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Inflation in November 0.9%

Annual inflation and contribution to annual inflation @ In November’ annual inflation reached 0.9%. On the one
(OIA’S in percentage points) .5 hand, the consumer price level in November was substantially
- ., affected by adrop in world oil prices causing a reduction in fuel
0o oof | ,, Prices. On the other hand, prices of other consumer goods and
o6 o6 services remained relatively stable on average. Tq compare, a
o . ' s H ,, Mmore pronpunced monthly drop in the consumer price level was
, 1 I l i1 . observed in November last year.
\I I [ The continued fall in world oil prices in November was pro-
03 l | —I “° moted by the OPEC countries' announcement that they would
06 | %6 not reduce the production. In November, the Brent oil price de-
O T e T 9% crease of 8.6% also exceeded the 1.6% rise in the value of US
2013 2014 dollar; thus fuel prices in Latvia recorded the most prominent
(1 Processed foodstuls —Regulated prices month-on-month drop (3.8%) since the beginning of 2009. The
—— Inflation (%) world food price level remained broadly unchanged. Mostly the
Source: CSB. prices of dairy products went down due to sufficient supply and

reduced demand from China and Russia, while the rise in prices
of grain products resumed. Meanwhile in Latvia the decline in retail food prices had also stopped: although the Russian
food embargo was still in place, the prices of, e.g., dairy products in Latvian shops began climbing somewhat.

Manufacturing continues to grow in October

Volume index of industrial production @ In October 2014, the amount of manufacturing output grew by
(2010=100) 0.3% month-on-month (seasonally adjusted data) and 1.5% year-
130 130 . . . .
AN on-year (calendar-adjusted data). This continued growth is seen
120 "v‘/\f\\/ V 120 as a highly positive development: despite the pronounced depen-

110 110 dence of the Latvian manufacturing on exports, it still has been
00 able to resist the unfavourable circumstances in external markets.

Wl ARA : : !
>d/\/ V\\/\/\/ V\ For the second consecutive month, Latvia's food industry saw
90 = VA\/\/A./ 90

monthly growth, thus confirming the previous observation that

30 so the impact of the Russian economic sanctions was rather limited
even on the sector most affected by the sanctions. Meanwhile, in
70 o e e e 70 . . . . .
L T T R T AT October the wood industry stepped back slightly from its histori-
— Manufacturing —— Eneray cal maximum reached in September, yet the output level still re-
Source: CSB. mained high, indicating that both largest industries showed good
results.

Another positive trend was a year-on-year increase of 34.1% in the non-financial investment made by the manufacturing
sector in the first three quarters. This serves as an indication that the sector will be ready to increase production output also
when the external demand recovers.

Wage growth is reflected in private consumption and savings

Annual gr‘owth rate of average gross wages and real private The gross monthly average wage rose by 7.4%, year-on-year in
f&)‘;sumptmn @ the third quarter of 2014. The net rise was slightly higher at
9.0 00 8.7%, which can be explained by favourable changes in taxa-

8.0 i1 : o tion legislation: lowering of the social insurance payment rate
: as well as raising of the untaxed minimum and the personal
income tax relief for dependents as of 1 January 2014.
| Since wage growth is the main factor determining household
\ expenditure, it is also reflected in the growth of private con-
\ sumption. Private consumption grew by 2.1% in the third
\ \ quarter and accounted for the major contribution to economic
| | I growth. Judging by the wage growth, an even higher activ-
R A U e ity of private consumption would have been expected. Yet the

B Wages B Private consumption negative geopolitical situation and the previous lessons drawn
Source: CSB. from the economic crisis have made households more cautious.

There are indications that this year household savings may
have increased, which is reflected in the rate of rise in private
consumption lagging behind the rise in real disposable income.
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Volume index of industrial production
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Annual growth rate of average gross wages and real private
consumption
(%)

I Wages I Private consumption
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Reporting | Data (%)
period

