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1. Highlights Latvijas Banka « Monthly Newsletter « July 2014

Despite weakness in month-on-month data, year-on-year growth in manufacturing continues

Manufacturing growth in the first five months of 2014 In May the manufacturing output dropped 0.7% month-on-
(working day adjusted; %) . . . o

%0 ¢ month, whilst increasing by 1.8% year-on-year. The month-
o 56.9 « on-month decrease in manufacturing output resulted from a

downturn in one of the largest sectors — manufacture of food
products. On the other hand, the second largest sector — manu-
26 mm . facture of products of wood — posted a rise in May, balancing
out the fall in manufacture of food products. Both sectors,
alongside the manufacture of computer, electronic and optical

40 products, were among the largest contributors to the year-on-
60 Y 60 year manufacturing growth in May. The continued year-on-
L — —Food oroduet -80 year decrease in the output of the manufacture of basic metals
anutacturing 00d products . . .

Beverages = Textiles was due to internal problems in some of the sector’s enterprises.
B Wearing apparel EEl Wood and products of wood : : : :
W Chemicals B Other non-metalic minerals The l'ates.t news suggesF a poFentlal ple_up m the'lnvestment
S Basic metals Fabricated metal products activity in manufacturing, since the total financing for the

Computer, electronic products S Electrical equipment th e

Machinery and equipment Motor vechicles, trailers 4™ round of the EU funds programme ngh Value-Added
s ) “Cr;‘;“re Investments” has been increased to around 80 million EUR.
ource: .

As a result, more than 100 projects will receive co-financing
of up to 45% of the eligible costs of their knowledge and/or
technology-intensive projects.

Annual inflation is low, whereas core inflation reflects economic growth

(ContribUiioﬂS to an;l“al inflation In June, the year-on-year consumer price inflation remained
1n percentage points .
2'5 sep 5o Stable at 0.7%. The total impact of external supply factors on

the Latvian inflation in June was rather neutral as oil prices in
the second half of June rose due to attacks on the largest Iraqi
oil processing plant, whilst global food prices fell for the third
consecutive month. Core inflation exceeded overall inflation
suggesting that the low overall inflation level derived from
supply factors. The impact of demand on the core inflation
data was mostly felt in prices of services. In June, just as in

0.5 . . .
May, the prices of tourism-related services posted a seasonal
A0 10 ipcrease that was higher than a year ago, and this dynamics
I II O 1V vV VIVIVIIIX X XIXII T 1T I 1v v VI . . . .o .

2013 2014 probably resulted from a rise in tourism activity related to the
B Core inflation mm Administratively regulated prices  fact that Riga is the European Capital of Culture this year. The
I Unprocessed food Fuel . . .. .
— Total 8th World Choir Games took place in Latvia in July and Riga
Source: CSB.

welcomed a large number of guests: this might also have a
short-term upward push on service prices. Nevertheless, even if such events may have some impact on the price level,
it does not constitute a trend.

Private business deposits up in May

Changes in selected money indicators @ The slight drop in the level of money indicators in May was
(year-on-year; %) primarily caused by a fall in state enterprise deposits with

30 30 .
‘ banks, as they made payments to the budget for using the
20 - 20 state capital (dividends). On the other hand, deposits of private
o Eaanniln businesses increased both as a result of successful economic
1] iBE= ~ development and the growing household consumption due to
0 = 3 == o consumer confidence indicators being close to the post-crisis-
LS LT d o high. Loans granted by banks recorded a slight decrease as
T ul the loans granted to non-financial corporations and households
—20 —20 continued to shrink, whilst those granted to non-bank financial
30+ 4 institutions continued to grow. Looking forward, the European
il VI X XII 1 VI X XII il ' 1 11

o Vs . Central Bank's recent monetary pohcy decisions could urge
—— Domestic loans to businesses banks to be more active in lending to the economy. On the
' Domestic Joans 10 houscholds other hand, the planned amendments to the Insolvency Law

—-— Deposits by domestic businesses K K R R
—— Deposits by domestic households and the introduction of the "principle of returned keys" in
—— Domestic loans to non-bank financial institutions lendi 1d red he i £ 1 1
Source: Latviias Banka. mortgage lending would reduce the importance ot collatera

and is likely to hinder lending to households.
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Contributions to annual inflation
(in percentage points)
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Changes in selected money indicators
(year-on-year; %)
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2. Macroeconomic Data Latvijas Banka « Monthly Newsletter « July 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
Public Finances
Tax revenue (since the beginning of the year; year-on-year growth) 2014 VI 34
General government budget expenditure (since the beginning of the year, year-on-year 2014 VI 31
growth)
Consumer price changes
Consumer Price Index CPI (year-on-year growth) 2014 VI 0.7
Consumer Price Index HICP (year-on-year growth) 2014 VI 0.8
12-month average inflation (HICP) ‘ 2014 VI 0.2
08.07.2014 Annual inflation is low, whereas core inflation reflects economic growth @
Foreign trade
Exports (year-on-year growth) 2014V 0.7
Imports (year-on-year growth) ‘ 2014V -1.5
10.07.2014 Latvian exporters continue to look for new niches for their products @
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
Industrial output
Working day-adjusted manufacturing output index (year-on-year growth) 2014V 1.8
07.07.2014 Manufacturing output down in May @
Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 2014V 2.1
Labour market
Registered unemployment (share in working age population) 2014 V1 8.9
Job seekers rate (share in working age population) 2014 Q1 11.9
Monetary indicators
Resident deposits (year-on-year growth) 2014V 9.5

