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1. Highlights Latvijas Banka « Monthly Newsletter « June 2014

Annual inflation dynamics in May affected by temporary factors

Inflation rate @ Annual inflation dropped slightly in May reaching 0.6%, yet
(Zi)ar_on_year; %) 4o this reflects the impact of temporary rather than fundamental
3.5 35 factors. The annual inflation contracted on account of falling
3.0 30 food prices, whereas the core inflation remained at its April
25 25 level. External supply-side factors had mostly a downward ef-
20 EENEE 20" fect on prices, with oil prices remaining stable and global food
112 \ ]1(5) prices dropping. Domestic demand-side factors, like the rise
05 ~ | s in minimum wage and the drop in labour taxes could have a
0 nNEY.e o gradual effect.
0.5 = -05  With the discussions on the power market abating and the first
-10 -10quarter data not seeming to indicate a drop in the economic ac-
11 VI IX Xl 1T V1 IX Xl 11 .. . . . . iy
e csy, | 02 2013 2014 tivity because of Ukraine, inflation expectations have stabilis-

ed and have remained broadly unchanged in May.
Latest foreign trade data confirm the flexibility of Latvian exporters and their ability to survive

Exports and imports of goods @] In April 2014, the turnover of Latvian foreign trade in goods
(year-on-year; %) dropped by 2.8% month-on-month. Within a month, the export

ii il }i and import value of goods fell by 1.8% and 3.6% respectively.
ig N }(2) As the drop in the exports of goods was smaller, Latvia's bal-
8 \\ II \\\ s ance of foreign trade in goods improved slightly.
6 6 fem
. A\ / . The year-on-year rise in the export value of goods totalled
2 A ‘\\ 7 \\ 7 4 \ 7L 2 0.7%. In April, a year-on-year rise was reported in practically
_‘; / ) \\/_—] _g all significant groups of Latvia's export goods, except transport
461 \ / AL/ \V// \ // s 461 vehicles, base metals and food products. The country break-
I Y ¢ down of exports, however, has changed, e.g. a drop in the
POV VY] VIEVIERC X XX I demand for Latvian export goods in Estonia, Finland and
— Exports — Imports Germany has been offset by a rather substantial rise in exports
Source: CSB. and growth in export market shares in the United Kingdom,

Poland, Sweden and other countries where the domestic de-
mand remains stable. According to the first quarter data, the shares of the Latvian export market in total global imports
continued to grow, confirming the mobility of Latvian exporters and their ability to reorient their goods to other markets.
In maintaining Latvian export growth, investments aimed at increasing the productivity of enterprises, improving com-
petitiveness and creating products with a higher value added are of crucial importance. The May decision of Standard
& Poor's to upgrade Latvia's credit rating allows us to hope that this will improve the investor confidence and encourage
the much-needed investment inflows for developing the export potential.

GDP growth rate dropping, mood turns more cautious

Real GDP growth rate @ The revised GDP figure for the first quarter has confirmed
(%)

earlier estimates. GDP grew by 0.6% quarter-on-quarter, re-
maining practically the same as in the fourth quarter of 2013.
Year-on-year, however, a gradual deceleration of growth has
been observed, by about one percentage point each subsequent
quarter: from 4.6% in the third quarter of last year to 2.8% in
the first quarter of this year.
The Russia-Ukraine conflict has provoked deterioration in
the mood of investors and weakened external demand. At the
moment, that is the main external risk factor which, in turn,
is exacerbating the domestic risks. Currently, the influence of
| ‘ | | | | | —--1 this factor is mostly evident in the confidence data, while a
Ql Q2 Q3 Q4 Ql Q2 Q3 Q4 Ql . . . . .
2012 2013 2014 drop in exports is only seen in a few industrial branches. The

;:é;’;“'yw T quarteron-quarter largest contributor to GDP growth was construction. After the

o positive first quarter preliminary data, growth in the transport
branch is also hardly a surprise. Despite a small quarterly drop in retail trade, the value added in trade has increased
slightly overall. The value added in manufacturing has decreased quarter-on-quarter, yet the year-on-year growth of the
sector remains positive.
As regards the forecasts for 2014 overall, private consumption and exports will help to keep GDP growth at about 3.3%.
Yet exporters' performance can be substantially affected by the future investment developments currently surrounded
by a considerable degree of uncertainty.
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2. Macroeconomic Data Latvijas Banka « Monthly Newsletter « June 2014

Reporting | Data (%)
period

Gross Domestic Product (GDP)
Real GDP (year-on-year growth) 2014 Q1 2.8
Real GDP (quarter-on-quarter growth; seasonally adjusted) 2014 Q1 0.6
09.06.2014 GDP growth rate dropping, mood of investors and forecasters turns more
cautious @
Public Finances
Tax revenue (since the beginning of the year; year-on-year growth) 2014V 2.3
General government budget expenditure (since the beginning of the year, year-on-year 2014V 3.0
growth)
Consumer price changes
Consumer Price Index CPI (year-on-year growth) 2014V 0.6
Consumer Price Index HICP (year-on-year growth) 2014V 0.8
12-month average inflation (HICP) 2014V 0.2
09.06.2014 Annual inflation dynamic in May affected by short-lived factors (&
Foreign trade
Exports (year-on-year growth) 2014 1V 0.7
Imports (year-on-year growth) 2014 1V —4.6
10.06.2014 Latest external trade data confirm the flexibility and ability to survive of
Latvian exporters @
Balance of payments
Current account balance (ratio to GDP) 2014 Q1 2.2
Foreign direct investment in Latvia (net flows; ratio to GDP) 2014 Q1 0.4
04.06.2014 A 120.1 million euro deficit in the current account of Latvia's balance of
payments in the first quarter of 2014 @
Industrial output
Working day-adjusted manufacturing output index (year-on-year growth) 2014 IV 5.6
04.06.2014 Manufacturing on a rise in April &
Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 2014 1V 10.5
Labour market
Registered unemployment (share in working age population) 2014V 9.1
Job seekers rate (share in working age population) 2014 Q1 11.9
30.05.2014 Wage growth accelerating due to the interplay of several one-off factors &
Monetary indicators
Resident deposits (year-on-year growth) 2014 1V 9.1

