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Aide Memoir
A World Bank team
 visited Riga to continue work on a Public Expenditure Review (PER).  The Bank team is grateful once again for the Government’s efforts during the mission to make our time in Riga productive. 
This Aide Memoir presents team’s initial ideas, based on our discussions with counterparts in the last two weeks and during earlier visits, and a very preliminary look at budget and survey data.  All of the recommendations herein will be subject to further analysis and will very likely be revised.  Therefore, this Aide Memoir should be read as the first part of an ongoing exchange of ideas that will take fuller form – and be substantiated - in an informal Team Draft of the PER which we aim to deliver the first week of May.  A full review by our peers and management at the World Bank will take place in late May, which would allow us to deliver a formal First Draft soon thereafter.  Until that point, the observations and proposals in this Aide Memoir are purely those of team members, and should not be taken as the assessment or recommendations of the World Bank.
The following recommendations are offered in response to a specific request from the Ministry of Finance (MoF) to identify potential areas of short-term budget savings in public administration and the social sectors that could help restore fiscal balance, speed Latvia’s recovery from the current crisis, and help to meet the Maastricht Criteria by 2014.

Implementation of any of these measures would require difficult political choices and inevitably incur public resistance.  But in the team’s view, the longer-term benefits to the economy would more than compensate for these short-term hardships.  A few of the budget-reduction measures proposed here are desirable only for their short-term fiscal savings, and should be maintained only as long as they are necessary to support the economic recovery.  But for the most part, the proposed actions are desirable in their own right in order to provide a more efficient and effective public administration, and healthier incentives for sustainable and responsive social-sector programs.  Here, as with many of the reforms already implemented, the current crisis and the need for fiscal consolidation that it brings, offers an opportunity to adjust public spending with a clear rationale that will increase the likelihood of improved performance in the future.

Generally, the team’s view is that the health sector and the education sector have already borne the brunt of fiscal adjustment in the 2009 and 2010 budgets.  With very few exceptions, further cuts in the absolute allocation to these sectors could put in jeopardy the real and quantifiable progress achieved so far.  The structural reforms in the health and education sectors initiated in 2009 took the form of fundamental changes in incentives that need time to “take root” before they can fully deliver expected efficiency gains.  For this reason the Bank team’s additional recommended measures for these sectors might accelerate improvements in performance, but are not likely to deliver fiscal savings in 2011 and 2012.

Our recommended measures in the area of public administration reform and social welfare – specifically, changes to the programs financed from the Social Insurance special budget – are farther reaching.  At this early stage in preparing the PER, we think actions in these areas are more likely to deliver the substantial savings in spending that the Government is seeking.  As was the case with the structural reforms to education and health in 2009 and 2010, these recommendations are made to guide the process of fiscal adjustment with a clear rationale.
This said, it is important to consider these recommendations in the broader context.  We have only examined the three social sectors and broader efforts to improve public administration.  There may be opportunities for immediate expenditure savings in other sectors that impact less directly on household welfare.  We encourage the Government to take a broad view when looking for savings particularly during the current period of economic contraction and high unemployment.  Critical to sound and sustainable fiscal adjustment, is for the Government to make use of efficient and progressively designed revenue measures.  Our partners in the IMF are providing technical assistance to the Government toward this end.  We will make every effort to ensure our recommendations are consistent with those made by the Fund.
	Action
	Preliminary Estimate of Annual Budget Savings

(LVL)
	Background
	Rationale
	Longer-Term Implications

	Public Sector Employment and Remuneration

	Further amendment of a new remuneration system (elimination of salary bands, reduction in the number of public services job families) 


	5 million


	As of January 2010, the reduced remuneration levels have been reflected in a new remuneration grid, which attempts to bring more coherence across civil service and the public sector more broadly.


	The remuneration grid remains very complex and contains many inconsistencies that reduce predictability in managing the wage bill and undermine the principle of ‘equal pay for work of equal value’. Also, an increase of the base salary as a share of total remuneration from 67 percent to 80 percent would make wage bill management more predictable and allow Government to reliably model future wage bill expenditures
	Increased consistency (e.g. elimination of salary bands and transition to a pure salary grid system) and transparency (e.g. reduction in the number of allowances; increasing base salary as a share of total remuneration).



	Establishing a centralized payroll system and introducing central controls for the establishment of new posts
	5-10 LVL million 


	MoU with the European Commission requires the Government to develop a strategy for unifying the human resource management (HRM) function across public administration institutions.
	This will ensure consistency in human resource management and remuneration policies. 
	The consolidation of the HRM function would also result in further savings in administrative costs (through reduction of HRM staff).

