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1. Highlights

Registered unemployment back on a downward path
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Annual inflation continues to decline
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Foreign trade grows in february

Growth of goods exports in Latvia
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After the usual slight rise at the beginning of the year
caused by seasonal factors, unemployment decreased
again in March, reaching 11.7% of the economically active
population. This has taken place on account of growing
employment confirmed by all data sources. The latest
Eurostat report confirms that the recovery of employment
observed in Latvia was one of the fastest in the EU (albeit
from a low base).

The number of unemployed persons is expected to con-
tinue declining for at least another six months, with the
registered unemployment rate approaching a one-digit
figure.

The 0.6% month-on-month rise in consumer prices in
March 2012 was primarily the result of seasonal factors,
oil prices and, in part, the anxiety observed in the food
market.

Within a year, consumer prices in Latvia have risen 3.3%,
which is almost a full percentage point lower than a year
ago, and lower still than in February this year. The figure
continues to reflect the impact of raising the electricity
tariffs in 2011 and indirect taxes in the summer of 2011;
therefore, the trend of decreasing annual inflation will be
sustained until mid-year. Furthermore, an even more pro-
nounced deceleration of inflation is expected during the
second half of 2012.

In February 2012, the turnover of Latvia's foreign trade
in goods grew by 5.1% year-on-year. The export value
of goods rose by 4.9% within a month, while the import
value increased by 5.1%.

The annual growth rate of Latvian exports reached 16.7%
in February, representing an increase in comparison with
December and January. In the previous three years of
economic recovery, Latvian businesses managed to im-
prove their competitiveness considerably and the growth
in manufacturing output in most sectors was a direct result
of increased export sales. This successful experience of
the last few years may be the main reason why Latvian
businesses remain optimistic about their potential to ex-
pand export volumes this year as well even despite the
negative external background.
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2. Macroeconomic Data

Reporting | Data (%)

period
Gross Domestic Product (GDP)
(quarter-on-quarter growth; seasonally adjusted) 2011 Q4 1.1
State budget
Tax revenue (current month; year-on-year growth) 2012 I 12.8
General government expenditure (since the beginning of the year; year-on-year growth) 2012 I 6.7
Consumer price changes
Consumer Price Index (CPI; month-on-month growth) 2012 III 0.6
12-month average annual inflation (to comply with the Maastricht Criteria) 2012 111 4.1
11.04.2012 Annual inflation continues to drop @
Foreign trade
Exports (year-on-year growth) 201211 16.7
Imports (year-on-year growth) ‘ 201211 22.3
11.04.2012 External trade growing in February @
Balance of payments
Current account balance (ratio to GDP) 2011 Q4 1.2
Foreign direct investment in Latvia (net flows; % of GDP) 2011 Q4 3.8

12.04.2012 Deficit in the current account remains in February e

Industrial output
Working day-adjusted industrial output index (year-on-year growth) 201211 10.5
03.04.2012 Manufacturing output shrinks, yet confidence still intact @

Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) ‘ 201211 10.0
30.03.2012 The rapid rise in retail turnover in January followed by a drop @

Employment and unemployment
Registered unemployment (share of working age population) 2012 111 11.7

12.04.2012 Registered unemployment drops after slight a seasonal rise @

Monetary indicators
Broad money M3 (year-on-year) ‘ 2012 111 -0.1
23.04.2012 Money supply diminished by annulling "Parex Banka" licence @

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

"Country workshop: EU Balance-of-Payments assistance for Latvia: Foundations of
Success' 01.03.2012

Last month a workshop in Brussels was taking stock of the last three years of EU/IMF supported stabilisation
in Latvia and the policy path taken. Workshop materials are now available at http://www.macroeconomics.
lv/summary-and-presentations and http://www.macroeconomics.lv/video-1

The overall conclusion was that in the Latvian case the internal adjustment worked well: the country
has regained competitiveness, its fiscal house has been put in order, and — alongside with the other Baltic
countries which have undergone similar adjustment processes — Latvia is among the leaders in Europe in
terms of growth and job creation. Latvia is now preparing for the adoption of the euro, targeting the year
2014. Ilmars Rimsevics, the Governor of the Bank of Latvia, said that the book on Latvian crisis resolution
will be completed when the country introduces the single currency.

"Mission impossible" turned out to be possible thanks to speed, ownership, commitment, and solidarity.
Fiscal contraction can be expansionary in a small and open economy if you do it resolutely and early in the
crisis, focusing on expenditure cuts rather than tax increases and if it is supported by the pull of external
demand.

But a snapshot of recent developments also included a look at the origins of the recent crisis. The pre-crisis
growth in Latvia was fuelled by massive capital inflows, building up excessive demand and a real estate
bubble (GDP grew by 34% during 2004-2007 and contracted by 21% during the recent crisis).

Why was devaluation not a solution for Latvia as many suggested at the outset of the recent crisis, at
the end of 20087 High import content in exports and domestic production, any competitive gains largely
outweighed by a surge in input costs; lack of domestic substitutes for a large part of consumer goods. No
immediate improvement in the current account as the Marshall-Lerner condition is not met. High share of FX
liabilities: many corporates would face negative equity immediately. Inefficient insolvency procedure and
a court system incapable to cope with a sharp increase in insolvency cases. Hence, the result of devaluation
would have been: much larger costs to the economy, loss of credibility and a likely run on banks, resulting
in a collapse of the domestic banking system.

Internal adjustment was the only path to follow. Time bought for structural reforms that make adjustment
smoother; improved public sector efficiency. Less corporate bankruptcies reduce costs for the economy
and the more gradual adjustment motivates businesses for productive improvements. Latvia's economy is
reasonably flexible and capable to adjust; by and large the society understands the root causes of the crisis
and supports the necessary austerity measures and reforms.

Results. The Latvian economy has been steered back to growth in a "V" shaped recovery: benefiting from
the internal adjustment and fiscal consolidation started at an early stage and underpinned by structural re-
forms that supported competitiveness. A protracted recession, predicted by many, has been avoided.

GDP growth reached 5.3% in 2011 and was among the fastest in Europe. More importantly and in contrast
to countries that devalued and imposed capital controls, Latvia experienced a strong recovery in investments
that make its future outlook much brighter. The current forecast scenario has Latvia complying with the
Maastricht criteria as of the beginning of 2013; the aim of introducing the euro in 2014 is thus well within
reach.
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