P W

LATVIJAS BANKA

PRESS RELEASE

Riga, 23 September 2008
Latvia's Balance of Payments in the Second Quarter of 2008

In the second quarter of 2008, the current account deficit of Latvia's balance of payments decreased to
586.8 million lats or 15.6% of GDP (837.7 million lats or 24.9% of GDP in the corresponding period
of the previous year) due to country's sharply decelerating economic activity in the second quarter,
with both the domestic and foreign demand weakening. This notable decrease in the current account
deficit was primarily on account of shrinking goods deficit to GDP (8.6 percentage points), with
export growth sustained (13.1%) and imports losing 4.0%. Slightly stronger surpluses of services and
current transfers to GDP were recorded, with exports of services expanding more buoyantly and the
volume of current transfers received by non-residents decreasing. The income deficit to GDP remained
unchanged.

In the first half of 2008, the current account deficit accounted for 16.9% of GDP (25.6% of GDP in
the corresponding period of the previous year).
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Four fifths of the second quarter current account deficit was covered by long-term capital. Of
the latter, 58% was foreign direct investment. Other investment net inflow was 446.1 million
lats, whereas reserve assets increased by 49.6 million lats.

Evaluation and outlook
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In the second quarter of 2008, the economic growth in Latvia continued to slow down, and, in
line with expectations, the current account deficit of Latvia's balance of payments decreased
notably, thus easing the risks of imbalanced development. As a result of modest foreign
capital inflows and decelerating pace of lending together with slower real income growth and
low consumer and producer confidence indicators, the domestic demand was weak, triggering
a sharp decline in imports and diminishing the demand pressure on inflation. Although in the
second quarter the decrease in the volume of imports reached a double-digit level, the hikes in
mineral product and metal prices had a strong effect and ruled out a more significant
improvement of the trade balance. Notwithstanding a slightly weakened demand in Latvia's
major trade partner countries and rises in domestic costs, exports continued to expand. This
tendency suggests that Latvian producers have retained their competitiveness in major export
markets, yet slow expansion of export volumes and recently experienced deceleration in
export growth dynamics give signals of deterioration in exporters' ability to compete.

As of positive developments, long-term capital retained its significance in financing the
current account deficit and bank short-term foreign borrowings were refinanced with long-
term capital (the latter spurred by the Bank of Latvia reducing the reserve ratio for bank
liabilities with maturity of over two years).

The weak domestic demand would underpin a decrease in the current account deficit in the
future as well. However, the impact of the global financial market turmoil on the growth in
Latvia's major trade partner countries suggests upward risks for the future export growth. On
this background, the role of the government's fiscal policy increases. A balanced budget for
2009 would assist consolidation of the declining inflation trend ongoing since the second half
of the year and would further reduce the excess of imports over exports. At the same time,
weakening foreign demand and tightening international competition call for an immediate
introduction of export promoting measures.
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