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1. Highlights

Latvian GDP growth remains the fastest in the EU
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In the second quarter of 2012, GDP has grown by 5.0% year-
on-year (NSA). According to Eurostat data, the Latvian
GDP growth remains the fastest in Europe.

The largest contributor to the GDP growth in the second
quarter of 2012 was private consumption which developed
in line with the pickup in the real wages against the
background of falling inflation. Moreover, the overall
consumer confidence in Latvia has remained stable this year,
contrasting with most of Europe where it has deteriorated
substantially.

The first provisional data on the third quarter of this year
suggest that it started as a minimum at the level of the
previous quarter or even slightly higher. The annual growth
rate, however, will go down starting with the third quarter
because of the base effect. Nevertheless, it will remain
positive, unlike in some other European countries.

With consumer prices down by 0.3% month-on-month, the
annual inflation remained low in August (at the July level of
1.7%). The 12-month average inflation dropped to 3.1%.

The rise in the global food prices has abated for now. The
global oil prices stabilized gradually in August at a level
higher than the July average and slightly higher year-on-
year. No steep changes in administered prices were observed
either in August of this year or a year ago.

On the demand side, the wage and productivity trends suggest
that the unit labour costs exert no pressure on the consumer
prices. They have dropped both in nominal and real terms
year-on-year in the second quarter of 2012. Hence, we expect
inflation to remain moderate in the months to come.

In July 2012, the current account deficit of Latvia's balance of
payments dropped to 22.2 million lats. With the foreign trade
deficit in goods and services remaining broadly unchanged,
the improvement of the current account was achieved due to
the inflows of current transfers (primarily EU funds).

Exports of goods grew faster than imports in July, thereby
compressing the foreign trade deficit in goods. This deficit
was still partly offset by the trade surplus in services.
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2. Macroeconomic Data

Reporting | Data (%)
period

Gross Domestic Product (GDP)
(quarter-on-quarter growth; seasonally adjusted) ‘ 2012 Q2 1.2
07.09.2012 Gross domestic product grows; growth to slow in the next quarters @

State budget
Tax revenue (current month; year-on-year growth) 2012 VIII 10.1
General government expenditure (since the beginning of the year, year-on-year growth) 2012 VIII 3.0

Consumer price changes
Consumer Price Index CPI (month-on-month growth) 2012 VIII -0.3
12-month average annual inflation (to comply with the Maastricht Criteria) 2012 VIII 31
10.09.2012 Annual inflation remains under 2% @

Foreign trade
Exports (year-on-year growth) 2012 VII 16.5
Imports (year-on-year growth) 2012 VII 3.5
10.09.2012 Goods exports show higher growth than goods imports &

Balance of payments
Current account balance (ratio to GDP) 2012 Q2 2.7
Foreign direct investment in Latvia (net flows; % of GDP) 2012 Q2 1.1
11.09.2012 Current account deficit down in July @

Industrial output
Working day-adjusted industrial output index (year-on-year growth) 2012 VII 7.4
03. 09.2012 Manufacturing production volumes unchanged in July @

Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) ‘ 2012 VII 10.3
30.08.2012 Retail trade has grown by a quarter since the lowest point of the crisis @

Employment and unemployment
Registered unemployment (share in working age population) 2012 VIII 11.3

Monetary indicators
Broad money M3 (year-on-year) ‘ 2012 VIII 33
20. 09.2012 Economic growth promotes increase in money supply @

Source: Treasury, Central Statistical Bureau of the Republic of Latvia, and Bank of Latvia data.



http://www.macroeconomics.lv/gross-domestic-product-grows-growth-slow-next-quarters

http://www.macroeconomics.lv/annual-inflation-remains-under-2

http://www.macroeconomics.lv/goods-exports-show-higher-growth-goods-imports

http://www.macroeconomics.lv/current-account-deficit-down-july

http://www.macroeconomics.lv/manufacturing-production-volumes-unchanged-july

http://www.macroeconomics.lv/retail-trade-has-grown-quarter-lowest-point-crisis

http://www.macroeconomics.lv/economic-growth-promotes-increase-money-supply
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3. In Focus

Latvia: meeting the Maastricht criteria

General government balance
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Sources: Eurostat, EC and Bank of Latvia estimates; * — negative inflations excluded.

The government of Latvia has set the introduction of the euro in
January 2014 as a national target. The Latvian economy is mov-
ing forward successfully, and soon Latvia will comply with the con-
vergence criteria for qualifying for the euro area, which is required
for the adoption of the single currency in January 2014.

e Latvia has made remarkable progress toward meeting the
Maastricht fiscal criteria. Fiscal consolidation of more than 15%
of GDP during 2009-2012 has pushed the deficit down toward the
Maastricht criterion and restored debt sustainability. Consolidation
has been backed by structural reforms that set Latvia firmly on
the path towards long-term fiscal sustainability. The government's
commitment to tight fiscal discipline is manifested in the steady re-
duction of the budgetary deficit targets and the approval of the Fiscal
Compact. The considerable margin of the targeted deficits with
respect to the Maastricht criterion provides a safety buffer against
any potential adverse economic developments.

* The general government debt level has stabilised after having
peaked in 20092010 in the wake of the financial crisis. Moreover,
having tapped into emergency funding from the IMF/EC programme
during the crisis, Latvia has successfully returned to international
credit markets borrowing at competitive rates since 2011. The level
of government debt as a percentage of GDP is expected to stabilise
before declining as the economic stabilisation programme loan is
replaced by market funding.

* As a result of both external and domestic factors, the 12-month
average HICP declined to 3.1% in August 2012, slightly above the
level of the Maastricht criterion which was estimated at 3.0% (in
January, these figures were 4.2% and 3.1% respectively). At the
moment, the main risks surrounding inflation forecasts are the ex-
ternal ones, i.e. the future oil and non-oil commodity (cereals) price
developments. However, since the world energy and food prices are
likely to affect the inflation in both Latvia and the reference countries
symmetrically and the domestic inflationary pressures are contained
(owing to sustainable wage and productivity developments), the in-
flation criterion is expected to be fulfilled over the next few months'
time. The annual average inflation is projected to decline to 2.4%
by December 2012 already, while a notable decrease in the inflation
criterion is not expected and it is projected to stay close to 3.0%.

¢ Latvia already fulfils the exchange rate criterion as it has been
participating in the ERM II since May 2005 (with a unilateral com-
mitment to maintain the exchange rate of the lats against the euro
with a fluctuation band of +/— 1% around the parity).

* Turning to the interest rate criterion, the long-term interest rate for

the Latvian government debt was 5.3% in August 2012, lower than a year ago. As the economic recovery gains momentum
and the fiscal situation continues to improve, interest rates could be expected to continue on the downward trend.

Even though at the current juncture the uncertainty surrounding the forecasts is high, Latvia's prospects of becoming the 18th
euro zone member in 2014 look increasingly more realistic. The Latvian economy has benefited from the internal adjustment
process and the structural reforms it has implemented as demonstrated by the country's economic performance: Latvia was
the fastest growing economy in the EU during the first half of 2012. Latvia's compliance with the Maastricht convergence
criteria helps to ensure steady and sustainable economic growth going forward.

! The EMU economic entry criteria are intended to ensure economic convergence — they are known as the 'convergence criteria' (or 'Maas-
tricht criteria’) and were agreed by the EU Member States in 1991 as part of the preparations for introduction of the euro (for further details
please refer to the European Commission website http://ec.europa.eu/economy_finance/euro/adoption/who_can_join/index en.htm).









