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1. Highlights

GDP growth adjusted upwards relative to the flash estimate

In the third quarter of 2013, GDP grew by 1.3% quarter-on-quarter (adjusted upwards by 0.1 percentage point
relative to the flash estimate) and by 4.5% year-on-year (adjusted upwards by 0.3 percentage point), thereby con-
firming a rise in the economic activity. The main contributor was private consumption, supported by a rise in
disposable income — (solid annual growth was reported for the nominal net wage bill). Although in anticipation of
Real GDP erowth the euro people are depositing their cash savings with banks,
(sZZsonallyg-;gjv:;ste d data: quarter-on-quarter: %) @ part of the savings is being spent, stimulating consumption.
3.0 50 Another positive trend is the rise of investment by 3% ex-
perienced in the third quarter. Lower exports of goods and
services were offset by a similar decrease in the respective
imports in the third quarter. Therefore, the effect from net
exports on GDP growth was almost neutral.

It is estimated that next year GDP growth will remain at
about 4%. Initially, it will be mostly supported by domestic
demand, yet the role of exports will gradually increase
again, as the economies of the EU Member States continue
to recover. Investment will also play an important role in

Q@ @ Q4 Q @ 3 Qo Q Q@ Q3 Mt
2011 2012 2013 export growth and Latvia's joining the euro area could pro-

vide an additional stimulus.

Source: CSB.

Money supply has resumed growth

Domestic deposits and cash in circulation @ Despite the decline in the demand for cash in lats, the ag-
(year-on-year; %) gregate money supply increased in October on account of
RN 20 a rise in corporate and household deposits. Broad money
]‘(5) 3 ]1(5) (M3) increased by 0.6%, with the annual growth rate
% sie| . at 0.8%. The amount of lats in circulation declined by
o I — o 26.1% year-on-year. The return of cash currency to banks
5 _s translated in further rise in household deposits (particularly
-10 < -101in lats) for a ninth consecutive month. Both lats and for-
-15 ™ 15 eign currency deposits by private businesses increased,
—20 20 reflecting an increase in domestic consumption as well as
:;(5) 26.1% jf) export activity. The total amount of deposits with banks at
X XL XU I I m IV V. VI VI VI X X the end of October (5.8 billion lats/8.25 billion euro) was the

—e— Lats i:lsil in circulation . hlgheSt ever Obseryed. : : :
—e— Domestic household and corporate deposits Money Sllpply Wlll remain Stable also m the coming
Source: CSB. months, hovering slightly above the last year's level, with

the rise in balances on bank accounts offsetting the drop in
currency in circulation. The financial situation of households is likely to remain favourable. Rising employment
and salaries along with the impact of the decline in lats cash will result in an increase in bank deposits. An in-
crease in corporate deposits can also be expected because of the improvement seen in private consumption and a
gradual increase in exports.

Wages and productivity growing in the third quarter

Wage growth @ In the third quarter of 2013, the quarter-on-quarter rise in
(year-on-year; %) wages remained broadly similar to that of the previous quart-
ers, while the annual growth accelerated to 5.1% due to the
- 5 base effect. Wage growth is determined by the productivity
developments. This year a more substantial growth rate of the
wage bill was recorded in the private sector, indicating that the
- 3 positive developments in the labour market are sustainable and
reflect the actual situation instead of the impact of artificial
short-lived measures (e.g., state subsidised temporary jobs).
- 1 A further rise in both employment and wages can be expected
|, 1n 2014 as well. Business surveys indicate the number of em-
QU @ @ e @ Q3 Qe Qb Q3 ployers planning to increase their staff is higher than that of the
Source: CSB. employers planning staff reductions (EC data). The assessment
of businesses concerning labour shortages has remained stable
indicating that the wage rise will continue to be based on higher productivity and will thus be sustainable, without
inflationary pressures and adverse impact on competitiveness.
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2. Macroeconomic Data

Reporting | Data (%)
period

Gross Domestic Product (GDP)
(quarter-on-quarter growth; seasonally adjusted) ‘ 2013 Q3 1.3
09.12.2013 Private consumption growth leader also in the third quarter @

State budget

Tax revenue (current month; year-on-year growth) 2013 XI 1.7
General government expenditure (since the beginning of the year, year-on-year 2013 XI 4.4
growth)

Consumer price changes
Consumer Price Index CPI (month-on-month growth) 2013 XI 0.5
12-month average annual inflation (to comply with the Maastricht Criteria) 2013 XI 0.2
10.12.2013 November inflation remained atypically low @

