless Persons in
September 1999 but has introduced reservations concerning the application of the
Convention’s provisions on social security and identity papers. The Latvian Parliament
decided in May 2000 not to ratify the Council of Europe Framework Convention for the
Protection of National Minorities for the moment due to inconsistencies between Latvian
legislation and certain provisions of the Convention.

The naturalisation procedure

Of Latvia’s total population of about 2.43 million, around 570,000 persons were non-

citizens residents in mid-1999. While Latvian citizenship had previously been rather
difficult to obtain, amendments to the Law on Citizenship entered into force in November

1998 following a referendum. The previous " age windows " system was consequently
abolished and stateless children born in Latvia after 21 August 1991 became eligible for
citizenship. Practically all non-citizens residents of Latvia are now entitled to apply for

citizenship.

During the second year following the liberalisation of the Citizenship Law, rapid
increases in the numbers of requests for naturalisation were observed. However, a
decrease in the numbers of requests per month was registered in the first half of 2000 as
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compared to the previous year (780 applications in April 2000 compared to 1,176 in
April 1999 ; 865 applications in May 2000 compared to 1,564 in May 1999). Since
February 1995, a total of 38,340 persons have applied for naturalisation, and 34,866 of
these have been granted citizenship (in comparison, at the time of the last regular report,
25,717 applications had been received and 18,089 had been granted citizenship)

Several measures to simplify the procedures had already been taken by last year,
including making the history test easier and reducing the fees. The pass rates continue to
be around 95%. Nevertheless, the lack of language proficiency and the application fees
remain obstacles to naturalisation. Pilot projects combining the obligatory tests for
naturalisation with centralised final school exams carried out in the summer of 1999 were
not continued, and no changes in any government regulations to make the combined tests
possible were adopted.

Additional funds were allocated to strengthen the Naturalisation Board in 1999 in order
to deal with increased requests. In the national budget for 2000, the allocation was again
decreased, and some staff members (both in Riga and in regional branches) had to be
dismissed. Despite the increases in the number of applications for naturalisation and the
reduction in funds for the Naturalisation Board, the Board has succeeded in keeping the
time period for processing applications for citizenship within reasonable limits. The
naturalisation process takes approximately six to seven months in Riga and four to five
months in all other parts of Latvia. These waiting times are expected to be reduced
further with the completion of the computerisation of the Naturalisation Board branches
both in Riga and its regional offices, which is presently underway.

In the meantime, the Naturalisation Board has also been allocated additional functions
(from the Citizenship and Migration Board), including registration, deprivation, and loss
of citizenship. The provision of adequate funding for the Naturalisation Board is vital in
order to permit the proper implementation of all these responsibilities.

As concerns stateless children, even though all children born after August 1991 are
eligible (around 19,000), the number of applications has remained low. Altogether, 437

children had been granted citizenship by the end of August 2000. This is mostly because
parents wish to naturalise at the same time as their children.

Latvia continues to fulfil all recommendations expressed by the OSCE in the area of
citizenship and naturalisation. However, it remains important to increase the distribution
of information on the citizenship requirements, since surveys indicate that many non-
citizens are hesitant to apply for citizenship because of lack of information on the
procedures.

Special passports for non-citizens

The total number of special passports printed since 10 April 1997 amounted to 563,892
by the end of July 2000, representing almost 97.9 % of eligible non-citizens (compared to
78% by mid-September 1999).

The original expiry date of the old Soviet passports was extended from 31 December
1999 to 31 March 2000. Before the end of the deadline, the Latvian authorities ran a
publicity campaign to encourage applications. Special efforts were also made to assist
with the procedures, for example by visiting elderly persons at home. Following

amendments to the Law on the Status of the former USSR Citizens who are not Citizens
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of Latvia or any other State adopted by the Parliament at the end of March, non-citizens
who missed the deadline of the end of March did not lose their legal status and could still
apply for the document but might be subject to a fine, depending on the reasons for the
delay. It should be noted that travelling to Russia is easier with a non-citizen passport
than with a Latvian passport.

Integration of minorities

In the 1999 Accession Partnership, short-term priorities included " implement further
concrete measures for the integration of non-citizens including language training and
provide necessary financial support”. A number of important relevant developments
have taken place during the last year.

