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1. Highlights Latvijas Banka « Monthly Newsletter « January 2016

Annual inflation stands positive

Contribution of selected components to the annual increase in In December, the average consumer price level rose by
consumer prices 0.3% year-on-year: prices of goods decreased by 0.3%,

(in percentage points) . . . .
25 25 while prices of services grew by 2.1%. Meanwhile, the

2.0 annual average inflation was 0.2%. Its main leitmotif
LS throughout the year was declining global prices of food
104 and energy, thus hindering inflation growth. Nevertheless,
0’3 Bl the liberalization of the electrical power market for
05 households, a slight rise in indirect taxes, an increase
ol = in the public transportation fares in Riga and gradually
15 improving purchasing power that supported core inflation
20 contributed positively to the pick-up in prices.
25— 25 The major contributors to the annual average inflation in
X XI XII I I 11 1v v VI VIIVIIIX X XI XII .
2014 2015 2015 were fuel and heat energy prices (-1.2 percentage
o Electricity Fucl, gas and heat enerey points (pps) overall), dairy product prices (almost -0.3
—— CPI (%) pp), while the largest upward pressure resulted from
Source: CSB. electricity prices (0.9 pp) and several services within

the core inflation — catering, as well as recreational and
cultural services (a total of around 0.2 pp).

Manufacturing growth has become stronger @

The year-on-year changes in volume of manufacturing production During the first 11 months of 2015 manufacturing output
(January-November 2015; %) ’

I 45 rose by 4.1% year-on-year in a context of diverse sectoral
39.6
0 97 40— developments. By the end of November good results
B 63 354 were observed in the production of computers, electronic
| I = I Y and optical equipment, as well as furniture. The end
0 - - - ]
|2I4 I | ] &« & 2 of the year was also successful for the largest branch
B 2 22 4| . . .
53 (,I = | 1 of manufacturing, the wood industry, which has been
’ o 5 . . . .
-10 I 0l persistently increasing its output over the past few years.
-5 - s Conversely, recession continued in the manufacture of
_ 168 ] wearing apparel and building materials, as well as the
20 1234567891011 12 13 14 15 16 17 18 0 19 f d . d h h d k’ f
1 Manufacturing 8 Printing 14 Electrical equipment 0od 1n U’Stry as t ¢y showed a weaker per Or.mafl.ce
2 Food 9 Chemicals 15 Machinery and cquipment than usual. The largest metal producer KVV' Liepdjas
everages ubber otor vehicles .. .
4 Textiles 11 Non-metallic minerals 17 Furniture metalurgs has had both positive and negative effects on
5 Wearing apparel 12 Basic metals 18 Repair and installation . .
6 Wood 13 Fabricated metal products 19 Computer, optical products the sectoral gl”OWth. After re'launChlng the company m
7 Paper : f o :
S SB. March, with promising prospects, the problems in global

metallurgy market persisted resulting in a weaker than
expected performance at the end of 2015. Nevertheless, KV'V Liepdjas metalurgs’ contribution did improve the
overall manufacturing output data.

Government debt servicing costs have been reduced

General government gross debt @ On 8 December 2015, taking advantage of the unique sit-
(% in GDP, ESA2010) uation in the financial markets, the Treasury repurchased
4990 499 itg outstanding US bonds maturing in 2020 (yield of
s ] = T e 2.889%) and 2021 (yield of 5.491%) at the nominal value
3490 b g 0f650 million USD. In order to finance the operation, new
200 4 b 1y S-year bonds in the amount of 550 million EUR (yield of
2490 ——— — — — — — — 2490 ().532%) were issued on the same day. These transactions
izzg I B B EEE NI f‘zg resulted in reduced government debt servicing costs in

990 _| b ] g, the medium term, estimated at around 85 million EUR,

a0 |0 b b | 4 having a positive effect on the state budget balance. Ac-
10 T 00 2008 2010 01T 2053 2015 s s 10 cording to preliminary data, at the end of 2015 Latvia's
*_ expected. central government debt stood at 8.4 billion EUR (34% of
Sources: Furostat, MoF. GDP, expected close to 37% in ESA2010 terms).

In 2016, the Treasury plans to borrow at least one billion EUR in the international financial markets in order to
secure the financing needs of the state and repayment of the 5-year bonds worth one billion USD maturing in
February 2017.
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The year-on-year changes in volume of manufacturing production

(January-November 2015; %)
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General government gross debt
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2. Macroeconomic Data Latvijas Banka « Monthly Newsletter « January 2016