30.05.2014 Monetary aggregates remain stable in April &

Source: Treasury, Central Statistical Bureau of the Republic of Latvia, and Latvijas Banka data.
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3. In Focus Latvijas Banka « Monthly Newsletter « June 2014

GDP growth to remain robust

According to the data of the Central Statistical Bureau of Latvia, on the backdrop of a very
gradual euro area recovery Latvia's GDP growth remains robust, despite slowing down in
the first quarter of 2014. The quarterly GDP increase of 0.6% was slightly below the 0.7%
reported in the fourth quarter of 2013. Although the year-on-year growth was down to
2.8% (seasonally non-adjusted data), Latvia remains one of the euro area leaders in annual

terms.
. There are a number of factors that caused the latest data to be weaker than expected and
Liva Zorgenfreija that make us slightly cautious looking forward.
Economist First of all, like in many other euro area countries, the unusually mild winter constituted a
Latvijas Banka big drag on the output in the energy sector. Nevertheless, the warm winter was not all bad

news for Latvia: partly due to the favourable weather conditions, the construction sector's

annual growth in value added was the largest since the second quarter of 2012.
Second, the manufacturing sector presented a fairly unpleasant surprise in January, resulting in a 5.6%
quarterly fall in manufacturing output in the first quarter of 2014. However, we cannot talk about
an economy-wide weakness in manufacturing since the decline was partly due to statistical changes
as well as, to a large extent, to the plummeting output in the basic metals subsector going down
49.3%. This subsector has been underperforming not only as a result of last year's production halt in
AS Liepajas Metalurgs, but also because of recent problems in other smaller businesses.

Third, some of the key trading partners have been facing tougher times recently. For instance, Estonia's GDP drop-
ped by 1.1% year-on-year, whilst the Finnish economy experienced yet another quarter of contraction shrinking by
0.5% year-on-year.

Last, but not least, an important concern in the first half of the year has been the Russian—Ukrainian conflict and its
influence on the ruble, Russia's domestic demand and, consequently, on the Latvian exports as well as business and
consumer confidence. The encouraging first quarter data on exports suggest that the Latvian exporters are highly
competitive, flexible and have so far been able to adapt well to the market situation. Despite the positive first quarter
investment data and due to the lagged nature of this variable, the Russian—Ukrainian conflict can still leave its mark
on the future investment activity. Furthermore, an escalation of the said conflict would put the transport sector in a
particularly vulnerable position because of its close links with Russia. Nevertheless, the first quarter transport data
have been very positive due to an increase in cargoes loaded and unloaded in ports as well as a rise in rail freight
turnover. Industry experts partly relate this to some businesses re-directing their cargoes from Ukrainian to Latvian
ports.

Turning to price developments, despite the geopolitical uncertainty external factors have this far exerted no upward
pressure on prices, even though their previously negative contribution has somewhat diminished. Core inflation
has stabilised above 1% this year, which, contrary to its development in 2013, is more in line with the prevailing
environment of economic growth. The key domestic determinants of the price level point to continued low inflation.
For example, labour productivity remains the main driver of the compensation of employees. Moreover, the sub-
stantial acceleration of wage growth in the first quarter was mostly caused by one-off factors like raising the mini-
mum wage, cutting the social insurance contributions etc. Finally, the sluggish credit recovery is unlikely to lead to
a significant rise in domestic demand and a consequent upward pressure on prices.
(GQI;l’zggifvstgaisl(l);Zhec;enddevlv';?k?rfleadzoi'atzi:tse &%) @ To conclude, despite the good performance as compared to
X ’ Y & dayaqusted 7 y its euro area peers, the Latvian GDP growth came as a bit of
, a disappointment to the forecasters. In light of the latest data,
, the slowdown in such important export partners as Estonia
1
0

3 B

|
2
1 i{}}iﬂ and Finland as well as the uncertainty and risks stemming
0 J X Tm gy from the Russia—Ukraine conflict, Latvijas Banka has reduc-
-1 1 -1 ed its GDP forecast for 2014 by 0.7 percentage point to

= 12 3.3%. Although the price developments have this far been
j I j in line with the forecasts, Latvijas Banka has also reduced
75 _ its inflation forecast by 0.6 percentage point to 1.1%, consi-
é §: 2 §E & g g § :z :§ £ g dering that the Parliament has postponed the liberalisation of
g~ 2 2 3 < = 5 £ d 0 the electricity market until January 2015.
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GDP growth in selected euro area countries
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