	Further staff reductions, particularly in agencies subordinated to ministries, SOEs and local government bodies (e.g. police, revenue administration)
	10-20 LVL million
	In the period 2010-2011 a further reduction in salary levels does not seem feasible or advisable, as it would carry a very high risk of qualified staff leaving the civil service and/or losing motivation.
	Overall, public sector employment remains higher than comparator countries and staffing levels remain higher than 4-5 years ago. The wage bill as a share of GPD is also on the high side, especially if one considers that healthcare staff are not included in Latvia’s public sector wage bill (which they are in most countries). This suggests that there is room for adjustment to pre-2007 staffing levels without a tangible impact on policy functions and service delivery.
	Optimization of the scope, network and productivity of public administration institutions.

	Streamline Government Functions, Reducing Administrative Burden and Subsidies to SOEs

	Further elimination/consolidation of functions, especially those performed by some agencies and SOEs  
	up to 50 million
	Latvia continues to have somewhat too many agencies, which in many countries either do not exist or are consolidated. Some entities subordinated to ministries could be amalgamated (e.g. the Intangible Cultural Heritage Agency or the National Film Center could be absorbed by the Ministry of Culture) or abolished with their function being left to market operators (e.g. Latvian Road Maintenance, Latvian state Roads).
	Optimizing the scope of service to the size of the economy and available fiscal resources.

The abolition of SOEs, which compete with market operators may also be expected to increase competition in the domestic market, thereby improving the investment climate and resulting in potential further savings for the budget (through increased competitiveness in public procurement).
	Improved public perception of the public administration and increased quality of public goods and services.



	Reducing non-salary administrative costs (e.g. rental of premises, vehicles) 
	5-10 LVL million
	Mergers of institutions/ reduction in staffing should result in savings in rental of premises; state-owned premises could be offered for lease
	
	

	Tightening public financial management (PFM)  controls
	10-30 LVL million
	Serious issues regarding management of funds transferred to SOEs under Ministries of Education, Culture, and Transport.
	Ensure recovery of misappropriated or unspent funds (e.g. LOC).
	Improved transparency and efficiency of PFM, including improved budget execution.

	Introduce salary caps for monopolies and SOEs that receive subsidies.
	Savings would be achieved through a reduction in subsidies (to be estimated)
	SOEs, including those in receipt of subsidies, have cut staffing and salaries less sharply than in the rest of the public sector.
	Control of administrative costs and performance targets should be developed for all monopolies and firms receiving subsidies.
	

	Subsidies to Loss Making Enterprises

	Phase out direct subsidies to loss-making enterprises at both the central and municipal levels.
	40-150 million at central level

20-70 million at local level
	Subsidies are not targeted at supporting access to services for low-income citizens, but come in the form of ‘compensation for losses’ without adequate cost-control mechanisms. As a result, subsidized enterprises have an incentive to provide unnecessary services, understate revenues, and inflate operational costs.
	Contracts should be renegotiated on a regular basis to ensure cost control. 

Subsidies should be cut and targeted to protect low-income beneficiaries instead of to the firms. Services that are considered essential from a social perspective (e.g. transport routes to rural communities) but would not be commercially viable, even if providers were able to charge market prices, should be specifically identified and prioritized based on cost-benefit analysis.
	Efficiency gains by allowing prices to rise to cost recovery levels, and targeting subsidies to low-income users of the services concerned (e.g. railway and bus transport). 

Increased budget revenue and equal treatment by nature of the institution.

	Extending the requirement to increase the minimum dividend paid by profit-making SOEs to the state budget to 80 percent also to SOEs’ subsidiaries
	(Savings to be estimated)
	A positive step was taken with legislation adopted in 2009 that increased the minimum dividend paid by profit-making SOEs to the state budget to 80 percent.
	It would be expedient to tighten the legislation to ensure that these SOEs’ subsidiaries are also included.
	

	Revisiting privatization (e.g. electricity distribution; management of Riga airport)
	(Savings to be estimated)
	In Latvia, the private sector accounts for 70 percent of GPD; this level could be raised to 75 percent (e.g. as in Lithuania, Poland) or 80 percent (e.g. as in Estonia, Hungary).
	Examine whether some SOEs could generate more budget revenue by being privatized.
	Competition in Latvia’s internal market would be strengthened.

