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0.7% inflation in October

Annual inflation and contribution to annual inflation
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In October, the average monthly consumer price level remained
unchanged, while the annual inflation dropped to 0.7%. The
average rise in consumer prices was impeded by the fuel prices
due to oil prices dropping more rapidly than the value of the
dollar was rising; however, this average consumer price rise was
supported by the prices of seasonal items, some services and
more expensive heating energy under the impact of increasing
natural gas prices. Although the so-called Russian embargo
effect did not have significant influence on overall inflation in
August and September, it may have retained its impact on the
level of food prices in October. In some groups of food products
in which the prices went down rather notably in September
(e.g. milk products) the decrease, although to a smaller extent,
continued. Many of the changes in consumer prices seen in
September which were atypical or excessive for the season and

economic conditions were no longer evident or smoothened out in October.
In 2015, inflation is expected to be higher overall than in 2014, with the contribution of energy prices playing the most
important role due the electricity market liberalisation in 2015.

Annual growth at 2.2% in the third quarter
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The Latvian economy continues on the path of growth. According
to the flash estimate, GDP grew by 0.4% quarter-on-quarter
(seasonally adjusted data) and by 2.2% year-on-year (seasonally
adjusted data) in the third quarter.

Owing to the growing household income and, possibly, to the
good tourism season, retail trade turnover posted a rise in the
third quarter. In July and August, activity in the real estate
sector grew substantially acting as a stimulus for construction of
housing, which in turn led to a slight annual growth in construc-
tion sector's value added in the third quarter as well. Moreover,
the manufacturing data confirm some growth in the third quarter,
duly accounting for the developments in external markets. The
impact of Russian sanctions in manufacturing is not felt at the
macroeconomic level but only by some enterprises in certain
branches.

Currently, the growth is primarily based on domestic consumption, whereas in the future, the ability and desire of
entrepreneurs to push up investment will play an increasingly important role in enhancing the growth also via exports.

External trade retains moderate yet positive growth

Merchandise export shares in world imports
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A positive growth rate is retained in Latvia's external trade,
notwithstanding even the continuing political instability in its
eastern neighbouring countries and the resulting low external
demand. In the first nine months of 2014, goods exports
expanded by 2.0%, while imports dropped 1.1% year-on-year.
In September, the value of goods exports remained almost un-
changed, dropping by a mere 0.3% annually. A positive annual
growth rate was maintained in exports of food products, wood
and articles of wood, products of the chemical industry, plastic
products, construction materials, machinery and electrical
equipment. In September, exports grew substantially to almost
all of the CIS countries but most notably to Russia, Belarus,
Uzbekistan and Kazakhstan. The September month-on-month
rise in exports to Russia notwithstanding, a 2.7% year-on-year
decrease in the respective exports was recorded for the first
nine months of the current year. According to the operational
information of the World Trade Organisation, Latvian export

market shares in global imports are continuing to expand, testifying to Latvia's ability to react flexibly to a drop in
demand for some groups of goods and in certain countries.
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Annual growth at 2.2% in the third quarter

Real GDP growth rate
(%; seasonally adjusted)
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Merchandise export shares in world imports
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Reporting | Data (%)

period

Gross Domestic Product (GDP)
Real GDP (year-on-year growth) 2014 Q3 2.2

(flash estimate)
Real GDP (quarter-on-quarter growth; seasonally adjusted) 2014 Q3 0.4
31.10.2014 GDP continues growing, but at a slower pace than before @ (flash estimate)
Public Finances
General government budget expenditure (since the beginning of the year, year-on- 2014 X 3.2
year growth)
Tax revenue (since the beginning of the year; year-on-year growth) 2014 X 4.1
Consumer price changes
Consumer Price Index CPI (year-on-year growth) 2014 X 0.7
Consumer Price Index HICP (year-on-year growth) 2014 X 0.7
12-month average inflation (HICP) 2014 X 0.5
10.11.2014 The annual inflation drops in October @
11.2014 EC: Euro changeover and inflation in Latvia (@
Foreign trade
Exports (year-on-year growth) 2014 1X -0.3
Imports (year-on-year growth) 2014 1X 2.5
12.11.2014 External trade retains moderate yet positive growth @
Balance of payments
Current account balance (ratio to GDP) 2014 Q2 -3.7
Foreign direct investment in Latvia (net flows; ratio to GDP) 2014 Q2 1.2

Industrial output
Working day-adjusted manufacturing output index (year-on-year growth) 2014 IX 1.7
04.11.2014 Manufacturing has yet to feel the impact of Russian sanctions @

Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) ‘ 2014 1IX 3.6
30.10.2014 A more stable retail growth in the third quarter, but is it here to stay? @

Labour market
Registered unemployment (share in working age population) 2014 X 8.2
Job seekers rate (share in working age population) 2014 Q3 10.6

Monetary indicators
Resident deposits (year-on-year growth) ‘ 2014 IX 10.8
28.10.2014 Will the lending increase persist? @

