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1. Highlights

GDP growth in Q1 surprises on the upside

GDP growth in Latvia
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According to the flash estimate, Latvian GDP grew by
1.0% quarter-on-quarter in the first quarter of 2012. The
year-on-year growth rate reached 6.8%. Such growth rates
are likely to be among the fastest in the European Union.
Preliminary statistical data suggest that rather robust
growth could also be expected in the second quarter
as evidenced by the successful performance in manu-
facturing, expanding trade turnover, new records in terms
of the volume of cargoes loaded and unloaded at Latvia's
ports and railroad terminals. Moreover, the increase
in tax revenues in the first quarter also points towards
further economic growth.

Of course, there are still concerns over the potential de-
celeration of the growth rates primarily caused by the de-
velopments elsewhere in Europe. After a long period of
stability, the Latvian industrial confidence indicator also
fell substantially. Consequently, a slowdown is likely in
the future, while the exact timing remains yet uncertain.

Manufacturing shows strong numbers, future uncertain

Manufacturing growth in Latvia
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Inflation declining in line with forecasts

Inflation in Latvia by main components
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In March 2012, manufacturing output increased strongly:
by 4.3% month-on-month and 15.4% year-on-year. The
growth in March was determined by the higher output in
manufacture of wood and products of wood (+5.6%), basic
metals (+28.1%) and other transport equipment (+80.1%),
which probably reflects the successful performance of
shipbuilding. The robust growth reported in January and
March supported an increase in the production output by
3.5% quarter-on-quarter in the first quarter of 2012.
Based on the EC confidence indicators (down by 3.4
points in April) however, a small drop in output may be the
case in the coming months. At the moment, the confidence
indicators point to a drop in new orders and representatives
of some sub-sectors confirm that such a drop, albeit small,
is already observed.

In April 2012, the annual inflation continued to decline
(by 0.5pp, to 2.8% month-on-month), reflecting the so-
called base associated with the rise in electricity tariffs
in last April and confirming the dependence of a small
economy on the global price developments.

With the global oil prices gradually decreasing, a small
drop in fuel prices was also observed at the end of April.
Moreover, the global food price index declined by 1.4%.
However, this did not have any substantial effect on the
average monthly energy and food price levels as it will
be reflected in Latvia's consumer prices with a slight time
lag.

The weakness of the demand side is still evident in the
falling annual core inflation which went down to 1.6% in
April.
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2. Macroeconomic Data

Reporting | Data (%)

period
Gross Domestic Product (GDP)
(quarter-on-quarter growth; seasonally adjusted) 2012 Q1 1.0
10.05.2012 Gross domestic product growth persists in spite of global economic (flash estimate)
developments @
State budget
Tax revenue (current month; year-on-year growth) 2012 1V 13.1
General government expenditure (since the beginning of the year; year-on-year 2012 1V 34
growth)
Consumer price changes
Consumer Price Index (CPI; month-on-month growth) 20121V 0.6
12-month average annual inflation (to comply with the Maastricht Criteria) 2012 1V 4.0
10.05.2012 No inflation-related surprises in April: it continues down @
Foreign trade
Exports (year-on-year growth) 2012 III 10.3
Imports (year-on-year growth) ‘ 2012 III 8.0
11.05.2012 External trade data in March: the economy still flexible and resilient @
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

16.05.2012 Growth in services exports in March reduces the current account deficit €

Industrial output
Working day-adjusted industrial output index (year-on-year growth) ‘ 2012 III 15.4
07.05.2012 Manufacturing in March grows despite worries, yet confidence worsens @

Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 2012 III 10.0

28.04.2012 Fluctuating retail trade data point to consumers' uncertainty about the
future @

Employment and unemployment
Registered unemployment (share of working age population) 2012 1V 12.9
22.05.2012 Seasonality and the 100-lats programme increase the number of

jobseekers @

Monetary indicators
Broad money M3 (year-on-year) ‘ 20121V 1.5
22.05.2012 Money supply has stabilized @