	Welfare: State Social Insurance

	Pensions: Lower the amount of pension income exempt from taxation from LVL 165 to LVL 80 per month
	85 million

(24 million if threshold 140)
	The unprecedented growth in revenues until 2007 translated into a rapid growth in wages and consequently of the covered wage bill.  This boom was reflected in the notional interest rate applied to pension benefits from the NDC pillar.  The cohorts that retired prior to 2010 have benefited from a windfall from the pre-2007 bubble.  Between 2005 and 2009 the average pension for new retirees grew 69%.
	Given very high pension increases that resulted from fiscally profligate policies during the boom before 2008 (wage indexation, new benefit for pre-1996 contribution years and windfall gains for young pensioners associated with abnormally high real notional interest rates) it is reasonable to claw some of the recent unsustainable increases back, especially if it is done in a targeted manner affecting mostly younger pensioners who have gained disproportionately from pre-2008 boom.
	Immediate short term gains that will help put the social insurance special budget on long-run financial sustainable path, as well as lead to a more progressive distribution of welfare spending.

	Pensions: Targeted elimination of the pre-1996 service supplement for pensions above LVL 140 per month
	120 million
	A non-contributory supplement was introduced in 2006 for low income pensioners but, was extended to all pensioners in 2008. The benefit pays 0.7Lat for each year of service accrued before 1996 and on average amounts to 14% of the overall pension spending.
	Extending the supplement to all pensioners was a fiscally profligate and unsustainable policy.  It is recommended to continue paying this benefit to the 10% of pensioners with lowest incomes which would place the benefit elimination threshold at or above LVL 140.
	Immediate short term gains that will help put the social insurance special budget on long-run financial sustainable path, as well as lead to a more progressive distribution of welfare spending.

	Pensions: Full indexation of pensions to changes (+ and -) in the CPI
	31 million in 2011 and 61 million thereon

(Alternatives would deliver savings only in 2017)
	In 2009 and 2010 pension benefits are “frozen” (i.e. not adjusted).  However, in 2011, benefits will be indexed to the CPI.  The current law indicates that pensions should be indexed to prices but cannot be reduced in nominal terms.  The savings shown here assume automatic indexation to the CPI whether positive or negative and would require additional legislative action.
	Alternatives exists for savings without changes in the law, however, these alternatives would only deliver savings when the deflationary period ends.  Under a lenient interpretation the indexation is 0 in times of deflation and positive when CPI is positive. Under the more stringent interpretation the downward adjustment of the pension is not allowed but upward adjustment only starts when the purchasing power of the pension starts to fall behind its original purchasing power. Whether the more stringent application of the current law is possible would have to be investigated further. There is political risk of the measure being reversed when positive inflation returns as well as a risk of prolonged deflation which would not allow to claw back accumulated deflation for a long time.
	Combined with other measures, CPI indexing pensions will help put the state social insurance budget on a long term financially sustainable path.

	Pensions: Application of true “G values”, without any change in the current law
	2 million in 2011, 4 million in 2012, 6 million in 2013
	At the point of retiring, an affiliated workers accumulated “notional capital” is divided by an estimate of life-expectancy.  In the NDC formula, the life expectancy parameter is referred to as the “G value”.
	New retirees are expected to be hit by negative notional interest in 2010 and 2011 of -4% and -10% respectively. This is why this year regular increase in G values amounting to 2% decrease in pensions was not applied.  This is being done at the discretion of the authorities, and is not reflecting the automatic application of the NDC parameters as intended.
	For long term financial sustainability, the automatic parameters of the NDC formula should be allowed to function.

	Pensions: Retirement age increase starting in January 2015
	0

(Savings in the medium term expected.)
	The early retirement option is expiring in 2011 – which given extremely high “pre-retirement rates” through early retirement and disability programs, would translate into very few old age benefit applications in 2012-2013.  An increase in the retirement age earlier than January 2015 will probably precipitate a faster “rush to retire” that could destabilize the state social insurance budget.
	Among the cohorts turning 62 in 2012 and 2013, around 70% will already be receiving old age or disability benefits. This defeats the purpose of trying to increase retirement ages before 2014.  Furthermore, the cohort turning 62 in 2014 will already experience a significant increase in the effective retirement age (70% of previous cohort retired early, while this cohort will have to wait until 62), so it is not equitable to increase their burden further. Thus, the most logical time to start increasing retirement age is 2015 or 2016.
	An increase in the statutory and effective retirement ages is essential to the long-run financial sustainability of the system, and help raise replacement rates, as, all else equal, affiliates’ notional capital will be larger and is spread over fewer years in retirement.

