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Abbreviations

APP — asset purchase programme

AS — join stock company

CSB — Central Statistical Bureau of Latvia

EC — European Commission

ECB — European Central Bank

EONIA - euro overnight index average

ESI — Economic Sentiment Indicator

EU — European Union

EU28 — 28 countries of the EU

EURIBOR — Euro Interbank Offered Rate
Eurostat — statistical office of the European Union
FOMC - Federal Open Market Committee
FRS — US Federal Reserve System

GDP — gross domestic product

HICP — Harmonised Index of Consumer Prices
JSC — joint stock company

MFI — monetary financial institution

OPEC - Organization of Petroleum Exporting Countries
PIT — personal income tax

PMI — Purchasing Managers' Index

SEA — State Employment Agency

UK — United Kingdom

UN — United Nations

US — United States of America

VAS — state join stock company
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Introduction

Latvijas Banka remains optimistic with regard to Latvia's economic growth prospects over
the last half of the year: its GDP growth forecast for 2018 has been upgraded considering the
high rates reported in the second and third quarters of 2018. The future outlook, however,
remains unchanged. Following the accelerated cyclical upswing, GDP growth is expected

to slow down gradually over the next few years on account of selected growth-supporting
factors losing momentum. Uncertainty in the global environment and weaker external
demand are likely to constrain economic growth already in 2019, whereas demand side
limitations, e.g. labour shortage and still inadequate investment levels in the environment of
high production capacity utilisation, will be obstacles for ensuring sustainable rapid growth
in the medium term.

A decline in the economic growth in several trade partners is bound to subdue increases in
manufacturing and exports. Moreover, the current wage-productivity gap serves as a basis
for concern regarding the sustainability of competitiveness that requires addressing the issue
of labour availability. At the same time, the rapid growth of selected export-oriented high
technology production and services sectors observed over the last few years persisted. To
ensure balanced and sustained growth, however, it is essential that most sectors strengthen
competitiveness.

In the circumstances of a weaker external demand, the role of domestic demand in
supporting economic growth will become more important. Absorption of EU funds and
implementation of private sector projects will find reflection in an increase in investment.
This will also further support the real estate and construction sector activity. Nevertheless,
the issue on the production factor adequacy in the construction sector is becoming
increasingly topical as it may prevent the sector's growth in the medium term. In the labour
shortage circumstances, a stable rise in wages will persist. With the workforce reserves
running low, however, labour contribution to growth is likely to turn negative. Consequently,
the contribution of private consumption is also expected to contract and increasing labour
productivity will become more and more important for ensuring economic growth.

On account of the strong economic growth, the pressure of domestic demand on consumer
prices is gradually increasing, although not as quickly as expected. Annual inflation hovering
around 3% is currently a characteristic of a healthy economy and reflects sustainable income
convergence as well as economic growth slightly above its potential. Both the increasing
labour shortage and high degree of production capacity utilisation in most sectors testify to
that. With unemployment declining and the labour market remaining tight, the rise in wages
and salaries has accelerated considerably over the recent years. It means that although a
moderate inflation rate appropriate for balanced economic growth is expected to persist in
the future, it will be increasingly determined by domestic factors in particular.
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1. External Demand

Previous assessment Developments since the previous report New assessment’
Growth will further continue — Brexit negotiations have entered the final phase Economic growth
also in 2018, yet at a slower before the upcoming UK Parliament's vote; is expected to

pace than in 2017 due to — despite a temporary truce in trade wars, moderate in 2019
decelerating advance in a uncertainty remains high; in comparison
number of euro area countries, — a fall in prices of oil and other commaodities; with this year.
stronger risks of rising trade — the new Italian government's budget battle with The continued
tariffs, and trouble with US the EC; uncertainty

and European cooperation — global trade continues to expand; surrounding Brexit
associated with Iran's nuclear ~ — sentiment indicators are deteriorating; and materialised
arms plan. The demand in — in Germany, Sweden and Lithuania, growth impact from trade
global economy as a whole has decelerated in the third quarter as a result of ~ wars strengthen the
and Latvia's major trade one-off factors; downside risks to
partner countries continues on  — forecast for external demand has been revised ~ future growth.

an upward trend. downwards.