Gross Domestic Product (GDP)
Real GDP (year-on-year growth) 2014 Q3 24
Real GDP (quarter-on-quarter growth; seasonally adjusted) 2014 Q3 0.5
28.11.2014 GDP growth slightly weaker; private consumption is the main engine @
Public Finances
General government budget expenditure (since the beginning of the year, year-on- 2014 XI 35
year growth)
Tax revenue (since the beginning of the year; year-on-year growth) 2014 X1 4.1
Consumer price changes
Consumer Price Index CPI (year-on-year growth) 2014 XI 0.9
Consumer Price Index HICP (year-on-year growth) 2014 XI 0.9
12-month average inflation (HICP) 2014 XI 0.6
09.12.2014 The annual inflation in November will be circumscribed by the impact of
oil prices @
Foreign trade
Exports (year-on-year growth) 2014 X 7.2
Imports (year-on-year growth) 2014 X 5.4
11.12.2014 For the first time, exports exceed 1 billion euro month-on-month @
Balance of payments
Current account balance (ratio to GDP) 2014 Q3 —4.0
Foreign direct investment in Latvia (net flows; ratio to GDP) 2014 Q3 0.2
04.12.2014 Latvian current account deficit is at 250 million euro &
Industrial output
Working day-adjusted manufacturing output index (year-on-year growth) 2014 X 1.5
04.12.2014 Manufacturing continues up, despite problems and uncertain future @&
Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 2014 X 4.7
Labour market
Registered unemployment (share in working age population) 2014 XI 8.2
Job seekers rate (share in working age population) 2014 Q3 10.6
25.11.2014 The resource potential has been exhausted — for continued growth, Latvia
must raise productivity @
01.12.2014 The rate of annual increase of average wage remains high in the third
quarter @
Monetary indicators
Resident deposits (year-on-year growth) 2014 X 9.1

28.11.2014 The money supply remains stable &

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



http://www.macroeconomics.lv/gdp-growth-slightly-weaker-private-consumption-main-engine
http://www.macroeconomics.lv/annual-inflation-november-will-be-circumscribed-impact-oil-prices
http://www.macroeconomics.lv/first-time-exports-exceed-1-billion-euro-month-month
http://www.macroeconomics.lv/latvian-current-account-deficit-250-million-euro
http://www.macroeconomics.lv/manufacturing-continues-despite-problems-and-uncertain-future
http://www.macroeconomics.lv/resource-potential-has-been-exhausted-continued-growth-latvia-must-raise-productivity
http://www.macroeconomics.lv/rate-annual-increase-average-wage-remains-high-third-quarter
http://www.macroeconomics.lv/money-supply-remains-stable
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Latvia is catching up in terms of quality

dr. oec. Konstantins Benkovskis
Head of the Monetary Research and Forecasting Division,
Monetary Policy Department, Latvijas Banka

How can we reconcile deterioration in price and cost competitiveness with rising world market shares?
Regarding Latvia, these two seemingly contradictory developments have often been observed over the past
years. Maybe we miss out the most decisive determinants of competitiveness when restricting attention to
just whether nation's export products have become more expensive or cheaper? Clearly, competitiveness
is to be assessed taking into account other additional factors as well, e.g. the quality, which is broadly
interpreted, captures also shifts in consumer tastes and is generally missing in analyses.

Despite the absence of hard data on the quality of export flows, researchers can evaluate this quality factor
indirectly. We construct two indices using observed unit values of trade flows. The first index is named "the
conventional relative export price" and is based on unit values (dollars per kg), thus measuring only cost
competitiveness. An increase in the conventional index means that Latvia's products become relatively more
expensive, signalling losses in price competitiveness.

The second index is named "the relative export price adjusted for quality". In contrast to the conventional
relative export price index, it uses "dollars per unit of utility". The statement that the modern smartphone is
more expensive than the usual mobile phone is just a simple example. Does it mean that no one will buy the
expensive smartphone? No, because smartphones provide much more higher utility to consumers offering
more functions, a better design, etc. Thus the smartphone's "price per unit of utility" can be even lower
than the "price per unit of utility" of a usual mobile phone! That is how our "relative export price adjusted
for quality" index captures changes in quality'. An increase in the quality adjusted index denotes losses in
overall competitiveness. However, the contribution of quality can be assessed by comparing conventional
relative prices and relative prices adjusted for quality. The results for Latvia's merchandise exports are
shown in the figure below.

Conventional relative export prices and relative export prices The conventional relative export price shows a rise

?5’3333"15‘5 quality @ in relative prices of Latvia's products and deterio-
160 160 ration in producer's price competitiveness. This,
150 _— 150 however, fails to explain the impressive gains in
:‘2 s :‘3‘(0) Latvia's export market shares in the world market,
120 / 1o Which have almost doubled since 2000. On the

110 — 110 other hand, the relative export prices have adjusted
100 4.4./._., 100 to quality decline and can be interpreted as gains in
9 9 overall competitiveness. Thus, the missing part of
80 80 the story is the growing relative quality of Latvia's
70 70 . .

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 export pI‘OdU.CtS, which has overcompensated hlgher

——  Conventional relative export prices prices and boosted export market shares.
—f— Relative export prices adjusted for quality

Sources: LB and OeNB calculations, UN Comtrade.
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