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1. Highlights

Economy expansion falls below expectations
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Foreign trade: exports set new records

Dynamics of exports in Latvia
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According to flash estimates, in Q1 2011 the Latvian GDP
grew by 0.2% in seasonally adjusted terms, with the annual
growth reaching 3.4%. It became already obvious that the
rate will not be high in Q1 2011 when analysing several pre-
liminary sector indicators, such as manufacturing output
and retail turnover.

Despite lower growth, the economic sentiment indicator
improved by 1.2 points over Ql, suggesting that the dece-
leration of output growth was probably indicative of short-
term fluctuations in economic activity.

Future GDP dynamics will depend on several factors. On
the one hand, the regained competitiveness stimulates eco-
nomic recovery as demonstrated by the rapid growth of ex-
ports. On the other hand, rising food and energy prices in
the world commodity markets as well as the domestic de-
cisions to raise taxes act to dampen the economic growth.

The combination of expanding foreign demand, good
competitiveness of Latvian enterprises in foreign markets as
well as rising export prices resulted in a new all-time-high for
exports in March 2011. In the last 12 months, exports had grown
by 38.5% and imports by 39.0%.

Businesses are asserting their competitiveness and continuing to
increase the sales of their products in the already existing foreign
markets, where demand is on the rise, e.g., Russia, Scandinavian
countries and Germany, as well as conquering new markets.

In 2011, the growth in export-oriented industries will be higher
than the average in the economy, yet the rate of growth will
gradually decelerate. Global trade will continue to develop more
rapidly than expected, but the recovery of external economic
activity will be dampened by the fiscal consolidation measures
undertaken by several EU countries, growing public debt and
labour market uncertainty.

Unemployment down, but skills' upgrade needed

Changes in unemployment and unemployment rate
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For the first time in the last six months, a steep drop in
registered unemployment was observed in April 2011: by
0.5 percentage point, reaching 13.9% of the economically
active population by the end of the month. Thus, this year
the decrease in the number of unemployed that usually
takes place in spring as seasonal work resumes is more
notable than last year.

The rise in the number of vacancies registered in the State
Employment Agency (SEA) likewise indicates improved
work opportunities. Despite rising labour demand caused
by the economic recovery, it is becoming increasingly
difficult to find suitable employees. With the demand for
skilled labour rising, there are ever fewer such unemployed
on the SEA registers while the percentage of unemployed
with only primary or general secondary education, and
with poor Latvian language proficiency is growing.
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2. Macroeconomic Data

Reporting | Data (%)

period

Gross Domestic Product (GDP)
(quarter-on-quarter growth, seasonally adjusted) ‘ 2011 Q1 0.2
10.05.2011 Gross domestic product growth no cause for undue optimism @ (flash

estimate)
State budget
Tax revenue (current month; year-on-year growth) 2011 IV 7.6
General government expenditure (since the beginning of the year, year-on-year growth) 2011 IV -3.7
Consumer price changes
Consumer Price Index CPI (month-on-month growth) 2011 IV 1.1
12-month average annual inflation (to comply with the Maastricht Criteria) 2011 IV 1.3
10.05.2011 Energy prices continue to push up consumer price index @
Foreign trade
Exports (year-on-year growth) 2011 III 38.5
Imports (year-on-year growth) ‘ 2011 III 39.0
10.05.2011 Foreign trade: exports expand @
Balance of payments
Current account balance (ratio to GDP) 2010 Q4 -0.3
Foreign direct investment in Latvia (net flows; % of GDP) 2010 Q4 2.7
16.05.2011 A small surplus of the current account remains in the first three months of
2011 @

Industrial output
Working day-adjusted industrial output index (year-on-year growth) 2011 I 12.5
05.05.2011 Manufacturing resumes growth; qualified workforce and investment needed

for development @

Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 2011 III 1.1

29.04.2011 Consumers show caution, retail performance unconvincing in March @

Employment and unemployment
Registered unemployment (share of working age population) ‘ 2011 IV 13.9
11.05.2011 Unemployment down substantially, lack of qualified labour on the rise @

Monetary indicators
Broad money M3 (year-on-year) 2011 IV 4.3

20.05.2011 Money supply slightly down @

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

Inflation up temporarily on account of external supply shock

12-month average inflation
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Source: Eurostat, BoL calculations.

After a year's stay in deflationary territory, Latvia's in-
flation turned positive: in April 2011, the year-on-year
inflation reached 4.5%, although the 12-month average
consumer prices were only 1.3% above the level of the
previous year.

Higher inflation was driven by supply-side factors.
Prices increased mainly on the account of one external
factor: the surge of the global food and energy prices. As
the price setting in Latvia is highly flexible, the surge in
raw materials was reflected promptly in the overall con-
sumer price level. In addition, a larger share of food and
energy items in consumer basket, if compared to the
EU15 countries, contributed to a stronger transmission
of global developments to the domestic price level in
Latvia. However, the most significant domestic driver
of inflation was the ongoing fiscal consolidation, which
included a rise in indirect tax rates, thereby pushing up
consumer prices as well. Headline inflation excluding
the contribution of food and energy prices remained ne-
gative.

At the same time, weak labour market conditions and
persistently sluggish credit growth exerted downward
pressures on prices. Core inflation excluding unproces-
sed food, fuel and administered price increases in-
dicated the absence of domestic demand pressures and
demonstrated a significantly slower growth. Moreover,
rising prices of primary goods dampened the demand
for other goods and services, providing additional
restraint on the expansion of domestic consumption.

While the domestic tax-related consolidation measures
and the global oil and food price rallies will continue
to shape inflation in 2011, return to low inflation is
expected over the medium term as the world com-
modity prices ease. Significantly lower inflation is anti-
cipated already in 2012, making compliance with the
Maastricht inflation criteria likely as early as late 2012/
early 2013. Moreover, the commodity price surge is
affecting the inflation rates globally, including the EU
member states. Along with the inflation rise in Latvia,
it is expected to increase the value of the Maastricht
criteria as well. In addition, weak domestic demand and
loose labour market conditions are likely to exert the
downward pressure on inflation over the medium term,
thus contributing positively to a low-inflation environ-
ment.