Although the global economy continued to grow in the second half of 2018, the disparities
across regions and countries are increasing. Cyclical upswing continued in the advanced
economies overall, including the US. In the euro area countries, however, the pace of growth
decelerated further. With uncertainties surrounding Brexit persisting, the UK's economic
growth was also moderate.

Tightening of the financial conditions over the second half of 2018, particularly in the US
where the FRS was moving towards a neutral monetary policy stance, and rising long-term
interest rates caused various asset price changes and posed new challenges associated with

a heightened risk perception to the emerging economies. For example, the Argentine peso
lost half its value in the course of 2018, forcing the government to apply for an IMF loan.

At the same time, with its currency depreciating, Turkey is facing higher risks associated
with excessive current account deficit and foreign currency debt burden. Currently, financial
markets expect that the target range for the federal funds rate will be raised again in
December and, as a minimum, once also in 2019. Unemployment in the US fell to 3.7% in
September, which is the lowest mark since the beginning of 1969. This was also reflected

in robust economic growth (3.5% in the third quarter), although its benefits are distributed
quite unevenly: in a situation where the headline annual inflation stands at 2.3%, real wages
of employees have grown by merely 0.7%. Moreover, with the GDP growing strongly, prices
continue to increase gradually and, given that the target range for the federal funds rate

will continue on an upward trend, this could exert a downward pressure on consumption.
The rising interest rates also contributed to deterioration of consumer confidence in the
second half of the year. PMIs for manufacturing and services sectors remained in a positive
territory, although the most recent months saw a moderate downward trend. The trade war
between China and the US culminated in September when the US administration imposed an
additional 10% tariff on 200 billion USD worth of Chinese products, to be increased to 25%
from the start of the next year, and the Chinese government retaliated by imposing additional
tariffs on US imports worth another 60 billion USD. Nevertheless, during the G20 summit
the leaders of both administrations agreed to reopen negotiations in order to resolve their
trade disputes. Trade wars with other global economies have been almost completely put

on hold, considering that the US government has managed to negotiate the terms of the free
trade agreements with Mexico and Canada.

! Colours in tables are used to show differences in the assessment of impact on Latvia's GDP and inflation vis-a-vis the
previous forecast.
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Following a period of robust growth in the second quarter, a 0.6% quarter-on-quarter drop
in GDP was reported in Japan in the third quarter as a consequence of several episodes of
natural disasters and shrinking trade volumes. Neither the government, nor the central bank
have so far managed to make the future outlook of the private sector and consumers more
optimistic; therefore, investment and consumption remain volatile. In mid-July, the EU
finalised negotiations for a trade agreement with Japan removing almost all bilateral trade
tariffs. The agreement will be ratified by the end of the year and it is scheduled to take effect
as of February 2019. GDP growth rate in China also decelerated to 6.5% in the third quarter,
despite the implementation of accommodative monetary and fiscal policies. Moreover, the
downward effect of trade wars on growth will manifest itself only in the fourth quarter data.

Although the euro area economic growth still remained above the post-crisis average, in the
third quarter of 2018 it fell to 1.6% year-on-year, the lowest level since the fourth quarter

of 2014. Deceleration was primarily caused by a part of the core countries — Germany,

Italy and the Netherlands — together accounting for 50.3% of the euro area economy. The
reasons were different in each of the above-mentioned countries. In Germany, deceleration
was caused by shrinking exports and disruption to car production, in Italy it was affected

by a fall in industrial output, whereas in the Netherlands by lower investment inflows and
rising imports. Despite a slightly lower pace, the euro area economic growth remained
positive, with unemployment shrinking to 8.2% in October and exerting an upward pressure
on wages. This resulted in a 4.5% and 4.1% rise in wages at current prices in Germany and
Spain respectively or a 2.7% and 2.4% increase in real terms respectively. Nevertheless,

the tightening of the labour market is yet to be reflected in a more substantial growth of
consumer prices, as in November the year-on-year increase amounted to merely 1.9%. Some
positive signals can be observed in the field of loans for house purchase (a 3.2% increase in
October; gently sloping upward trend). EC survey results show that the views concerning
the future outlook for the euro area economy development differ: a slight deterioration of
the overall economic sentiment indicator in the fourth quarter masks a fall in consumer
confidence and an improvement in industry confidence and retail trade confidence. PMI data
paint a somewhat more negative picture: despite remaining positive, they have decreased
considerably both in manufacturing and in services.