	Parental benefit: Eliminate parental benefit (and replace with flat Childcare benefit of LVL 100 paid from State basic budget)
	65 million

(assumes Childcare state social benefit is raised to LVL 100)
	New parental benefit was shifted into the social insurance special budget in 2008.  The parental benefit is earnings-related, and paid to those with a history of contributions.  However, when it was introduced, no increase in contribution revenue to the state social insurance budget was made.  This is, for all intents and purposes, a non-contributory benefit, reflecting the fiscal profligacy of the boom period.
	Given that no additional social insurance contributions were levied in 2008, the recent shift of the parental benefit spending to the social insurance budget is inappropriate. Furthermore, as with all other “non contributory” benefits, it should not be linked with the recipients earnings, which otherwise introduces regressive redistribution to people with higher incomes.  A flat Childcare benefit is already granted from the State basic budget for the same social welfare objective.  As part of this measure, the flat benefit could be raised to its 2005 level, LVL 100.
	Immediate short term gains that will help put the social insurance special budget on long-run financial sustainable path.  Eliminates duplication of benefits, and leads to a more progressive distribution of social welfare spending.

	Education and Science Sector

	Preschool: Maintain budget financing for 5 and 6 year old children in preschool education.
	0
	Budget financing for 5 and 6 year old children in preschool education was restored under the World Bank Development Policy Loan.
	Budget financing of preschool education is consistent with the compulsory nature of preschool education and the demonstrated benefits for subsequent school performance.
	

	General primary and secondary: Maintain January, 2010 salary increase for primary and general secondary education.
	0
	The January, 2010 salary increase brought average teacher earnings (including overtime) to parity with employees of state budget institutions. 
	Reversion to former low salaries for teachers would endanger education quality by encouraging departure of the most competent teachers.
	

	General primary and secondary: Exploit more fully the flexibility availability under per-student 

financing:

--MOES to provide more guidance to novads and schools on options for application of per-student financing

--Move towards full-time concept of teachers’ profession, based on 

learning outcomes rather than time inputs.


	0
	Many novads are not yet getting the full potential benefit of per-student financing – in terms of either efficiency or quality. 
	Many novads still do not understand the options available to them to achieve better efficiency – such as transporting teachers (rather than students) between schools.  

The determination of teachers’ earnings under per-student financing is still based on the old, input-based approach of hours spent on reimbursable tasks, rather than on what their students are learning.  
	Adoption of a new, full-time concept of the teaching profession, based on learning results, will require preparation of the methodology and further strengthening of assessment instruments.  It will be easier to apply this concept once the economic recovery has allowed the restoration of more adequate financing for teacher salaries and other school inputs for effective teaching and learning.     

	Vocational technical education: Suspend financing of student stipends for vocational students.  Family State Benefits should be paid to parents of children in vocational schools under the same regime as for other eligible children.
	2.3
	All vocational secondary students receive stipends of between 1 and 70 Lats -- 3.1 million Lats in total.  About one quarter of this amount is designed to offset the child allowances paid to parents whose children attend general  secondary schools. 

Stipends for vocational-school students are often presented as necessary to attract students to attend vocational schools.  
	Child allowances for children who attend vocational schools should be treated the same as for other children.  

If vocational education provides valuable skills for young people, students should not need to be paid as an inducement to attend vocational schools.  

The state budget already finances free room and board for boarding students in vocational schools. 
	Suspension of student stipends in vocational education would help to emphasize to parents, students, and teachers that vocational education is an investment that should be fully justified by increased lifetime earnings.  

	Vocational technical education: Revise budget regulations to allow vocational schools to participate in MoW-financed retraining projects.
	See Social Assistance table for magnitude of budget savings 
	Most secondary vocational schools have the expertise and capacity to offer adult retraining.  Vocational schools report that they cannot participate in competitive tenders for adult retraining because current regulations for budget institutions require them to plan and get prior approval for all expenditures, whereas the income from competitive tenders is uncertain and thus cannot be planned with any certainty.
	Most of the budget-financed retraining which is provided under the MOW’s emergency social assistance program is contracted with private providers.  Providing this training instead through public vocational schools would help finance some of the schools’ fixed costs, and thus yield budget savings.  
	In the medium and long term, adult education programs in public vocational schools should be fully self-financed through fees, as they are now.  But under the current crisis, public vocational schools should be able to deliver adult retraining which is financed by the MOW under the emergency job retraining program.

	Vocational technical education: Accelerate transfer of vocational schools to novads.
	0
	With major EU support, all secondary vocational schools are preparing and implementing restructuring plans.  All of the restructured vocational schools are scheduled to be transferred to local governments by 2015.  
	Local management and financing of vocational schools would help ensure that vocational programs are cost-effective (in comparison to general secondary education), and provide good value in terms of improved job prospects for graduates.
	Secondary programs in vocational schools should be financed, and managed by local governments, as part of the same process which is used for general secondary schools.