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



http://www.macroeconomics.lv/gross-domestic-product-growth-persists-spite-global-economic-developments

http://www.macroeconomics.lv/no-inflation-related-surprises-april-it-continues-down

http://www.macroeconomics.lv/external-trade-data-march-economy-still-flexible-and-resilient

http://www.macroeconomics.lv/growth-services-exports-march-reduces-current-account-deficit

http://www.macroeconomics.lv/manufacturing-march-grows-despite-worries-yet-confidence-worsens

http://www.macroeconomics.lv/fluctuating-retail-trade-data-point-consumers-uncertainty-about-future

http://www.macroeconomics.lv/money-supply-has-stabilized

http://www.macroeconomics.lv/seasonality-and-100-lats-programme-increase-number-jobseekers
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3. In Focus
Investment activity is picking-up

Structure of non-financial investments Latvia experienced a strong rebound in economic
f(i‘;)f activity and investment in 2011. The economy
00 was growing quite rapidly: real GDP expanded
20 | by 5.5% y-o-y, real manufacturing output grew
70 by 11.5%. Capacity utilisation rates increased,
60 reaching historical highs in some manufacturing
50 sub-sectors. It was just a matter of time before a
40+ new rise in investment activity. As a result of the
307 economic growth, the need for new capacity in
20 manufacturing, implementation of some large
infrastructure projects and availability of EU funds,

10 ~
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2008 2011 2008 2011 investment rose by a stunning 28.7% in 2011.
N Buildings I Industry .
Equipment and B Transport and storage Moreover, the structure of investment has chang-
hi B Public administrati - L
B Other fixad assets Trago | Tmsiration ed. After the crisis, the flow of non-financial in-
Other vestment was notably diverted towards tradable

sectors. In 2011, the non-financial investment grew
primarily on account of the contributions by manufacturing (5.6 percentage points), energy (6.3 percentage
points) and transport (2.9 percentage points). Quite a significant contribution was also made by public
investment (8.4 percentage points): mostly in infrastructure construction projects (especially roads) co-
financed from EU funds. It is expected that investment activity will continue to strengthen in 2012: a number
of large investment projects in the energy and transport sectors have already been scheduled; moreover,
manufacturing and construction will contribute notably to the growth of non-financial investment.

Total FDI Regained investor confidence manifested itself
(% of GDP) also in the growing foreign direct investment (FDI)
9.0 inflows in 2011 (LVL 783.0 million or 5.5% of
8.0 GDP; largest since 2007 and close to the average
7.0 pre-crisis level). The overall level of FDI inflows
6.0 reached in 2010 was exceeded already in the first
5.0 half of 2011, and in the third and fourth quarters
4.0 investment inflows remained considerable. With
3.0 FDI growing, its structure also changed: investment
2.0+ inflows into manufacturing and in the sectors of
1.0+ energy and transport increased their share.
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Historically, most of Latvia's FDI inflows comes from neighbouring countries in the Baltic Sea region and
other EU Member States. Investment from EU countries accounted for 84% of all FDI in 2011, with the
largest contributors being Estonia, Sweden and the Netherlands. A large proportion of the Estonian FDI
results from 'transit investment' by Scandinavian and other investors made through regional head offices
established in Estonia.

As for 2012, we see the following factors driving the investment activity. Investment growth will be sup-
ported by large projects (e.g., in the energy sector, infrastructure projects) launched in 2011 and ongoing
this year, as well as the inflows of EU funds that are expected to remain similar to the level of 2011. A factor
of particular importance is the robust and still rather high business confidence at the beginning of 2012. In-
dustrial confidence and manufacturing output was surprisingly stable in Latvia compared to the rest of the
EU and other trade partners over the past 1’2 years, and the good competitive position of Latvia's businesses
should help to maintain high business activity also going forward even on a backdrop of weak performance
of many European economies.