Economic growth has started to lose momentum in several Latvia's major trade partners.

As a result, external demand in 2018 turned out to be lower than projected in June. Despite
further shrinking of unemployment and rising of private consumption, the economic
sentiment indicator has deteriorated. Although the EU average economic sentiment indicator
still remains considerably above the long-term average, in November it declined to the
lowest point since the beginning of summer 2017. It is projected that in 2019 the growth of
external demand will be more moderate than previously expected, although only marginally
lower than in 2018. Remaining uncertainties surrounding Brexit and more recently observed
geopolitical tensions could also have a downward effect on external demand.

Like in Latvia, private consumption supported by shrinking unemployment and rising
disposable income remains the main driver of economic growth in Latvia's Baltic
neighbours. In the third quarter, Lithuania's GDP decreased by 0.3% quarter-on-quarter.
This, however, was caused by short-term factors (problems in agriculture due to a poor
grain harvest caused by the unusually hot and dry weather conditions in summer), and

the economy is expected to recover in the fourth quarter. The EC revised the 2018 GDP
growth forecast for Lithuania upwards from 3.1% in the spring forecast to 3.4%, as trade
and construction continue to contribute significantly to economic growth. A similar rate

is projected by the EC for Estonia: due to lower investment flows the forecast for 2018
has been slightly revised downwards from 3.7% in the spring forecast to 3.5%. Estonia's
GDP grew by 0.4% in the third quarter, with the main contributors being construction and
manufacturing. Trade continued to expand, pointing to strong private consumption supported
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by the rising real wages. In October, the international credit rating agency Fitch Ratings
upgraded Estonia's credit rating to AA—, which is going to have a positive effect on future
investment inflows. In 2019, economic growth is expected to decelerate and fall below 3% in
Lithuania and Estonia. It will continue to be supported by strengthening EU funding inflows
and private consumption, with a weakening external demand and a tight labour market
acting as dampening factors.

Germany's GDP contracted by 0.2% quarter-on-quarter in the third quarter due to
temporary factors as the disruption to car production decreased the overall industrial
output. The disruption as well as a fall in sales and exports of motor vehicles was caused
by the introduction of new and more rigorous emission standards as of 1 September. The
economy is expected to recover towards the end of the year, as the degree of capacity
utilisation remains well above average and the industry slump is just a temporary set-back.
Nevertheless, growth has moderated in 2018 overall. On account of weakening external
demand, the EC revised Germany's GDP growth projections downwards from 2.3% in its
spring forecast to 1.7%. At the same time, unemployment continues to shrink and wages
remain on an upward trend, thereby supporting consumption. In combination with an
accommodative fiscal policy, this will ensure steady growth in 2019.

In Sweden, economic growth continued to decelerate against the background of further
shrinking of investment in construction. Although the depreciation of the Swedish krona
had a positive effect on exports, the EC revised Sweden's GDP growth forecast for 2018
downwards from 2.6% in its spring forecast to 2.4%. The incoming data for the third quarter
show a quarter-on-quarter decrease of GDP for the first time since 2013. This decrease

by 0.2% can be explained by the shrinking trade and consumption as car sales declined

as a consequence of the implemented tax policy and the new vehicle emission standards.
GDP growth is expected to decelerate in 2019, as construction confidence deteriorated
significantly in November and the economic sentiment indicator has fallen to the lowest
level since 2016. The EC projects that it will be below 2%. The medium-term growth
prospects are weakened by the unresolved structural unemployment challenges and shortage
of qualified labour as well as lower external demand. Political uncertainty, i.e. failure to form
a new government following September elections, also does not support stronger economic
growth expectations.

