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1. Highlights Latvijas Banka « Monthly Newsletter « March 2015

February inflation affected by public transport in Riga

Contribution of selected components to the annual increase in
consumer prices
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In February, inflation reached 0.3% month-on-month, while the
annual inflation stood at -0.1%, i.e. slightly below positive value,
to a large extent due to a further drop in heat energy prices. As
expected, heat energy prices declined in February under the impact
of natural gas tariffs. The effect of electricity prices on inflation
remained unchanged in February, as following the liberalisation
of the electricity market most consumers have apparently chosen
fixed-price agreements for 12 or 24 months. They have not shifted
to another tariff plan after paying January bills either. Unrelated
to energy prices, the public transport fares in Riga rose steeply
in February. As a result, the contribution of transport services
price hikes to total annual inflation rose to 0.2 percentage points.
The recovered rise in oil prices by 2.9% on a monthly basis found
an immediate reflection in the fuel prices recording a 17.3%
contraction on an annual basis in February (down from 19.2% in
January). The impact of oil product prices on inflation was slightly
increased by the appreciation of the US dollar as well.

Annual growth in goods exports and manufacturing positive in January
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The value of Latvian goods exports grew by 5.4% year-on-year
in January, with growth posted in exports of construction materi-
als, mechanisms and electrical equipment, minerals, etc., while
imports contracted by 3.5%. Imports of goods decreased mostly
due to seasonal factors, with imports of cereals, fruit and con-
struction materials narrowing. Furthermore, the decrease in oil
and related energy prices in January as well as the warm weather
caused some contraction in imports of electricity. Due to untypi-
cally warm January, the output of energy sector also experienced
a substantial annual downslide of 19%. The manufacturing out-
put grew by 2.0% year-on-year in January. Even though the vol-
ume of manufacturing output in real terms and exports so far
have not been substantially affected by the economic sanctions

or the weakening of the Russian economy, certain stagnation in output volumes has been observed. However, positive news
for manufacturing is the official opening of "KVV Liepajas Metalurgs" at the beginning of March. Despite the still existing
concerns about the enterprise potentially achieving immediate success because of the current global metals market situa-
tion, the fact that the enterprise is resuming its work even at a partial production capacity is very positive.

Labour market experienced wage increase and unemployment and employment decrease in 2014

Unemployment
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The pace of downturn in unemployment rate slowed to 1.1 per-
centage points in 2014, with unemployment rate for the economi-
cally active population falling from 11.9% to 10.8%. First, this
slowdown was due to the slackening rate of economic growth at
the end of the past year. Second, while the cyclical component of
unemployment that had ensured an almost double drop between
2010 and 2013 has been exhausted, the structural component
cannot diminish quickly. The CSB's Labour Force Survey data
point to falling employment rates in 2014. It can partly be a reflec-
tion of the changes in methodology and partly of contractions in
the number of inhabitants as well as in the share of working age
population. At the same time, it can be an indication of contracting
shadow employment, with the number of workplaces increasing
in the country. Other official data sources continue to point to an

increase in employment in 2014. Last year, the wage growth accelerated, with the average monthly gross wages for full-time
jobs increasing by 6.8%. However this year, the annual growth in wages is expected to moderate to a level below 5%, with its
dynamics slightly exceeding that of labour productivity. Currently this does not translate into competitiveness problems, given
the relatively low labour income share in total value added as well as stable profitability indicators and positive developments

in Latvia's export market shares in world imports.
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2. Macroeconomic Data Latvijas Banka « Monthly Newsletter « March 2015

Reporting | Data (%)
period

Gross Domestic Product (GDP)
Real GDP (year-on-year growth) 2014 Q4 2.1
Real GDP (quarter-on-quarter growth; seasonally adjusted) 2014 Q4 0.6
02.03.2015 The economy is cooling, but no ice age in sight @
Public Finances
General government budget expenditure (since the beginning of the year, year-on- 201511 7.8
year growth)
Tax revenue (since the beginning of the year; year-on-year growth) 201511 5.4
Consumer price changes
Consumer Price Index CPI (year-on-year growth) 201511 -0.1
Consumer Price Index HICP (year-on-year growth) 201511 0.0
12-month average inflation (HICP) 201511 0.6
10.03.2015 In February inflation in Latvia was affected by public transportation in
Riga @
Foreign trade
Exports (year-on-year growth) 20151 5.4
Imports (year-on-year growth) ‘ 20151 -3.5
16.03.2015 January: the month of traditionally reduced external trade @
Balance of payments
Current account balance (ratio to GDP) 2014 Q4 -14
Foreign direct investment in Latvia (net flows; ratio to GDP) 2014 Q4 4.0
06.03.2015 In the fourth quarter of 2014, the current account deficit was 88 million
euro @
Industrial output
Working day-adjusted manufacturing output index (year-on-year growth) 20151 2.0
Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 20151 6.7
Labour market
Registered unemployment (share in working age population) 201511 9.1
Job seekers rate (share in working age population) 2014 Q4 10.2
19.02.2015 Labour market performance in 2014: drops in unemployment and em-
ployment @
Monetary indicators
Resident deposits (year-on-year growth) ‘ 20151 3.8
27.02.2015 A Ray of Hope through the Mist of Lending @