30.06.2014 Money indicators slightly down in May @

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




http://www.macroeconomics.lv/annual-inflation-low-whereas-core-inflation-reflects-economic-growth

http://www.macroeconomics.lv/latvian-exporters-continue-look-new-niches-their-products

http://www.macroeconomics.lv/manufacturing-output-down-may

http://www.macroeconomics.lv/money-indicators-slightly-down-may




3. In Focus Latvijas Banka « Monthly Newsletter « July 2014

Survey-based assessment of household borrowers' financial vulnerability

In 2013 Latvijas Banka carried out a survey of household borrowers (a sample of 1 002
households which had at least one housing loan) to get an insight into their financial
situation. A similar survey was also conducted in 2011. Based on survey data, house-
hold financial vulnerability and ability to cover household expenses and loan payments
have been assessed using the financial margin methodology. The financial margin
shows a household's remaining income after the deduction of debt servicing costs and
basic living expenses. Households are considered solvent (SHs) if the financial margin

Laura Laube is nonnegative and vulnerable (VHs) if it is negative.
Econ.?mm According to the survey, 10.2% of household borrowers can be considered VHs (the
Latvijas Banka

household has solvency problems) and the share of liabilities of these households
constitutes 12.7% of the credit portfolio for house purchase. Part of household bor-
rowers still find it very difficult to balance their expenses and income, but overall household income has in-
creased over the past two years. Slow improvements are observable compared to the first survey — 11.2% of
Chart 1 household borrowers could be considered VHs in 2011.
Distribution of average ratio of monthly loan payments to total Furthermore, in 2011 the average ratio of monthly loan

household income . . . .

(%) @ payments to total income was 31%, while in 2013 it
50 50 was 29%, indicating that the household debt burden had
45 45

decreased (see Chart 1).

35 Although household borrowers are rather vulnerable to
various unfavourable macroeconomic shocks and this
vulnerability has decreased only slightly during the last
15 two years, the possible losses related to their solvency
10 have become more moderate for lenders. This has been
e 3 facilitated both by the real estate price growth over the past
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<20 2039 4059 6079 80400  >=100 years and a decrease in the housing loan stock. Household
B Survey 2013 W Survey 2011 borrowers can still be considered as rather vulnerable to
Source: Latvijas Banka. shocks of declining income and increasing interest rates
Chart 2 but less vulnerable to shocks of rising unemployment

Household sensitivity to income decline, interest rate increase and  rateg (see Chart 2) A relatively minor decrease in income

increase in unemployment* . . .

%) @ or an interest rate rise would cause a faster expansion of

40 10 the share of VHs than a minor increase in unemployment.
Moreover, it would cause a need for credit institutions to
increase provisions for delinquent loans. Nevertheless,

¢ credit institutions’ expected losses due to shocks would

still be limited.

The rise in interest rates has a more pronounced effect
2 on households with large credit. This is supported by the
fact that the growth rate of the share of loans of VHs in

30 +

20 ~

Decrease in Increase in Increase in the total outstanding amount of housing loans is faster
by 134% by 204 bp. R e than that of the share of the number of VHs, with interest
B Vhs (share in total number of borrowers) rates increasing. Meanwhile, household sensitivity to an

BN VH liabilities (share in total outstanding amount of housing loans)

Expectod logs (right.hand scale) increase in unemployment within a year is moderate due
* The chart shows household sensitivity to isolated shocks that are equivalent to tO the assumptlon that mn the eVent Of a IOSS Of _]Ob all
maximal changes in the respective variables that have been observed (over a year). persons employed receiVe unemployment beneﬁts

Source: Latvijas Banka.

For further information see the discussion material "Survey-based assessment of household borrowers' finan-
cial vulnerability" on the website of Latvijas Banka:

http://www.bank.lv/images/stories/pielikumi/publikacijas/petijumi/DM_1-2014-arins-sin-laube
final 062014.pdf.





Chart 1

Distribution of average ratio of monthly loan payments to total

household income
(%)
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Chart 2

Household sensitivity to income decline, interest rate increase and
increase in unemployment*

(%)
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Decrease in Increase in Increase in

income interest rate unemployment
by 13.4% by 204 bp by 11.2 pp

BN Vhs (share in total number of borrowers)
B VH liabilities (share in total outstanding amount of housing loans)
’ Expected loss (right-hand scale)

* The chart shows household sensitivity to isolated shocks that are equivalent to
maximal changes in the respective variables that have been observed (over a year).
Source: Latvijas Banka.
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