Foreign trade
Exports (year-on-year growth) 2013 X -0.9
Imports (year-on-year growth) 2013 X -1.9
10.12.2013 The external trade balance of Latvian goods continues to improve @&

Balance of payments
Current account balance (ratio to GDP) 2013 Q3 3.0
Foreign direct investment in Latvia (net flows; % of GDP) 2013 Q3 1.1
04.12.2013 Average current account deficit of three quarters is 1.4%
of predicted GDP @

Industrial output
Working day-adjusted industrial output index (year-on-year growth) 2013 X 1.9
04.12.2013 Slight growth in manufacturing in October @

Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 2013 X 34
02.12.2013 In October, retail posts growth, albeit slow @

Employment and unemployment
Registered unemployment (share in working age population) 2013 XI 9.3

Monetary indicators
Broad money M3 (year-on-year) 2013 XI 0.7
18.12.2013 Rise in deposits more than compensates for the drop in demand for cash
currency @

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



http://www.macroeconomics.lv/private-consumption-growth-leader-also-third-quarter

http://www.macroeconomics.lv/november-inflation-remained-atypically-low

http://www.macroeconomics.lv/external-trade-balance-latvian-goods-continues-improve

http://www.macroeconomics.lv/average-current-account-deficit-three-quarters-14-predicted-gdp

http://www.macroeconomics.lv/slight-growth-manufacturing-october

http://www.macroeconomics.lv/october-retail-posts-growth-albeit-slow

http://www.macroeconomics.lv/rise-deposits-more-compensates-drop-demand-cash-currency
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3. In Focus

The main characteristics of inflation trends in 2013 and 2014

The year on year inflation in 2013 may be considered to be untypically low: the contribution of the main
components (energy, food and the rest of consumption groups) is very different from both the long-
term averages and the inflation level characteristic of a growing economy (see Chart). Overall, price
developments were mainly driven by the supply side in 2013.

Contributions to the year-on-year inflation @ The decline in the contribution of energy prices
(in percentage points) in January—November 2013 as compared to

6 ® 2012 stems mainly from two sources. First, the
ST 5 decreasing global oil prices lead to price reduc-
4+ 4 tions for motor fuels as well as natural gas and
3 3 heating because the prices of the latter two are
- , related to those of the heavy fuel oil. Second,
. , the thermal energy production process has been
o L o changed or modernised in several cities of Latvia.

Companies have either switched their production
. 2032012 average o2 2013 (Jan-Nov) " tothe co-generation mode completely or increased
o Energy prices B Food prices Other consumer prices the share of production in the co-generation mode.
Sources: Central Statistical Burcau of Latvia, Bank of Latvia calculations. Moreover, the above-mentioned energy prices had

positive effects on food prices: 1) the energy price
component in agricultural prices decreased; and 2) food processing industries did not suffer from in-
creasing energy costs. Consumer prices of food also benefitted from favourable weather conditions as
the harvest of cereals exceeded that of the previous season.

Price developments in other consumption groups were largely influenced by the commensurate growth
rates of wages and productivity as well as the non-existent energy price pressure. Some positive effects
might also stem from the price monitoring. This was one of the activities launched by the government
prior to the expected euro changeover to enable the comparison of the prices of approximately 120
goods and services within the period of 12 months prior and 12 months after the cash changeover.

Like in 2013, the 2014 average inflation is expected to be mainly influenced by the supply side factors
affecting food and energy prices. However, the particular factors will be different and the direction and
magnitude of their impact on prices will also vary. While some of the thermal energy price reductions
having taken place in 2013 will have a lagged downward effect on inflation and although this year's
favourable oil price developments now determine slightly lower natural gas prices, other factors could
limit any further decreases of energy prices. First, the potential for introducing any structural changes in
the production of thermal energy might be temporarily exhausted in the cities that were able to reduce
their tariffs for this reason in 2013. Second, the main inflation generating source in this field could be
the liberalisation of the electricity market for households.

Overall, the future path of the oil prices remains uncertain, even though Iran and Libya could increase
their production capacity in the nearest months.

As to other supply side factors, a slight increase in fuel and tobacco prices is expected due to higher
excise duty rates.

We can expect that the influence of the demand side factors on the level of prices will remain very

gradual and highly moderate: the fiscal measures are expected to have a minor effect on supporting de-
mand and the wage-productivity developments are expected to remain balanced.





Contributions to the year-on-year inflation
(in percentage points)
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Sources: Central Statistical Bureau of Latvia, Bank of Latvia calculations.
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