In the UK, the uncertainties surrounding Brexit continue to weigh down on economic
growth. The EC revised the UK's GDP growth forecast for 2018 downwards from 1.5% in
its spring forecast to 1.3%, due to diminished investment inflows caused by uncertainties.
According to the GDP flash estimate, GDP grew by 0.6% quarter-on-quarter in the third
quarter, supported by exports and consumption. Unemployment was low in the third quarter
(4.1%), but with growth decelerating, it is likely to increase. Private consumption will be
suppressed by the moderate growth of wages (real wages increased by merely 0.9%) and
accumulation of savings. At the same time, inflation growth is decelerating and stood at
2.2% in October. Despite some progress achieved in Brexit negotiations, the risk of a no-
deal exit for the UK still remains. This could slow down investment inflows and economic
growth, thereby having a negative effect on Latvia's external demand.

Poland's economic growth remains robust. The EC revised Poland's GDP growth forecast for
2018 upwards from 4.3% in its spring forecast to 4.8%. This was supported by the low level
of unemployment and high consumer confidence that boosted private consumption. Third-
quarter GDP data were also optimistic as the quarter-on-quarter growth accelerated from
1.1% in the second quarter to 1.7%. Although the EU funding inflows will continue to have a
positive effect on the economic development in 2019, the pace of growth is likely to decline
in the circumstances of the labour market tightening and prevailing external uncertainties.

According to the estimates of the Central Bank of the Russian Federation, Russia's year-
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1. EXTERNAL DEMAND

on-year economic growth decelerated from 1.9% in the second quarter to 1.5% in the third
quarter. This was a result of a fall in agriculture and construction, with trade volumes also
temporarily contracting. The EC left Russia's GDP growth forecast for 2018 unchanged at
1.7%. Growth is unlikely to accelerate also in the near term, as the sizeable government
investments in infrastructure schedule for 2019 will be offset by falling consumption as

a result of higher VAT rates. A major downside risk to the economy are the postponed

US sanctions, and this issue has gained even more importance in the light of emerging
geopolitical tensions. Oil prices have also decreased significantly over the last month due
to more ample supply, making Russia's economy even more vulnerable. Further sanctions
could weaken the Russian ruble, reducing imports and consequently also Latvia's external

demand.
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2. Financial Conditions
2.1 ECB policy

Previous assessment Developments since the previous report New assessment

ECB decisions

Expectations that the — Economic growth is starting to The principal payments from
expanded APP will be  decelerate; maturing securities purchased
continued at least until  — since June, the euro/US dollar exchange under the expanded APP will

the end of December rate has depreciated to 1.13; continue to be reinvested for an
2018 are strengthening. — the ECB has revised downwards the extended period of time past the
Market participants forecasts for growth, at the same time date when the Governing Council
expect that the key leaving the long-term outlook regarding  of the ECB starts raising the key
ECB interest rates will  the convergence of inflation to the ECB's  ECB interest rates. The key ECB
be raised no sooner aim unchanged, interest rates are expected to

than in the second — net asset purchases under the expanded ~ remain at their present levels at
quarter of 2019. APP end in December 2018. least through the summer of 2019.

The ECB continued with a highly accommodative monetary policy, in August, September
and October purchasing securities within the framework of the expanded APP in the amount
of 24.8 billion euro, 29.7 billion euro and 15.0 billion euro respectively. At the same time,
the ECB continued to reinvest principal payments from maturing securities purchased
under the expanded APP: 2.0 billion euro, 9.0 billion euro and 23.9 billion euro in August,
September and October respectively.!

In his introductory statement to the December press conference, Mario Draghi, President

of the ECB, pointed out that while incoming information has been weaker than expected,
reflecting softer external demand but also some country and sector-specific factors, the
underlying strength of domestic demand continues to underpin the euro area expansion and
gradually rising inflation pressures. The strength of the economic growth supports the ECB's
confidence that the sustained convergence of inflation to the ECB's aim will proceed and
will be maintained even after the end of net asset purchases. At the same time, significant
monetary policy stimulus is still needed to support the further build-up of domestic price
pressures and headline inflation developments over the medium term.