Sources: Treasury, Central Statistical Bureau of the Republic of Latvia, and Latvijas Banka data.



https://www.macroeconomics.lv/economy-cooling-no-ice-age-sight

https://www.macroeconomics.lv/february-inflation-latvia-was-affected-public-transportation-riga-0

https://www.macroeconomics.lv/january-month-traditionally-reduced-external-trade

https://www.macroeconomics.lv/fourth-quarter-2014-current-account-deficit-was-88-million-euro

https://www.macroeconomics.lv/labour-market-performance-2014-drops-unemployment-and-employment

https://www.macroeconomics.lv/ray-hope-through-mist-lending
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Effects of the geopolitical crisis on the Latvian economy are limited

The effect of the geopolitical crisis between Russia and Ukraine on Latvia
has so far been less sizeable than initially feared. Although last year Russia's
importance in exports and imports declined slightly, taking into account inter-
national trade in both goods and services, Russia is still Latvia’s second largest
Liva Zorgenfreija trading partner. It is the economic weakness of Russia rather than the imposed
Economist sanctions that act as a bigger drag on the Latvian economy.
Latvijas Banka Overall in 2013 the exports of products under embargo to Russia amounted to
4.5% of total goods exports to Russia and only 0.5% of the total goods exports.
The largest negative impact of the Russian sanctions is arguably on dairy farmers. Partly due to the embargo and
partly due to global dairy price developments, farmers are facing significantly lower milk prices, i.e. a 22% fall in
the average purchase price of milk since August. Manufacture of food is also affected, especially the manufacture of
dairy products. After reaching a post-crisis high in February 2014, the output of dairy products has been on a declining
trend. Since dairy production constitutes a quarter of the food processing industry, the overall food production index
was downward-loping in 2014. However, several of the businesses in the sector have been successful in conquering
new markets, e.g. China and CIS countries (except Russia). The latest data for January are positive and signal a
month-on-month increase in the output of dairy products as well as in overall food manufacturing.
The Russian economy has been weak since the beginning of last year, and this weakness has been felt by the Latvian
enterprises beyond those linked to the food industry. The fall of the ruble and the drop in the purchasing power
of consumers in Russia have had an important impact on the performance of certain companies. Sub-branches of
manufacturing, such as textiles and wearing apparel, and a number of enterprises in the machinery and equipment,
other transport equipment and electrical equipment sub-branches are closely linked to the Russian market, and these
have seen negative developments last year.

Since the food products under embargo were mostly transported
by road, businesses in this sector have also suffered due to a lost
market, fiercer competition and decreased road freight rates. At
the same time, a relatively small part of the total number of trucks
(approximately 10%) was used in the exports of perishable food
products to Russia, and many of them have reportedly been able
to find alternative markets. Data suggest that overall last year has
been good for the sector: the road freight turnover increased by
. “ 6.7%.

2% The transport sector is of great importance to the Latvian economy
“ (11% of GDP). Beyond freight transported by road, it is highly
dependent on Russia: in 2013, 77% of import and transit cargoes
by rail came from Russia. Despite several warnings from Russia
about it potentially leaving the Latvian transport corridor and
switching to their own Baltic Sea ports, the transport sector per-
formed well in 2014 (its value added increased by 3.2%). Latvian
ports, especially the port of Riga, have been successful in attracting
new business, but it would be impossible to fully replace the Russian market.

Latvia's dependence on Russian gas is an important risk: potential disruptions of gas deliveries from Russia would
have a very significant negative impact on the economic activity in Latvia. A positive development in this area is the
recent completion of the liquefied natural gas terminal in Lithuania, which is a major step towards ensuring energy
security for the Baltic States.

Finally, investment has suffered due to the geopolitical uncertainty. Last year gross fixed capital formation increased
by 1.6%, but the growth mostly resulted from a better first half of the year: investment declined in the third and stayed
unchanged in the final quarter of 2014. Despite the feeble investor confidence, the inflow of FDI continued, albeit
at a weaker pace than in the previous years (1.5% of GDP in 2014). Furthermore, the ongoing Russia/Ukraine crisis
notwithstanding, several rating agencies upgraded Latvia's credit rating which is a positive sign for future investment
prospects.

Despite the weakness in foreign demand, Latvian real exports increased by 1.9% in 2014. Latvian entrepreneurs have
achieved the rise in their export market shares by diversifying markets as well as creating new products. Numerous
initiatives both at national and international level have been set up in order to help the farmers and enterprises suf-
fering from the sanctions. Although the macroeconomic impact on the Latvian economy seems to be limited so far,
risks remain.

Latvia’s main export partners, 2014

b

Sources: Latvijas Banka, CSB and Latvijas Banka's staff calculations.





Latvia’s main export partners, 2014

Sources: Latvijas Banka, CSB and Latvijas Banka's staff calculations.
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