	Higher education:

-- Reduce the number of budget-financed places by 50% in all higher education institutions (including the institutions under ministries other 

than the MOES).

or

-- Reduce the level of budget financing for each student place by 50%, and make up the difference with 50% copayments by students in budget-financed places. 


	27.4 million

(including ministries other than MOES)

27.4 million

(including ministries other than MOES)


	Budget-financed places in higher education are rationed on the basis of student performance.  Half of full-time students pay full cost-recovery fees, which vary by specialization.  The other half pay no fees; their places are financed by the budget. The number of budget-financed places in higher education actually increased this year (from 33,355 to 34,203), despite large budget reductions which affected most other education expenditure areas. Forty-four per-cent of these places are in institutions managed by the Ministries of Agriculture, Health, Interior, Defense, and Culture.
	Budget financing of higher education is inefficient because it contaminates students’ choices about how much higher education to seek.  Fee financing encourages efficient and disciplined decisions about higher education, such that students will pursue higher education only to the extent that it increases expected future earnings more than it costs (in the absence of subsidies).  Budget financing is also  inequitable because it disproportionately benefits students from higher-income families.  The replacement of budget financing with fee financing does not raise equity concerns in terms of access because student loans to meet tuition and living expenses are available to all students. 
	Greater reliance on fee financing would help to shift the public perception of higher education, to view it as an individual human capital investment decision rather than a human right or a universal entitlement.  It would improve equity and fiscal sustainability of higher education, and promote quality by encouraging competition based upon relevance to changing skill needs in the labor market as reflected by changing patterns of earnings.  

Reducing the level of budget financing and maintaining the current number of budget-financed places could be preferable to the other option because it would not entail discontinuing budget financing for some currently budget-financed students.  If the decision is taken to reduce the number of budget-financed places, the reduction should be made strategically, in recognition of the likelihood that reduced support for engineering and science programs would encourage students to pursue those programs abroad.  

	Higher education: Suspend higher education student stipends
	2.4 million 
	Currently, 3,379 higher education students receive stipends of 70 Lats per month.  These were formerly granted to reward high performance.  To make them more equitable, targeting criteria were introduced under the DPL, and slightly over half of scholarships are now awarded on the basis of need as well as performance.  
	Student scholarships are inefficient because high performance reaps its own lifelong rewards through higher earnings and professional mobility.  The returns to higher education in Latvia are among the highest in the EU.  Student scholarships are inequitable (despite the DPL-supported targeting action) because they are only awarded to budget-financed students, who tend to be from higher-income families. 
	Suspension of student scholarships will help to shift the public perception of higher education, to view it as an individual human capital investment decision rather than a human right or a universal entitlement.  

	Higher education: Use some of the MOW retraining budget to finance fees for formerly employed adults in part-time higher education programs who are within one year of program completion.
	0
	Although budget-financed higher education places increased this year, the economic crisis has led to a sharp fall in fee-paying students:  The number of fee-paying students declined particularly sharply in part-time higher education programs – from 53,000 in 2008/2009 to 41,000 in this school year.  Forty-five percent of part-time higher education students are employed or formerly employed adults.  Most of these are pursuing higher education to improve their job prospects.   
	Using some of the MOW retraining benefit to finance fees for formerly employed adults in part-time higher education programs in public universities and colleges would help relieve budget pressures in those institutions and could lead to better employment outcomes than contracted privately provided retraining.
	

	Higher education: Suspend government subsidies on student loans.
	6 to 20 million, (depending on current cost of borrowing)
	The Government currently pays accrued interest on student loans during the duration of studies and for one year after completion.  It also guarantees repayment and pays any excess of borrowing costs above 5%. 

This arrangement is unnecessarily generous to students and entails serious contingent liabilities for the Treasury.  

Due to falling interest rates in CY 2010, interest payments on student loans in CY 2010 are likely to be about 1.6 million Lats below the budgeted amount.  
	Interest subsidies on student loans contaminate students’ choices about how much higher education to seek.  The current practice under which the of Government negotiates interest margins and guarantees repayment (in addition to individual guarantees) offers attractive borrowing costs to students.  Actual interest rate subsidies beyond that are neither necessary nor desirable. 
	

	Higher education: Move more aggressively to competitive financing of science and research by reducing budget financing of public institutes by half (3.5 million Lats), and moving half of that amount (1.7 million Lats) to the more competitive “State Research” program.  
	1.6 million
	The largest element of budget financing for science and research (amounting to slightly over 7 million Lats) finances inputs in the form of salaries and facilities for state science and research institutions.  
	More competitive financing would encourage higher productivity and fuller participation by universities.    
	

