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The preparation process of the next year's budget is currently in full 
swing. Several positive signs can be observed in planning of public 
finances, e.g. the review of expenditure base, more cautious growth 
forecasts and the provision of a risk reserve. However, it is necessary 
to put greater focus on budget sustainability by balancing expenditure 
with revenue. 


The review of the effectiveness of the use of the budget base expenditure 
finished in spring 2016 should be mentioned as one of the completed homework assignments. Thus, funds were 
released for financing more topical state needs before adding new funding. The review process of the current 
expenditure has yielded first results and should be continued. Certainly, there is the potential to find more than 
the approximately 60 million euro, less than 1% of the budget, released in the first expenditure review exercise. 


General revision of the tax system has been commenced 
this year involving World Bank experts. They point 
out that Latvia collects less taxes than the European 
Union (EU) countries on average or countries similar to 
Latvia, and that the key improvements should be made 
in tax administration and combating the grey economy. 


Efforts made in recent years to strengthen capacity of the State Revenue Service, improve tax collection, e.g. the 
introduction of the reverse value added tax in individual sectors, as well as the planned regulatory adjustments 
of the construction sector are steps in the right direction. It is expected that recommendations made by the World 
Bank will have a positive long-term impact on competitiveness of the tax system.


Tireless calls by the Fiscal Discipline Council (FDC) 
for greater focus on sustainability in planning public 
finances have born fruit. Taking into account the opinion 
of the FDC, the degree of optimism in macroeconomic 
forecasts underlying the budget was reduced. Moreover, 
the 2017 budget will see an overdue introduction of the 
fiscal security reserve. It is a significant instrument to 
reduce risks of budget deficit exceeding the planned 
amount.


Improvements in the budget preparation process should 
be greatly appreciated. However, work to be done and 
"the old diseases" cannot be disregarded. The recent 
decreasing trend observed in economic growth forecast 


adjustments in Latvia and the EU requires us to be as cautious as possible when spending public finances. The 
approval of the aforementioned fiscal security reserve for 2017 can help in this regard. At the same time, the 
approach to look for revenue possibilities to satisfy appetite for spending survives. In order to cover new recurring 
expenditure items, including wages and salaries, short-term sources of revenue have been mainly used. The 
highest share of additional resources has been provided by postponing the planned changes to the procedure of 
vehicle exploitation tax payment which would make it possible to pay the tax for the actual exploitation period 
only; the share payable in dividends by state capital companies has remained high (85% in 2017); and significant 
resources have been allocated for new expenditure, foreseeing one-off revenue of 20 million euro generated from 
confiscation of proceeds from criminal activity.


Budgetary needs are, of course, acute and require hundreds of millions of euro to satisfy them. This is not a finding 
of today requiring a sudden search for funding. Although currently resources for covering new expenditure have 
been found in the budget, a more structured approach to balancing expenditure with revenue is necessary in the 
future. The flow of homework assignments in the budget school bag will continue tomorrow and beyond with the 
living standard of future pensioners, healthcare, education and other essential needs of the country's population 
in mind.


The new school bag of the 2017 budget contains homework
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Economy faces temporary slowdown


The Central Statistical Bureau reports that real gross 
domestic product (GDP) increased by 0.8% year-on-year 
and by 0.6% quarter-on-quarter (according to seasonally 
and calendar adjusted data).  The major impediment to 
economic growth for the second consecutive quarter was 
the weak investment activity. This can be linked to the 
disruption in the EU funding cycle, which has resulted 
in a continued fall in the value added of the construction 
sector by 16.9% year-on-year in the second quarter. On 
a more positive note, manufacturing has shown robust 
performance in the second quarter, recording a 6.8% 
pickup in value added year-on-year. Even though in 
nominal terms both exports and imports decreased, it 
mostly happened on account of a drop in prices, as in real 


terms exports and imports increased in the second quarter. Despite the recent moderation in wage growth, private 
consumption remains a key positive contributor to GDP growth. In the second half of the year and in 2017, GDP 
growth is likely to accelerate on the back of recovery of investment and some strengthening of foreign demand.


The consumer price level in August was unchanged 
as compared to the same period of the last year. After 
edging just above zero in July, inflation was at 0.0% in 
August. The most important negative factor was still 
low energy prices, but their negative contribution has 
been diminishing and is expected to continue doing so. 
The positive impact on inflation stemming from services 
prices has increased substantially in the last couple of 
months due to the recent changes in administered prices 
and indirect taxes on some services. The low inflation still 
reflects the supply-side factors, and the aforementioned 
slower economic growth, coupled with more moderate 
wage increases, does not create conditions for demand-


side pressure on prices. Therefore, it is expected that in the coming months inflation, albeit positive, will remain 
low.


Inflation hovering around 0


In the second quarter of 2016, after two consecutive 
quarters of posting surplus, current account returned to 
deficit of 0.6% of GDP. The primary income account 
turned negative, at –1.1%, due to the dividends paid out 
to foreign investors. The EU fund inflows in the primary 
account were at the same level as in the respective period 
of the last year. The positive balance in the services 
account diminished somewhat, to 7.0% of GDP, due 
to the fall in rail and sea transport services exports as 
well as an increase in transport services imports. The 
goods account registered a deficit of 7.6% of GDP, with 
imports falling more than exports. Also in July, the weak 
foreign demand and the fall in export prices continued 
to weigh on exports, which decreased by 7.4% year-on-


year. Imports were also negatively affected by falling prices, in July recording a drop of 11.9% year-on-year.


Current account back to normal
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