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1. Highlights

Gross domestic product grows for a fifth consecutive quarter

Real GDP growth
(%)
5.0

0

—5.04

—-10.0 4

—-15.04

2001,

2008
[ Year-on-year, LHS

2009

Ql Q2 Q3 Q4 Ql Q2 Q3 Q4 Ql Q@ Q3 Q4

2010

—— Quarter-on-quarter (seasonally adjusted), RHS

3.0

Latest estimates of GDP growth in the fourth quarter of
2010 (up 3.7% year-on-year) point to an overall GDP con-
traction by 0.2% at constant prices in 2010. This would be
a substantially better outcome than predicted by market
participants at the beginning of the year. The quarterly
GDP growth has been positive throughout 2010.

Further growth will depend on several domestic and ex-
ternal factors. The most important external factors are de-
velopments in both global food and oil prices. Moreover,
fiscal consolidation in some of Latvia's foreign trade part-
ners may have implications on their economic growth and,
consequently, import demand for Latvian goods. Domes-
tically, the recent tax raises are likely to slightly slow down
consumption. Overall, however, we expect growth rates in
the economy for 2011 to be well above 3%.

End of 2010 sees more foreign investment in Latvia

FDI inflows in Latvia in 2010
(in millions of lats)
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According to the preliminary data on Latvia's balance
of payments and GDP forecast, a small surplus was
maintained in the current account in the fourth quarter
of 2010, with the respective annual surplus amounting
to 4%.

The financial account experienced positive changes: its
surplus in December resulted from growing foreign direct
investment in the share capital of Latvian enterprises. This
contrasts strongly with the net outflows still observed
at the beginning of 2010. In the course of the year, the
situation improved substantially. The recent evaluations
by Fitch IBCA and Standard&Poor's (an improved
rating outlook and upgraded rating respectively) suggest
that the investment environment in Latvia has stabilised
and point to potential investment inflows in the future.

Prices in Latvia driven up by higher taxes as well as global energy and food prices

Inflation in Latvia
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For some months now price increases have been observed
in shops despite a rather high unemployment. Until
recently it was explained by fluctuations in world energy
and food prices but a new factor has appeared as of the
beginning of the year: value added tax. A higher VAT rate
accounted for the greatest part of price rises in January,
with the consumer price index growing by 1.3% within
a month. The annual inflation growth has thus reached
3.7%.

Such developments are consistent with the current Bank
of Latvia inflation forecast: we expect a rise in the annual
inflation in the first months of the year followed by a
subsequent gradual decline. The average annual inflation
remained negative in January at —0.5% and we expect that
the average inflation this year will be 2.7%. Soft labour
market conditions and weak domestic demand will act to
restrict the development of a wage-price spiral.
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2. Macroeconomic Data

Reporting | Data (%)

period
Gross Domestic Product (GDP)
(quarter-on-quarter growth, seasonally adjusted) 2010 Q4 1.1
09.02.2011 Gross domestic product grows for a fifth consecutive quarter, prospects to (flash
be determined also by global developments @ estimate)
State budget
Tax revenue of the consolidated general government budget (year-on-year growth) 20111 124
General government expenditure (since the beginning of the year, year-on-year growth) 20111 7.3
Consumer price changes
Consumer Price Index (CPI) (month-on-month growth) 20111 1.3
Average annual inflation rate of last 12 months (to comply with the Maastricht Criteria) 20111 -0.7
08.02.2011 Prices in Latvia driven up by higher taxes as well as global energy and food
prices @
Foreign trade
Exports (year-on-year growth) 2010 XII 33.9
Imports (year-on-year growth) 2010 XII 50.5
10.02.2011 Increased competitiveness and new investment: cornerstone of export
development @
Balance of payments
Current account balance (ratio to GDP) 2010 Q3 1.1
Foreign direct investment in Latvia (net flows; % of GDP) 2010 Q3 3.6

11.02.2011 End of 2010 sees more foreign investment in Latvia e

Industrial output
Working day-adjusted industrial output index (year-on-year growth) 2010 XII 16.3
03.02.2011 Industrial output uneven, growth expected to moderate @

Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) ‘ 2010 XII 8.1
28.01.2011 Retail contracts again slightly in December. 2010 overall: up and down @

Employment and unemployment
Registered unemployment (share of working age population) 20111 14.5

10.02.2011 Registered unemployment in January up due to seasonal factors @

Monetary indicators
Broad money supply (year-on-year growth) ‘ 2011 1 11.8
18.02.2011 Seasonal contraction in money supply insignificant in January @

Sources: Treasury, Central Statistical Bureau of Latvia, and Bank of Latvia data.



http://www.macroeconomics.lv/seasonal-contraction-money-supply-insignificant-january

http://www.macroeconomics.lv/registered-unemployment-january-due-seasonal-factors

http://www.macroeconomics.lv/retail-contracts-again-slightly-december-2010-overall-and-down

http://www.macroeconomics.lv/industrial-output-uneven-growth-expected-moderate

http://www.macroeconomics.lv/end-2010-sees-more-foreign-investment-latvia

http://www.macroeconomics.lv/increased-competitiveness-and-new-investment-cornerstone-export-development

http://www.macroeconomics.lv/prices-latvia-driven-higher-taxes-well-global-energy-and-food-prices

http://www.macroeconomics.lv/gross-domestic-product-grows-fifth-consecutive-quarter-prospects-be-determined-also-global-developme
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3. In Focus

Latvia has regained cost competitiveness

In 2010, a significant improvement in cost competitiveness supported Latvia's economic recovery. This improvement
that started already in 2009 was reflected by a number of economic indicators (for instance, real export growth and
increasing export market shares). Moreover, it was recognized also by international institutions and rating agencies.

Y-0-y changes in real effective exchange rate measures
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Growing productivity in manufacturing and declining
domestic price and cost levels relative to that of major
trading partner countries reflected the successful process
of internal adjustment which allowed the competitive
position of Latvian producers to improve. The ULC-
based REER was down by almost 20% in Q3 2010
compared to its peak in Q3 2008, with decreases of CPI-
and PPI-based indexes against their peaks amounting
to around 10% (recently they were more influenced by
world commodity prices)*. The ability of firms to shift
from the domestic to the external market and favourable
developments in relative prices have resulted in stable
or growing market shares in most major trading partner
countries. In the first 11 months of 2010 (as compared to
2009), Latvian export market shares grew noticeably, for
example, in Poland, Finland, the UK, Russia, Germany,
Denmark.

In Q4 2010, exports of goods exceeded the pre-crisis
level noticeably (by more than 13% in real terms), with
the respective import developments still lagging behind.
Stable y-o-y growth of goods exports since the second
half of 2009 has been broad-based across the product
groups, with the highest y-o-y increases recorded
for wood and paper, base metals and articles thercof
as well as products of chemical industry, machinery
and mechanical appliances, plastics, and a number of
products of food industry and agriculture.

The current account of the balance of payments has
remained in surplus since Q1 2009, returning to more
sustainable levels in Q3 and Q4 2010 after a surge in
2009: the pick-up in manufacturing and exports urged
a need for imports of intermediate and capital goods,
and losses incurred by the FDI companies in Latvia de-
creased.

The unwinding of past imbalances and investment

environment improvement have been recognized by international rating agencies: in September 2010, Fitch IBCA
changed the outlook of its rating from negative to stable, while in December 2010 S&P upgraded the Sovereign Credit
Rating from BB/Stable/B to BB+/Stable/B. Preliminary data (monthly statistics) point to an increasing investors'
confidence, and net FDI inflows tended to increase at the end of the year 2010.