The framework document of a National Programme for “The Integration of Society in
Latvia” of September 1998 was revised based on comments received during a public
hearing phase in the spring of 1999. The final version was adopted by the Cabinet in
December 1999 and covers civic participation and political integration, social and
regional integration, education, language, culture and information. The new government
has demonstrated its commitment to the integration process by including the drawing-up
of an integration programme in its May 2000 declaration and adopting a short version of
the programme in mid-May 2000. The original schedule of developing concrete projects
by March 2000 was postponed to October 2000. A decision was also taken on the
implementation structure, foreseeing the establishment of four new institutions : a co-
ordinating institution responsible for the overall implementation (to be placed under the
Ministry of Justice), an Integration Council, an Advisory Council and an Integration
Foundation, charged with attracting funds to finance the implementation. The government
decided in July 2000 that legislation to set up the Integration Foundation should be subject
to Parliament’s approval. It will be important to allocate sufficient funds in the national
budget to guarantee the proper running of these new bodies. Some initiatives have also
been launched at regional and local level, where several regions and cities have started to
develop their own integration programmes.

Since currently, about 43% of the population has a language other than Latvian as a first
language, language training will remain one of the key instruments for the integration of
ethnic minorities in the years to come, as reflected in the National Programme on ‘The
Integration of Society in Latvia’. The Latvian Language Training Programme (1996-2006)
presently operates at three levels, including conceptual dialogue, capacity building in the
education system and training operations, and the promotion of integration at community
level (summer camps, youth clubs etc.). During 1999, about 15000 students and adults
underwent language training. The language training programme was expanded in
September 1999 due to increasing demands for Latvian language courses. EC Phare is
currently the largest single contributor to this multi-donor programme. It is foreseen that
as of 2001, the government will take over full responsibility for the management of the
programme. There is still a significant shortage of language teachers, and the Latvian
government should continue to earmark more funds for language training in the coming
years.

As foreseen by the Education Law of 1998, the government has started to implement the
transition to bilingual education on the basis of four bi-lingual teaching models or,

alternatively, genuinely developed models, subject to approval. Teachers at minority
schools had to demonstrate a certain level of proficiency in Latvian. As of 2004, all state-

funded schools will provide secondary education (frorff gieade onwards) in the state
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language only. Minority education will continue to be available at public schools thtil 9
grade. Some problems have been encountered in the transition, including the lack of
sufficient training for teachers (as concerns language and methodology of bilingual
teaching), as well as of teaching materials. The allocation of additional funds in the 2000
national budget to allow for increases in the salaries of language and bilingual teachers is
a welcome step.

The Language Law was adopted by the Parliament in July 1999 but not promulgated by
the President following concerns voiced, including by the OSCE, the Council of Europe
and the European Commission during the first half of 1999 as to the possible
incompatibility of the text with international and Community standards as enshrined in
the Europe Agreement. The Law was reconsidered by Parliamentary Committees, and the
final version was adopted in December 1999. Following the adoption of implementing
legislation in August 2000, the Law and these regulations entered into force in September
2000. At the time of adoption of the implementing regulations, the Latvian government
also committed itself to introducing further amendments to the regulations before
November 2000, and specifically amendments concerning the language requirements for
the performance of professional duties in order to further delimit their scope.

In the 1999 Accession Partnership with Latvia included " align the Language Law with

international standards and the Europe Agreement” as a short-term priority. Both the
Language Law and the implementing regulations are now essentially in conformity with

Latvia’'s international obligations. Furthermore, neither the Language Law itself nor the
implementing regulations contain provisions that are manifestly incompatible with

Latvia’s obligations under the Europe Agreement. However, some of the provisions are
worded such that they could give rise to different interpretations.

It will therefore be important that the competent authorities only apply and enforce the
Language Law and its implementing regulations to the extent required by a legitimate
public interest, having regard to the principle of proportionality, as contained in Article 2

of the Language Law, and in view of Latvia’'s international obligations, as well as the
rights and freedoms guaranteed under the Europe Agreement. These include, for example,
the exercise of business activities for enterprises from the European $eiemciiapters 2

and 3 — Free movement of persons and Freedom to provide setvices

Following the entry into force of the Language Law, some initiatives were started to
facilitate the implementation of the new provisions. For example, the Daugavpils City
Council decided to make translation of official documents available free of charge for
persons not able to pay for translation into Latvian.