Survey results as well as the probability implied by the euro overnight index swaps suggest
that the financial market participants do not expect any raising of the ECB's deposit facility
rate earlier than in the fourth quarter of 2019. Market participants now expect a later interest
rate raise than they did six months ago.
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! https://www.ecb.europa.eu/mopo/implement/omt/html/index.en.html.
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2.2 Other central bank decisions and financial markets

Previous assessment
FRS decisions

Market participants expect
further raising of the target
range for the federal funds
rate at the June meeting: these
expectations are strengthened
by the comments of the FRS
decision-makers.

Market expectations remain
unchanged in the medium term,
with participants anticipating
more substantial interest rate
raises.

Bank of England's decisions

Following the last meeting

of the Bank of England's
Monetary Policy Committee,
market participants anticipate
that the next raising of the
Bank Rate by 25 basis points
could happen by the end of
2018. Low unemployment and
growing wages are expected to
increase the upward pressure
on inflation which is above
the Bank of England's target
already.

Bank of Japan's decisions

Although the Governor of

the Bank of Japan has hinted
in his latest speeches that an
expansionary monetary policy
cannot be pursued forever,

the current monetary policy

is expected to persist in the
medium term.

EUR/USD exchange rate

Market participants anticipate
that the euro exchange rate
against the USD will be 1.27 in
a year's time.

Developments since the previous report

— At its June meeting, the FRS raised

the target range for the federal funds

rate by 25 basis points. At the end of

July meeting, the target range was left
unchanged, whereas at the September and
December meetings it was again raised by
25 basis points';

— US labour market conditions continue to
improve, economic activity strengthens,
while inflation is close to 2%, the
symmetric inflation objective of the FRS;
— the FRS balance sheet normalisation
process accelerates as planned.

— In August, the Bank of England raised
the Bank Rate by 25 basis points (to
0.75%) and left it unchanged in the
subsequent months;

— Inflation Report published in August
stated that GDP is expected to grow by
around 1.75% per year on average over
the next three years; the projection was
left unchanged at the end-of-October
meeting;

— annual inflation stood at 2.4% in
November and exceeded the Bank of
England's inflation target of 2%.

— Bank of Japan left the GDP forecast

for 2018, 2019 and 2020 unchanged at
1.3%—-1.5%, 0.8%—0.9% and 0.6%—0.9%
respectively;

— the inflation forecast for 2018 and

2019 was slightly adjusted downwards,
whereas that for 2020 was left unchanged:
0.9%—-1.0%, 1.8%—2.0% and 1.9%-2.1%
respectively.

— Political risks in the euro area are
associated with the decisions of the Italian
government and progress with Brexit;

— euro area's macroeconomic fundamentals
point to deceleration of growth;

— monetary policy implemented by

the FRS and the ECB is becoming
increasingly more divergent.

2. FINANCIAL CONDITIONS

New assessment

The FRS has signalled
that the target range for
the federal funds rate
could be raised twice

in 2019, approaching

3%. Nevertheless, at the
current juncture market
participants do not expect
further raising of the target
range for the federal funds
rate in 2019.

Following the October
meeting of the Bank

of England's Monetary
Policy Committee,
market participants do
not anticipate any further
raising of the Bank Rate
in the near term. Further
progress with Brexit will
have a decisive role in the
UK's future development
and monetary policy
setting.

Although the Governor
of the Bank of Japan

has hinted in his

latest speeches that an
expansionary monetary
policy cannot be pursued
forever, the current
monetary policy is
expected to persist in the
medium term.

Market participants
anticipate that the euro
exchange rate against the
USD will be 1.22 in a
year's time.

At its 7-8 November meeting, the FOMC decided to leave the target range for the federal
funds rate unchanged at 2.00%-2.25%, and that was in line with the market expectations.
It was pointed out that the labour market had continued to strengthen since the September

