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1. Highlights

GDP growth solid, but uncertainties abound

Breakdown of annual GDP changes
(demand side; in percentage points)
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In the second quarter of 2011, Latvia's GDP grew by 2.0%
quarter-on-quarter with annual growth reaching 5.6% ac-
cording to the updated information by the CSB. Analysing
by sector, trade, transport and manufacturing remained the
largest contributors to growth, the same as in the previous
quarter.

Currently, Latvia ranks one of the first in Europe in terms
of the GDP growth (the first in terms of the second quarter
growth). Manufacturing and transport sectors are almost back
to their pre-crisis levels, and their share in total economic ac-
tivity in Latvia is growing.

At the same time, the external environment background is
negative, as already confirmed not only by the leading indi-
cators (confidence indicators, PMI etc.), but also by real eco-
nomic data. Nevertheless, although Latvia will feel the ne-
gative impact of the global developments, it is possible that
growth will continue, albeit at a slower pace.

Despite global tensions manufacturing growth still strong

Volume index of industrial output in manufacturing
(2005 = 100)
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Manufacturing output grew again in July, 0.7% month-on-
month and 10.8% year-on-year. Moreover, compared to the
corresponding period of 2010, manufacturing output grew
by 13.7% in the first seven months of this year.

In June, the manufacturing turnover index grew by 2.3%
month-on-month (seasonally-adjusted data), including by
3.6% in the domestic market and 1.0% in exports, reflecting
both gradually reviving private domestic consumption and
rising external uncertainties. Looking ahead, the majority of
indicators point towards a gradual "cooling off" in the global
economy, which could translate into a lower manufacturing
output growth in the second half of this year.

External factors contribute to slowdown in foreign trade

Growth rates of goods and services exports and imports
(year-on-year; %)
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In the first seven months of this year, the rates of annual growth
for both exports and imports were similar, growing by 34.1%.
The deterioration of the external environment along with the
falling prices of some goods continued to determine a drop in
the activity of Latvian external trade in July as reflected in the
contraction of goods exports by 1.4% over a month.

Year-on-year, goods exports grew by 19.8% in July. Thus, the
rate of annual growth of goods exports began to slow down
as a result of both weakened external demand and base effect.

At the same time, the improved competitiveness of manufac-
turers has allowed Latvia to maintain and even increase its ex-
port market shares in all the most important partner markets
in the EU, with the sole exception of Estonia, and in Russia, as
well as to conquer new market niches. Therefore, we can hope
that despite external weaknesses exports will not lose much of
their importance as the driver of economic growth this year.
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2. Macroeconomic Data

Reporting | Data (%)
period

Gross Domestic Product (GDP)
(quarter-on-quarter growth; seasonally adjusted) 2011 Q2 2.0
09.09.2011 The economy on the growth and stabilisation track; future uncertainties
warrant extra caution @

State budget
Tax revenue (current month; year-on-year growth) 2011 VIII 15.1
General government expenditure (since the beginning of the year; year-on-year growth) 2011 VIII 3.5

Consumer price changes
Consumer Price Index (CPI; month-on-month growth) 2011 vIII -0.3
12-month average annual inflation (to comply with the Maastricht Criteria) 2011 vIII 33
08.09.2011 A drop in prices in August, as usual @&

Foreign trade
Exports (year-on-year growth) 2011 VI 19.8
Imports (year-on-year growth) 2011 VI 29.5
09.09.2011 Export volumes not growing yet, new market niches appearing @

Balance of payments
Current account balance (ratio to GDP) 2011 Q2 0.9
Foreign direct investment in Latvia (net flows; % of GDP) 2011 Q2 5.3
12.09.2011 Purchases of capital goods continue to account for the current account deficit @&

Industrial output
Working day-adjusted industrial output index (year-on-year growth) 2011 vII 10.8
05.09.2011 Manufacturing output still growing despite global tensions @

Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 2011 VII 6.4
30.08.2011 Rapid retail growth for a third consecutive month @

Employment and unemployment
Registered unemployment (share of working age population) ‘ 2011 VIII 11.8
18.08.2011 Labour force survey proves further labour market recovery @

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

20.09.2011 Money supply growth resumed in August @

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



http://www.macroeconomics.lv/economy-growth-and-stabilisation-track-future-uncertainties-warrant-extra-caution

http://www.macroeconomics.lv/drop-prices-august-usual

http://www.macroeconomics.lv/export-volumes-not-growing-yet-new-market-niches-appearing

http://www.macroeconomics.lv/purchases-capital-goods-continue-account-current-account-deficit

http://www.macroeconomics.lv/manufacturing-output-still-growing-despite-global-tensions

http://www.macroeconomics.lv/rapid-retail-growth-third-consecutive-month

http://www.macroeconomics.lv/labour-force-survey-proves-further-labour-market-recovery

http://www.macroeconomics.lv/money-supply-growth-resumed-august
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3. In Focus

Latvia to set constitutional limits on public deficit and debt

In Europe and elsewhere in the world investors, lenders and businessmen are preoccupied with the issue of growing
debt. If Latvia manages to cure this illness faster and better than others, it will fare much better — this has been the
reasoning guiding Latvia's economic policy makers in recent years. The correctness of this approach is confirmed
by the data on growing gross domestic product, exports, manufacturing and dropping unemployment.

Similarly, setting constitutional limits on the country's public deficit and debt should also assist us both in
the near future as the country gears up for the euro introduction in 2014 and in the longer run, remaining a lesson
learned or legacy of sorts left by the current financial crisis to the future Latvian policy makers. This month the
relevant amendments to the Constitution and an accompanying ancillary law were submitted to the Parliament
for scrutiny and approval.

When to expect the entry of the new provisions into force and what is the content of the proposed legislative
amendments? Most probably the new legislation will be in place in time for the passing of the 2013 budget next
autumn. This does not rule out the possibility of a speedier passing of the new provisions stipulating a counter-
cyclical fiscal policy which represents the only stable strategy towards sustainable growth: thriftiness in good
times in order to be able to stimulate growth when the going gets tougher.

During the growth years following the EU accession in 2004, the pro-cyclical fiscal expansion acted to step up the
overheating of the Latvian economy, dealing a devastating blow to the export competitiveness of the economy. The
competitiveness has now been regained but only through painful budget cuts and structural reforms. To begin with,
the proposed changes suggest sticking to medium-term budgeting covering a period of three years, which should
help both planners and investors get a better sense of perspective.

The draft ancillary law accompanying the amendments to the constitution states: when the year-on-year growth of
gross domestic product at constant prices does not exceed 2%, the general government consolidated budget (i.e.
including local governments) has to be balanced or in surplus, whereas deficit is acceptable only during the years
of economic decline. It also sets a ceiling for the general government debt at 60% of GDP.

While these principles of good economic governance are turned into statutory provisions in this country, a step-
by-step compressing of the deficit from 7.7% of GDP in 2010 to 4.5% planned for 2011 and then to 2.5% of GDP
in 2012 will already mean a gradual return to income-based spending. For the improved resilience of Latvia to
any potential second wave of the global crisis and the euro changeover in 2014, the 2012 budget remains decisive:
passed in a timely manner this year (despite the extraordinary elections on 17 September) without increasing taxes
and keeping the budget deficit safely below the Maastricht criterion of 3%.