Linguistic restrictions are also apparent in legislation other than the Language Law. The
Law on Television and Radio holds that all films to be shown on television must be
dubbed into the state language or have Latvian subtitles. The Election Law prescribes
language requirements for Members of Parliament.

Several other elements limiting the integration of non-citizens still persist in the
economic sphere. Non-citizens are still not allowed to practise some professions (lawyer,
armed security guard and private detective) on the grounds of state security.

23



1.3. General evaluation

Latvia continues to fulfil the Copenhagen political criteria. The last year saw progress in
carrying forward the Public Administration Reform process, including the adoption of a
new Civil Service Law; in improving the functioning of the judicial system; and in
designing the framework for the fight against corruption. Several important steps were
taken to support the integration of non-citizens into Latvian society, including the
adoption of a Language Law and implementing regulations that essentially comply with
Latvia’s international obligations and the Europe Agreement, as well as a Programme for
the Integration of Latvia’s Society. Latvia has thereby advanced in addressing the short-
term priorities of the 1999 Accession Partnership.

It will be necessary to continue and accelerate the Public Administration Reform process,
in particular with the adoption of key legislation; to further strengthen the judicial
system; and to continue the fight against corruption on a broad scale. On the basis of the
new Civil Service Law, Latvia needs to develop a professional and stable civil service
and to improve the capacity of the public administration to implement and manage the
acquis as suggested by the relevant medium-term priorities of the 1999 Accession
Partnership.

To facilitate and promote the integration of non-citizens, the effectiveness of the
Naturalisation process needs to be maintained and Latvian language training needs to
continue and be expanded in accordance with the relevant medium-term priority of the
1999 Accession Partnership. It will also be important to ensure that sufficient resources
are allocated to measures promoting the integration of non-citizens. The Language Law
and its implementing regulations need to only be applied and enforced to the extent
required by a legitimate public interest, having regard to the principle of proportionality
and in conformity with Latvia’s international obligations and the Europe Agreement.
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2. Economic criteria

2.1. Introduction

In its 1997 Opinion on Latvia's application for EU membership, the Commission
concluded:

“Latvia has made considerable progress in the creation of a market economy”; it “would
face serious difficulties in coping with competitive pressures and market forces within
the Union in the medium-term”.

Further progress was noted in the 1998 regular report. In its 1999 regular report, the
Commission found that:

“Latvia can be regarded as a functioning market economy. It should be able to cope with
competitive pressures within the Union in the medium term, provided that it maintains
macroeconomic stability and commits itself to completing structural reform.”

In examining the economic developments in Latvia since the Opinion, the Commission’s
approach is guided by the conclusions of the European Council in Copenhagen in June
1993 which stated that membership of the Union requires:

» the existence of a functioning market economy;
 the capacity to cope with competitive pressure and market forces within the Union.

In the analysis below, the Commission has followed the methodology applied in the
Opinion and the previous regular reports.

2.2. Economic developments

Latvia's macroeconomic situation has improved in the past ydat.economic recession

in the wake of the Russian crisis in 1998 was followed by an important recovery starting
at the end of last year. Real GDP growth jumped to 5.1% in the first half of 2000. Trade
with the EC has been growing continuously. The still sizeable current account deficit has
been showing modest improvements since the end of 1999. Foreign capital inflows have
continued to increase, partly offsetting the shortfall on the current account. Low inflation
and a stable financial sector have allowed stable monetary conditions. However, inflation
has accelerated somewhat from low levels in recent months, while unemployment
remains high. In 1999, the stagnation of economic growth resulted in a general
government deficit of roughly 4% of GDP. The budget for 2000 envisages that tight
spending limits and increases in tax revenues arising from the recovery in growth will
yield a general government deficit of 1.9%.
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Latvia 1996 | 1997| 1998 1999 2000 latest,
Real GDP growth rate per cent 3.3 8.6 3.p 0.1 5.1 Jan-J
Inflation raté
- annual average per cent 17.6 | 8.4 4.7 2.4 2.7 June
- December-on-December per cent 13.2 | 7.0 2.8 3.2 2.4 June
Unemployment rate, end-year
- ILO definition per cent 18.3 14.4 13.9 14.5
General government budget balance
per cent of GDP -1.7 0.1 -0.8 -3.8
Current account balance per cent of GDR -5.5 -6.1 | -11.7 | -10.6 | -5.7 E Jan-Jung
million € -220 | 305 | -632 [ -602 :
Foreign debt
- debt export ratio per cent 20.1 | 20.8 | 30.4 | 45.4E
- gross foreign debt million € 414 526 847 | 1,214E
Foreign direct investment in flow
- balance of payments data per cent of GDP 7.5 9.2 5.9 5.9
million € 301 | 460 | 318 335