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



http://www.macroeconomics.lv/gdp-continues-growing-slower-pace

http://www.macroeconomics.lv/annual-inflation-drops-october

http://epp.eurostat.ec.europa.eu/portal/page/portal/hicp/documents_pub/Euro-changeover-Latvia-2014.pdf

http://www.macroeconomics.lv/external-trade-retains-moderate-yet-positive-growth

http://www.macroeconomics.lv/manufacturing-has-yet-feel-impact-russian-sanctions

http://www.macroeconomics.lv/more-stable-retail-growth-third-quarter-it-here-stay

http://www.macroeconomics.lv/will-lending-increase-persist
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Latvia's Credit Ratings — the Impact of Euro Introduction on Credit Ratings and
Debt Service Reduction

Country's sovereign credit ratings are widely used as benchmarks for evaluating its ability to
meet its financial obligations. To assess the impact of Latvia's joining the euro area on credit
ratings, the research horizon is to be extended beyond 1 January 2014, the date when Latvia
joined the European Economic and Monetary Union (EMU).

The first positive post-financial crisis signal came in December 2011 when Latvia successfully
concluded its international bailout programme. Standard&Poor's (S&P) upgraded its long-
Anete Berzipa ~ term rating for Latvia from BB+ in May 2012 to BBB-, recognising Latvia's political
Economist, commitment to fiscal discipline. In November 2012, S&P rewarded Latvia with yet another
Latvijas Banka  upgrade acknowledging both the country's strong, resilient and balanced economic recovery

and improvement in its public finances. At the same time, S&P expressed increased likelihood
of Latvia joining the euro area in 2014 due to moderating inflation. Fitch Ratings followed the suit. On 9 July
2013, the EU Economic and Financial Affairs Council made the final decision approving Latvia as the 18th
member of the euro area. On the same day, Fitch Ratings upgraded Latvia's credit rating. Altogether, since
December 2011, Standard&Poor's has upgraded Latvia's sovereign credit rating by 4 notches (from BB+ in
2012 to A-), Fitch Ratings by 3 notches (from BBB- to A-), while Moody's Investors Service has been the most
conservative, upgrading Latvia's sovereign credit rating by 2 notches (from Baa3 to Baal).

One would expect that with a country's credit rating going up, the value of its debt securities also increases, and
investors would require less remuneration for taking the risk of investing in these securities. Decomposition
of sovereign bond rates shows how the investors' risk perceptions towards the Latvian government debt have
decreased. When stripping away the risk-free component by looking at the Latvian government bond spreads
with corresponding risk free sovereign bond', we obtain the risky component of the Latvian government debt.
It has decreased considerably since December 2011, as Latvia steered closer to the euro adoption and even
after that. This year, Latvia successfully organised two Eurobond issues with fixed coupon rates at record lows
of 2.875% and 2.625%. For comparison, the previous euro denominated Eurobond issue in 2008 was with a
fixed coupon rate of 5.5%.

Latvian Government Bond Spreads With Corresponding Borrowing at lower costs in international financial markets
Risk Free Bond and Credit Ratings @ . icularl . .

(in percentage points) is particularly important now when Latvia has started
50 aaa to refinance its bailout. From the 4.5 billion euro rescue
4s ’MV A A" package Latvia repaid 1.1 billion euros to the IMF in 2012,
40 4 YN -Aa- 0.2 billion euros to the EC in 2013, and 1.0 billion euros to

1 i - A+ . .

33 VV " N the EC this year. As Latvia has managed to refinance these
3.0 +—

loans at lower rates, to date, it has saved around 80 billion
euros and is likely to save another 720 billion euros by 2022,
according to Latvijas Banka calculations.
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05 b As a member of the monetary union, Latvia has benefited
04— ]*‘V V;* T 8 from the euro area's highly developed capital market and
2012 2013 2014 strong credibility of the ECB monetary policy. However,
L USban — UShaml  — Seby — renohy the improvements in Latvia's finances have not solely been
Sources: Bloomberg, Latvijas Banka, EC. brought about by the accession to the euro area, for the
*5 March - Latvia makes a request to the EC and the ECB to carry out an assessment . ape 3

#%9.July - EC invites Latvia 10 join the euro area underlying preconditions comprise also a set of bold reforms,

wkk | T, ) - Latvia joins the e . . .
rary - i jois fle euro aerd fiscal austerity measures and strong commitment of Latvia to

be a part of the EMU.

"'In the case of debt denominated in USD, we use the corresponding US Treasury note, but in the case of debt denomi-
nated in EUR, we use the corresponding German bond.





Latvian Government Bond Spreads With Corresponding
Risk Free Bond and Credit Ratings
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Sources: Bloomberg, Latvijas Banka, EC.

*5 March - Latvia makes a request to the EC and the ECB to carry out an assessment
** 9 July - EC invites Latvia to join the euro area

**% [ January - Latvia joins the euro aera
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