	Health Sector

	Reduce hospital beds to 450 per 100,000 population in 2010 (with impact on 2011 budget) and 350 per 100,000 in 2011 (with impact on 2012 budget).
	10 annually in 2011 and again in 2012
	Latvia has achieved 550 beds per 100,000, about the average for Poland and Europe. Moving to 350 beds per 100,000 would still put Latvia well above the U.S.
	Reducing the number of beds is possible and desirable. Latvia has successfully reduced beds continuously since 1990 but in 2010 only achieves the European average if current plans are implemented. The U.S., with about 200 beds per 100,000 in 2006, suggests that a more market oriented system can achieve much greater efficiency in acute hospital use. Latvia probably has the potential to modernize hospital services and reduce beds, buildings, and to permanently close hospitals. The U.S. is not necessarily an appropriate standard for Latvia but does show what is possible.
	De-hospitalization of health care for a more effective and efficient system. Hospitals need to be closed and permanently removed from the health system for this strategy to succeed.  Otherwise they may return in the future as a cost. Some sort of privatization program or bankruptcy program would be appropriate to remove them as wards of municipal governments seeking support from the State.

	Reduce average length of stay by 1.2 days in 2010 (to 7.5) and 1 day in 2011 (to 6.5).
	2.5 million in 2011, and again in 2012
	This would accelerate the improvement in 2009, when average length of stay dropped from 9.5 to 8.7 days, and would take advantage of changes encouraged by MoH to use day surgery and home care. If Latvia moves to 350 beds per 100,000, average length of stay will fall even more to use the remaining beds more efficiently.
	Greater use of modern outpatient-based medicine, management of diseases through the primary care system, day surgery, home care.
	De-hospitalization of health care.  See above.

	Reduce MoH specialized health care provision through marginal improvements in productivity.
	2.5 million in 2011, and again in 2012
	This area of the MoH budget includes communicable diseases, sports medicine, blood supply, emergency medical assistance, disaster medicine, and forensic labs. 
	Request the MoH to manage a 5 percent cut in this area through increases in efficiency in each fiscal year. The logic is simply that small additional cuts even in areas of high importance may be possible without resulting in major losses of output.
	More than likely these cuts are not sustainable for the longer run, and the funding would return in the future.

[However, the MoH could be requested to develop a plan for folding the infectious disease center into the normal GP/Family Doctor, specialist, and hospital systems of financing, with a goal of reducing personnel costs permanently by at least LVL 4 million per year.] Separate systems to treat tuberculosis and HIV, for example, are not necessary.

	Raise copayments
	Choose the amount of funds needed.
	Copayments were raised in 2009 for the first time in five years, then reduced in 2010. There is always an option to change copayments to achieve a revenue objective from patients.
	Copayments are a variable that the MoH has control over.
	Latvia does not maintain sufficient household survey data to understand the impact of copayment policies and does not undertake sufficient analysis to understand how best to manage copayments. Co-payments do not necessarily reduce care that people need, but that depends on the design of the policy. They are not necessarily anti-poor, but that also depends on design. Latvia does not yet maintain the information necessary to design sensible copayment policies.

	Shift targeting of exemptions from social groups to completely means testing.
	1 million 2011 and again in 2012
	Shift completely to a means testing approach for the allocation of MoH subsidies. The Emergency Social Safety Net is already a step in this direction.
	Consistent with other suggestions, particularly for the MoW, targeting can improve the fairness and impact of public subsidies. In this case they are unlikely to save enormous amounts of money but would be consistent with a government-wide switch to targeting.  Using means-testing to target subsidies would also allow the Government to take efficiency measures with greater confidence that the impact of these measures on low-income groups is mitigated.
	Consistent with fundamental principles of public economics. Saves money and improves the equity impact of public subsidies.

	Shift to a social insurance model, private insurance, or a mix of public and private insurance.
	Unlikely to result in budget savings. Might create an ability to cap public expenditures from the budget for health; however, room would have to be made for insurance premiums within the total tax take of the State, so there is likely to be no net savings.
	Ability to cap public spending for a core package of services for everyone and subsidies to the needy for additional services. Beyond this set of State-financed benefits, additional insurance would be shifted to individuals (either via premiums or payroll taxes)
	Attract additional sources of finance to the health sector, where demand seems to outrun the ability of the State to finance services.
	Zero sum game. In the end, Latvia will have to decide how much to spend on health care no matter what the source of funding. It can be on budget or off budget (via private premiums or earmarked payroll taxes), but households will still be financing it.  It is possible to affect the mix of payments: increase administrative costs, decrease payments to providers, and change copayments depending on the approach followed, but it is unlikely that the total cost to society will change very much in the next 5 years.