une

E = Estimates

The government has continued to address the structural deficiencies of the economy.
Considerable progress has been made in the area of fiscal reform and in the financial
sector. First steps to implement urgently needed adjustments in the pension system have
been taken. In February 2000, the Law on State-Funded Pensions which constitutes the
legal framework for the second pillar of the pension system was adopted. Measures to
improve the business climate in Latvia are underway. Among other things, they focus on
reducing the costs of creating new businesses. Privatisation and enterprise restructuring
slowed down in 1999, whereas active labour markets policies and adjustments in the
agricultural sector gained in political importance.

2PROXY HICP since 1999 (see methodological notes)
¥ Moving 12 month average rate of change

26



Main Indicators of Economic Structure in 1999

Population (average) thousand 2,432

GDP per head PPSe 5,786
Per cent of EU 27
average

Share of agriculturdn:

- gross value added per cent 4.0

- employment per cent 15.3
Investment-to-GDP ratfo per cent o5 0
Gross foreign debt/GDP  per cent 21.2
Exports of goods & per cent 46.7

services/GDP

Stock of foreign direct
investment
End of 1999 data (Eurostat)

million € 1.773
€ per head 799

2.3. Assessment in terms of the Copenhagen criteria

The existence of a functioning market economy

The existence of a functioning market economy requires that prices, as well as trade, are
liberalised and that an enforceable legal system, including property rights, is in place.
Macroeconomic stability and consensus about economic policy enhance the performance
of a market economy. A well-developed financial sector and the absence of any
significant barriers to market entry and exit improve the efficiency of the economy.

The inauguration of the new coalition government in May 2000 did not imply any major
changes in the area of economic polici@$ie conduct of economic policies remains
consistent with the strategies previously adopted. Important objectives are: to continue
fiscal consolidation and pension reform, to complete the privatisation of large-scale
companies within the coming year, and to reduce the unemployment rate to 8% in the
course of one year. In February 1999, Latvia signed a Joint Assessment of Economic

* Figures have been calculated using the population figures from National Accounts, which may differ from
those used in demographic statistics.

® Agriculture, hunting, forestry and fishing.

® Data refer to Gross fixed capital formation as % of GDP.

" The 1999 data for foreign debt are estimates
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Policy Priorities with the European Commission services, based on its medium-term
economic strategy, which covers the period to 2003. It establishes the framework of
economic policy measures in order to maintain macroeconomic stability and accelerate
progress in structural reforms. Whilst there is a broad consensus on most important issues
of economic policy as well as on speeding up preparations for Latvia’s EU accession,
privatisation continues to be the most controversial political topic.

At the end of 1999, the IMF approved a 16-month stand-by arrangement for Lathia.
Latvian government agreed on a tough reform agenda, which includes some difficult
measures in the public sector. The programme focuses on reducing the consolidated
budget deficit from about 4% of GDP in 1999 to 2% in 2000 and 1% in 2001. As the
social insurance sector accounts for nearly one third of the consolidated general
government budget, the government committed itself to curbing the deficits in this area.
However, latest developments indicate that the government might not manage to meet the
agreed deficit reductions.