Reporting | Data (%)
period

Gross Domestic Product (GDP)
Real GDP (year-on-year growth) 2015 Q3 33
Real GDP (quarter-on-quarter growth; seasonally adjusted 2015 Q3 1.0
Public Finances
General government budget expenditure (since the beginning of the year, year-on- 2015 XII 2.9
year growth)
Tax revenue (since the beginning of the year; year-on-year growth) 2015 XII 4.9
Consumer price changes
Consumer Price Index CPI (year-on-year growth) 2015 XII 0.3
Consumer Price Index HICP (year-on-year growth) 2015 XII 0.4
12-month average inflation (HICP) 2015 XII 0.2
15.01.2016 Average inflation in 2015 was primarily influenced by global resource
prices @
Foreign trade
Exports (year-on-year growth) 2015 XI 2.2
Imports (year-on-year growth) ‘ 2015 XI -2.8
13.01.2016 The resilience of Latvian exports tested also in November @
Balance of payments
Current account balance (ratio to GDP) 2015 Q3 -3.0
Foreign direct investment in Latvia (net flows; ratio to GDP) 2015 Q3 2.5
Industrial output
Working day-adjusted manufacturing output index (year-on-year growth) 2015 XI 3.8
07.01.2016 Manufacturing still lacks notable growth @
Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 2015 XI -0.7
Labour market
Registered unemployment (share in working age population) 2015 XII 8.7
Job seekers rate (share in working age population) 2015 Q3 9.7
Monetary indicators
Resident deposits (year-on-year growth) 2015 XI 9.6

30.12.2015 Bank attracted deposits have grown substantially @

Sources: Treasury, Central Statistical Bureau of the Republic of Latvia, and Latvijas Banka data.
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What are the direct effects of oil price developments on Latvia's inflation?

Dr. oec. Olegs Tkacevs Dr. oec. Andrejs Bessonovs

Chief Econometrist Senior Econometrist
Monetary Policy Department Monetary Policy Department
Latvijas Banka Latvijas Banka

Demand and supply factors have caused global oil prices to decline by 35% in euro terms in 2015. As the oil price is a
significant cost component in the prices on certain goods and services, a change of such a magnitude has quite significant
implications for Latvia's inflation. The plunging oil prices have a direct effect on fuel prices in Latvia. Nevertheless, there
are some nuances as to the way and extent of this influence.

Several economic and political developments have had significant implications for the global oil price dynamics in the last two
years. In 2015, demand and supply factors caused oil prices to decline by an average of 35% in euro terms. The plunging oil prices
had a fairly notable effect on petrol and diesel prices in Latvia as well as affected the harmonised index of consumer prices (HICP).
Oil is refined into fuel and distributed to final consumers via gas stations. The econometric estimates of Latvijas Banka show that
the transmission of oil prices to the prices of petrol/diesel before taxes is complete. This means that the refining and distribution
margins (i.e. the costs and margins from refining crude oil and distribution of fuel) do not respond to the oil price developments in
the long-term, despite elevated volatility of the oil prices in the recent past. On average, fuel producers and retailers do not have
excessively high profit margins from the rises and falls of the oil prices in the long-term. However, there are some deviations in
the short-term. The speed of transmission is quite high: 50% of the oil price increase/decrease is passed on to consumers already
within four weeks, whereas 90% within the span of 10 to 12 weeks (see Chart 1). The transmission of oil prices into petrol prices
is slightly quicker than that into diesel prices. Moreover, our estimates show no evidence of the asymmetric effect in Latvia's case.
This means that the response of fuel prices in Latvia to both rises and falls of the global oil prices is overall similar.

Chart 1

Transmission of oil price changes (of 10 euro cents) into petrol and diesel prices before taxes (left-hand and right-hand panels resp.) @
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Source: Bloomberg, European Commission and authors' estimates.

Oil products are subject to indirect taxes: excise tax and VAT account for a major share of the final price of fuel (see Chart 2). The
rate of the excise tax is fixed per 1 litre of fuel and does not depend on the fuel price before taxes. This means that the excise tax
share in the final consumer price increases/decreases along with the falling/rising of oil prices. The contributions of the oil prices
also decrease/increase accordingly. Where the oil price changes by, e.g. 10%, the percentage change of the fuel price (i.e. fuel price
elasticity) is also a variable depending on the oil price contribution. The bigger the contribution of crude oil to the fuel price, the
higher the percentage change of the fuel price. Currently, taxes account for more than a half of the petrol and diesel prices, while
the contribution of the oil price has been lower at about 30% in 2015.

Finally, we could also examine the degree of the fuel price elasticity to changes in oil prices and thus also estimate the extent
of the impact from the plummeting oil prices on Latvia's HICP in 2015. The elasticity of fuel prices after taxes depends on the
contribution of oil prices to the consumer prices of fuel. In 2014, contribution was around 37%. This means that a 10% year-on-year
decline in oil prices as compared to 2014 would translate in a 3.7% reduction of fuel prices. Oil prices fell by an average of 35% in
euro terms in 2015, resulting in a downward effect of 13.2% on fuel prices and a 0.8% decrease of the HICP (i.e. the contribution
of the declining oil prices to HICP inflation amounted to 0.8 percentage point). The beginning of 2016 saw further declines in oil
prices. If this trend persists, oil prices may continue having a significant negative impact on inflation this year as well.
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Chart 2

Decomposition of petrol and diesel prices (left-hand and right-hand panels resp.)
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