	Welfare: State Social Benefits and Municipal Social Assistance

	Family State Benefits (FSB). Reduce coverage of FSB for non-poor households, but maintain assistance for poor households.
	Potential savings between LVL 13.4 and 23.4 million.
	Family state benefits constitute about 46 percent of state social benefits.  In 2009, FSB amounted to around LVL 45 million.  FSBs are monthly payments of LVL 8 to all families with a child between the ages of 1 up to 18 years of age.
	FSBs have a small impact on non-poor households and are more symbolic than welfare enhancing.  For example, households in quintiles 4 and 5 spent about 2,300 and 4,200 LVL per person per year in 2008 and hence the added 72 LVL per child per year has little impact on household welfare.   However, the government spends approximately LVL 13.4 million on FSB to quintiles 4 and 5, and hence the fiscal implications of the program are significant.  In addition, LVL 10 million is spent on households in quintile 3, who’s yearly per capita household consumption is almost LVL 2,000. 
	Keeping family benefits universal is a social choice with explicit fiscal implications.  The current transfer amount has a minimal impact on non-poor households The government needs to weigh the benefits of universality, with the fiscal implications of providing a benefit to households whose welfare is hardly improved by the transfer.

	Childcare Benefit: Restore Childcare Benefit to a flat amount of LVL 100 (see above recommendation on Parental Benefit)
	(see segment on State Social Insurance)
	Currently the coexistence of the earnings-related Parental Benefit alongside the flat Childcare Benefit augments household income and welfare inequality, and imposes a high fiscal cost.
	The Parental Benefit is essentially non-contributory.  Once it is transferred to the State basic budget, it is inequitable and unjust to maintain an earnings-related benefit in parallel to a flat benefit that have the same social welfare objective.
	Reverting to a single, flat Childcare benefit will lead considerable fiscal savings, and a more progressive distribution of social welfare spending.

	GMI and Housing benefit: Keeping the amounts of mandatory targeted assistance benefits constant, increase co-financing share from State budget for GMI and Housing benefit to 75%.
	[14 million increase, based on anticipated spending in 2010, financed from targeting FSB, as above]
	GMI and Housing benefits are increasing in importance as safety-net instruments, and appear to be reasonably well targeted to the lowest income groups.  However, there is still improvements in targeting accuracy that could be achieved.  The mismatch between a national mandate and local financing causes perverse incentives at the local level, and disparities in provision of these mandatory benefits across wealthy and poor municipalities.  For this reason few EU and OECD countries retain decentralized financing of mandatory targeted benefits. 
	The co-financing introduced in the ESSNS (50% of spending on GMI and 20% of spending on housing benefit) helps mitigate the problem of perverse, particularly in the face of higher demand for benefits from the crisis.  Savings from targeting Family State Benefits to households in quintiles 1 – 3 (as above) could be used to increase the share of co-financing of mandatory benefits from the State budget, and still leave room for overall fiscal savings.  As the Latvian Welfare system does not yet have the information management tools to monitor targeting performance of municipalities, less-than-full State financing may still be appropriate.
	Raising co-financing and eventually recentralizing financing for mandatory targeted benefits from the State budget, will ensure a robust, uniform safety net for the lowest-income, needy households wherever they happen to live.

	Welfare: Employment and Training

	Training programs.  Move away from the current supply-driven system of job retraining for the unemployed, toward a more demand-driven process by expanding voucher use by program participants.
	Efficiency gains
	There are three main inefficiencies of the current training program: 

(i) administrative requirements on the State Employment Agency (SEA) to procure training services is high; 

(ii) failure to give freedom to participants to choose their training courses can lead to sub-optimal personal choices;

(iii) competition among training providers is stifled because firms have no incentive to improve performance after they become accredited.
	Vouchers devolve to the individual the choice of training programs and location of training, and create an incentive for beneficiaries to choose the type of training that best prepares them for productive employment.  It allows participants to choose the training discipline, the firm to provide the training, the location of the training institution, etc.  Minimal restrictions can be placed, such as: (i) requiring participants to choose from a positive (and regularly updated) list of licensed (by MoES) training providers; (ii) requiring minimal educational qualifications for certain training opportunities.  However, the strength of vouchers is flexibility and hence, restrictions on participants should be minimized.  
	Vouchers will have several benefits over the status quo:  

(i) Administrative requirements stemming from procurement of training services for each course by the SEA can be greatly simplified.