In 1999, real GDP increased by 0.1% year-on-year and it continues to increase in 2000.
The first half of 1999 was still negatively affected by the Russian crisis, but the results of
the last two quarters were increasingly positive, confirming that the recession has
bottomed out. Overall, industrial production output fell by 9.8% year-on-year, but

towards the end of the year production recovered to the levels of 1998. This carried
through into the first half of 2000, with industrial output increasing by 5.5%, compared to

the corresponding period of the previous year. Real GDP growth in the first half

amounted to 5.1% year-on-year, which was higher than expected.

The pick up in growth has been driven mainly by external dem@ridate consumption

grew only modestly in 1999 by 0.8 %, while public consumption was reduced by 6.7%.
Considering the positive economic developments of recent months, the government has
revised its economic forecasts, and now expects 3.5 to 4% growths in 2000.

There are no clear signs of falling unemploymenhe rate of jobseekersvhich is
broadly equivalent to the ILO definition of the unemployment rate, has shown a slight
upward move since the last quarter of 1999 and amounted to about 14% in the first
guarter of 2000. Unemployment shows large regional differences. The eastern parts of
Latvia are still particularly affected, with unemployment rates higher than 20%.

Throughout 1999 inflation in Latvia was low at an average of 2.4%, but it picked up to
3.7% in April 2000.This reflects higher energy and transport prices and an increase in
administered prices and excise tax rates. Since May, inflation has decreased again.
Producer prices dropped by 4% in 1999, but have shown a slight upward tendency in the
first half of 2000.

The monetary policy responses have been appropiiate. growth and low inflationary
expectations, in an environment of financial sector stability, led to an easing of monetary
policy until the first half of 2000. With the economy showing accelerating growth rates,
the Bank of Latvia tightened monetary conditions in the middle of the year. The Latvian
currency has been pegged to the Special Drawing Rights (SDR) basket of currencies
within narrow bands since 1994, and over the years this arrangement has served well in
maintaining monetary stability. The Bank of Latvia has announced that the exchange rate
peg of the lats to the SDR will probably be maintained during the pre-accession period.
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However, the Bank considers itself to be technically prepared to switch the peg to the
euro at any time.

The consolidated general government deficit was 3.8% of GDP in 1B86nomic
stagnation in 1999 resulted in very low (0.3%) growth of general government revenues
while expenditure increased by 9.9%. Increased social spending and pension outlays,
because of pre-election commitments in late 1998, made fiscal policy strongly
expansionary in 1999. The 2000 budget envisages a reduction of the general government
deficit to 1.9% of GDP, which the government plans to achieve by tight spending limits
and an increase in tax revenues arising from the recovery in growth. Significant changes
were made in the state budget planning. The government has become concerned about the
potential conflict between the use of special budgets and the objective of improving
budgetary planning. Certain earmarked revenues will be abolished, and some special
budget revenues will be incorporated into the basic budget. In line with earlier proposals
to broaden the tax base and simplify the tax system, the rate of social security
contributions paid by employers was lowered by one percentage point (from 28.1% to
27.1%), the property tax was eliminated, and the multiple rates for real estate taxes,
which ranged from 0.5% to 4%, were harmonised at 1.5% of real asset values. These
measures should also help to reduce the size of the shadow economy. In an effort to
improve tax collection, the state revenue service is being reformed.

The latest developments in the area of fiscal policy suggest that Latvia will not meet its
targets and fiscal consolidation will proceed more slowtly.the summer of 2000, the
government submitted a supplementary general government budget for the current year.
According to this draft budget the fiscal deficit is expected to increase to 2.7% of GDP,
which is clearly higher than the target of 2% agreed with the IMF. Moreover, the budget
draft for 2001 envisages a general government budget deficit of 1.75% of GDP, whereas
the agreement with the IMF foresees a further consolidation bringing down the deficit to
1% in 2001.

Despite a rise of 26% year-on-year, total government debt remains at a low level,
amounting to 13.9% of GDP at the end of 199%wer than expected privatisation
receipts contributed to the greater than expected financing gap, since the government was
compelled to rely heavily on borrowing. Privatisation receipts will continue to play an
important role in terms of financing the budget. However, there is a need to continue
fiscal consolidation in the medium term, as privatisation revenues will gradually
decrease.

The current account deficit remains the key vulnerability of the Latvian econdmy.
deficit of 10.2% of GDP was recorded in 1999, compared to 10.6% in the previous year.
Imports declined faster than exports, resulting in a trade deficit lower than in 1998. While
the trade and the services balance improved, the balance on factor income and current
transfers deteriorated remarkably in 1999. The financial and capital accounts showed a
surplus; net foreign direct investments covered more than half of the current account
deficit. In the first quarter of 2000, the current account deficit improved further to 4% to
GDP.

Market forces freely determine the prices of a majority of goddiministered prices
represent 22.3% of the consumer price basket and, where they concern prices for services
of natural monopolies, cost recovery is generally aimed for by the introduction of new
payment schedules. Trade and foreign exchange regimes have been liberalised.
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Overall, the private sector accounts for 68% of GDIP.employs about 70% of the
economically active population of Latvia. In industry, agriculture and trade, more than
90% of companies are privately owned. Privatisation of land has progressed - based on
the reform of the Land Books and on the completion of land registration in the State Land
Cadastre.

Enterprise privatisation is close to completion in Latvia, but there was hardly any
progress over the yealRlans for privatising the few remaining large-scale enterprises
have been delayed for the last two years. This means, in fact, that some of the most
lucrative assets of the largest enterprises in utilities and infrastructure are still in state
hands. This applies to the Latvian Shipping Company (Lasco), Ventspils Nafta,
Latvenergo and Lattelekom. In March 2000, the Latvian Privatisation Agency (LPA) sold
26,85% of the gas utility Latvjas Gaze via the Riga Stock Exchange. This was Latvia's
biggest privatisation deal so far; its revenue amounted to abttmillion. After the

sale, the Latvian state owns only 10% of the company. However, after the failure of the
sale in June 1999, further attempts to find a suitable strategic investor in the Latvian
Shipping Company (LascejLatvia’s second largest enterprisevere unsuccessful. This

can be attributed to the poor preparation of the deal and the government's intention to
keep a golden share in the company. The sale of the 44% stake of the state has been
scheduled now for the first quarter of 2001. In February 2000, the Latvian government
approved a plan of restructuring and partial privatisation of the energy supplier
Latvenergo. In August 2000, Parliament nullified the decision of the government by
adopting amendments to the energy law which block the - even partial - sale of
Latvenergo. Finally, the sale of the state’s majority stake in Lattelekom, Latvia's
telecommunications supplier, is complicated by the renegotiations of the end of
Lattelekom’s fixed-line monopoly, which is set to be moved forward from 2013 to 2003.
Aiming to speed up completion of enterprise privatisation, the government decided to
involve international investment banks and consultants in the divestiture of the remaining
large enterprises. The support of independent professionals should help to increase the
transparency and efficiency of privatisation, as well as take enterprise-related economic
decisions out of the political sphere.

The environment for developing the ownership and corporate governance system still
needs further strengthenin@.his concerns in particular the financial system and the
implementation of the legislation on competition, bankruptcy, registration, transfer and
enforcement of ownership rights. Results for economic performance suggest that
restructuring has been deeper in companies with foreign ownership, in terms of their
capacity to develop new products and markets and introduce new management and
production techniques. Domestically owned enterprises are characterised by lower
investments, lower wages, and difficult access to finance, although they show good
results for profitability and factor productivity.

The legal framework for enterprises is broadly in plate.the spring of 2000, a new
Commercial Code was adopted, streamlining administrative procedures, bringing
commercial regulations more in line with EC requirements, and simplifying business
registration. The simplifications may remove some of the shortcomings with regard to the
inconsistent interpretation and application of commercial laws by the authorities. The
company register is functioning well. In 1999, more than 8,200 new enterprises were
registered, whereas nearly 2,400 were liquidated. Figures for the first half of 2000 show
about 3,900 registered start-ups and around 1,100 enterprise liquidations.
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The restructuring of the Latvian banking sector is virtually completed, with nearly all
assets in private handg.he state owns only one commercial bank. In 1999, the total
number of banks was reduced to 23 as two mergers took place and two banks were
closed. Non-residents hold 62% of the banking sector’s total assets and foreign banks run
six subsidiaries and one branch in Latvia. In May 2000, Rigas Komercbanka, which, after
having been hit severely hit by the Russian crisis, was re-capitalised and re-opened in
October 1999, was sold to a foreign bank under its new name Primas Latvijas
Komercbanka. Though the banking sector has been well restructured, further
consolidation is expected to take place in the near future. In August 2000, another foreign
bank announced plans to buy 100% of its three subsidiaries in the Baltic region, which
includes Latvijas Unibanka. That will create the region's largest financial group.
Currently, five banks dominate the Latvian banking scene accounting for 61% of total
assets; the two largest for 38%. Small domestic banks increasingly face problems on the
interbank market, which limit their liquidity and hence their ability to extend credit.