(ii) Market forces could weed out low quality licensed training providers through low demand for their services.  This is important because under the current regulations, the SEA is not able exclude low quality training providers who have been licensed by MoES even if additional quality criteria are set during the procurement process.  

(iii) Greater competition among training providers could be fostered if the SEA publishes evaluation results of all training providers.  This publication can also give potential participants the information base needed to make career choices.

	Training programs. Training vouchers should also be usable in special, short-duration retraining programs offered by existing secondary vocational schools, including those managed by MoES.  
	Efficiency gains
	MoES managed vocational training institutes do not participate in the request for proposals from PESs.  The main reason is that MoES providers are not able to perform the required quarterly financial planning forecasts.
	It is not cost-effective for the Government to finance new, tailored programs for the unemployed when there is significant unused capacity in some existing state-financed programs in secondary vocational education and higher education programs that are explicitly or implicitly ignored. Although the recent financing reforms reduced excess capacity, considerable excess capacity remains.
	Besides reducing unused capacity in MoES managed vocational training institutions, including these institutions will lead to increased competition among service providers and hence increase training quality and relevance.

	Training programs. Although appropriate during the crisis, government should consider reducing the stipend paid to training participants to reduce take up by those who want a safety net rather than a human capital investment.
	Efficiency gains and budget savings
	Income support provided to those who participate in training programs may lead people to request the program for the financial rather than the human capital accumulation motive.
	Lowering the stipend could ensure that training program participants are motivated by human capital accumulation objectives rather than the safety net objective of training programs.  The Government might consider providing more than 1 stipend level to program participants when participants have to travel to receive training.  
	Lowering the benefit amount will lead to a reduction in the waiting list for training programs and will lead to more take up of training programs by people interested in the courses rather than people taking the course with the least transaction costs associated with the LVL 70 stipend.

	Workplace With Stipends (WWS).  The Government should begin preparations for a phased withdrawal of the WWS program when labor market conditions improve.  
	
	The WWS program formed a crucial part of the emergency social safety net to mitigate the impact of the crisis on households.  The design features of the program meet best-practice conditions for public works programs around the world.  The program was rolled out in record time and targeted individuals who do not receive unemployment insurance benefits. 

In 2009, LVL 8 million were allocated to the WWS program.  Continuing soaring unemployment numbers have forced the government to allocate LVL 26.7 m to the WWS program in 2010.
	If labor market conditions begin to improve in mid-2011 as forecasted, it would be reasonable to begin withdrawing the WWS program in the third quarter of 2011.  A credible exit strategy for the government can be through stipend reduction (to around LVL 80 per person per month for full time participants).  This move will reduce the relative attractiveness of the program for unemployed people who would be faced with the option of choosing the program with the reduced stipend or intensifying their job search.  
	Phasing out the WWS program will be important to minimize economic distortions and increase the potential for private sector led growth.  In addition, the expected reallocation of ESF money away from WWS into longer-term priorities will result in fiscal pressures that might be avoided by minimizing the size of the WWS program.

	Workplace With Stipends (WWS).  The Government should exclude early retirees who are receiving a pension from the WWS program.  
	Reallocation to people with no other safety net.
	The program currently rewards early retirees, who receive a pension, by providing them with a supplementary income.  However, the intension of the program was to give people a “last resort” safety net, not a supplementary income.
	Early retirees have made a choice to retire and should not have access (and thereby crowd out people with no safety net) to the WWS program.  Given the length of the waiting list for the program, this move will help redirect resources to more deserving participants.
	In addition to the benefits of reallocating resources away from people who are already receiving pension to people with no safety net, eliminating eligibility of early retirees will help reduce the incidence of early retirement.

	
	
	
	
	


� The team comprised Truman G Packard (Lead Economist, Human Development), Charles Griffin (Sr. Advisor and Health Economist), Ihsan Ajwad (Sr. Economist, Human Development), Asta Zviniene (Sr. Pension Economist), Michael Mertaugh (Education Economist), Igor Kheyfets (Economist, Human Development), Clelia Rontoyanni (Public Sector Specialist), Stanislav Polak (Country Economist), and Johannes Koettl (Economist, Human Development). Lars Sondergaard (Sr. Economist, Human Development), Malinee Yasmin Rachel Am Valenzuela and Matthew Louis Gyory (Government Expenditure Consultants) provided remote assistance to the team.


� Central government subsidies to SOEs (non-EU related) represented 241.5 million LVL in 2009; subsidies to other businesses (non-agriculture, not related to EU programs) stood at 178 million, including 42.6 million for passenger transport. Non-agricultural subsidies local level accounted for 73.6 million in 2009. Treasury cash flow data.
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