In recent years, the Latvian banking sector has strengthened considerably, and has
contributed positively to macroeconomic stabilitfhe introduction of prudential
regulations and tough banking supervision has set up an appropriate framework for
banking operations. As a result of the Russian crisis in 1998, supervision and regulations
have been tightened further. Overall, the banks in Latvia are well capitalised. Whereas
the Law on Credit Institutions requires a minimum capital adequacy ratio of 10%, the
capital adequacy ratio reached 15% at the end of 1999, and has been rising since then to
its recent level of 16%. The shares of non-performing loans have been decreasing to
about 7% of total loans, excluding the burden resulting from the Rigas Komercbanka
crisis. Only 1% of total loans is classified as lost. Moreover, two thirds of the non-
performing loans are covered by provisions. In 1999, the Latvian banking sector returned
to a small profit of abou€20 million, which indicates that it has overcome the impacts of
the Russian crisis. Direct exposure to Russia was reduced to 2.5% of total assets. Total
assets rose by 21.4%, total deposits went up by 23.8%, while loans grew by 16.1%. These
positive trends have been continuing this year.

Financial intermediation has been growing with the improved conditions of banks, even
though from low levelsBanks are increasingly starting to channel savings towards the
private sector. Domestic credit accounts for about 26% of GDP, up from 20% a year
earlier.

The non-bank financial sector has been expanding, although it is still underdeveboped.
number of insurance and leasing companies have successfully entered the Latvian
markets. The capital market has also developed. At the Riga Stock Exchange, more than
70 enterprises are quoted, with a total capitalisation value of 14.2% of GDP. The
privatisation of attractive state-owned enterprises such as Lattelekom is expected to push
up this ratio.

Latvia will merge financial sector supervision into a single institutibonJune 2000, the
Latvian Parliament adopted the Law on the Financial and Capital Market Supervision
Commission, which provides the legal basis for merging the existing financial sector
supervisors into one single entity, including the supervision department of the Bank of
Latvia. This measure aims at enhancing stability and safety of the financial markets,
although it is too early to judge implementation.

Latvia can be regarded as a functioning market economy. Latvia has preserved

macroeconomic stability. However, the current-account deficit must be kept under
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control and, given Latvia’'s exchange rate arrangement and its degree of capital
liberalisation, continued fiscal discipline will continue to be the main instrument. Fiscal
consolidation should be pursued with high priority. Progress has been made also on
structural reform. The legislative framework for a market economy is largely in place and
market entry and exit mechanisms function in an increasingly satisfactory manner.
Completion of enterprise privatisation should be carried out without any further delays
and in a transparent manner. The financial sector is currently functioning well, but
financial intermediation needs to increase.

The capacity to cope with competitive pressure and market forces within the
Union

Latvia's ability to fulfil this criterion depends on the existence of a market economy and a
stable macroeconomic framework, allowing economic agents to make decisions in a
climate of predictability. It also requires a sufficient amount of human and physical
capital, including infrastructure. State enterprises need to be restructured and all
enterprises need to invest to improve their efficiency. Furthermore, the more access
enterprises have to outside finance and the more successful they are at restructuring and
innovating, the greater will be their capacity to adapt. Overall, an economy will be better
able to take on the obligations of membership the higher the degree of economic
integration it achieves with the Union prior to accession. Both the volume and the range
of products traded with EC Member States provide evidence of this.

The existence of a market economy, with sufficient macroeconomic stability and progress
on structural reforms, has established a favourable environment for stronger economic
growth and competitivenes®n the whole, economic policy has been conducted with a
sufficient degree of predictability to allow proper decision making by economic agents.
Macroeconom