! At its December meeting, the FRS raised the target range for the federal funds rate to 2.25%-2.50%.
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meeting and that economic activity had been rising at a strong rate. The latest data suggest
that household spending continues to grow strongly, while the growth of business investment
has moderated in comparison with the beginning of the year. 12-month inflation, both
headline inflation and inflation excluding food and energy, remains close to 2%. It is still
expected that further gradual increases in the target range for the federal funds rate will be
consistent with sustained expansion of economic activity, strong labour market conditions,
and inflation near the FRS's symmetric 2% objective over the medium term. Risks to the
economic outlook remain balanced. The FRS balance sheet normalisation programme
proceeds as planned and the thresholds for reinvestment of principal payments from
maturing securities remain unchanged at 30 billion US dollars and 20 billion US dollars

for holdings of US Treasury securities and holdings of agency debt and agency mortgage-
backed securities respectively. Analysts consider that the GDP growth of the second quarter
of 2018 is the highest rate achieved by the US economy over the current business cycle

and it can be expected to decelerate in the future. The FRS's December dot plot shows that
it expects two rate hikes in 2019, pushing the target range closer to 3%. At the same time,
futures suggest that market participants currently practically do not anticipate any further
rate hikes in 2019: the probability of at least one hike of the target range for the federal
funds rate has decreased to roughly 25%. In November, after the mid-term election to the US
Congress and in light of the US President Donald Trump's negative remarks concerning rate
hikes market participants became much more cautious when estimating the probability of
any further raising of the target range for the federal funds rate.

At its 1 November meeting, the Bank of England's Monetary Policy Committee voted
unanimously to maintain Bank Rate at 0.75%. This decision coincided with the market
expectations. The Monetary Policy Committee also decided to maintain the stock of UK
government bond purchases and the stock of non-financial investment-grade corporate

bond purchases at 435 billion British pound sterling and 10 billion British pound sterling
respectively. In the Inflation Report presented at the November meeting, the Monetary
Policy Committee pointed out that, conditioned on the gently rising path of Bank Rate and
on the possible outcomes for the UK's eventual trading relationship with the EU, GDP is
expected to grow by around 1.75% per year on average over the forecast period. For the
forecast period up to the fourth quarter of 2021, there are no changes as compared to the
August meeting. In 2018, inflation is projected to stand at 2.5% (2.3% in the August Report),
whereas in the next three years it will be close to the 2% inflation target (2.1% in 2019 and
2020, and 2.0% in 2021). According to the Monetary Policy Committee, a large part of the
inflationary pressure in 2018 was attributable to higher imports and energy prices. As these
base effects are projected to fade in 2019, inflation will decrease. Bank of England also
stressed that the monetary policy response to Brexit will not be automatic and could be in
either direction. Conditioned on a smooth Brexit arrangement with the EU, Bank of England
is going to raise Bank Rate to 1.5% over the next three years.

At its 30-31 October 2018 meeting, the Policy Board of the Bank of Japan decided to

keep the short-term policy interest rate unchanged at —0.1%, the target level of the 10-year
government bond yields at 0% as well as the annual pace of increase of the monetary base
at 80 trillion Japanese yen or 624.9 billion euro. The asset purchase guidelines remained
unchanged. Bank of Japan's Outlook for Economic Activity and Prices highlights that

the country's economy is growing at a pace above its potential in 2018 as a result of
accommodative financial conditions and government spending as well as firm global
economic growth. In 2019 and 2020, the economy is likely to be supported by external
demand. Nevertheless, the growth pace is projected to decelerate due to a cyclical slowdown
in business fixed investment and the effects of the consumption tax hike. The rate of price
changes has been persistently positive but has continued to be weak, regardless of the
economic expansion and low level of unemployment. The Outlook highlights the weak
inflation developments observed in the most recent months, yet reconfirms the commitment
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to achieve the inflation target in the medium and long term. The Bank of Japan believes that
the risks to economic growth and price outlook are skewed to the downside.

Chart 4
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Financial market developments continued to be influenced by uncertainties and geopolitical
risks. Tensions were escalated by the US President Donald Trump's announcements of
potential new and higher trade tariffs in addition to the already existing ones, affecting

250 billion US dollars worth of Chinese goods. At the same time, in Europe the new Italian
government unveiled its programme, triggering a fall in demand for Italian government
securities. Turkey's economic problems and its collapsing currency were another source

of concern for investors. Nevertheless, relatively good second-quarter corporate earnings
figures in the US and global economic growth (particularly, in the US), allowed investors to
preserve their optimistic to a certain extent, and, after the data on the third quarter corporate
earnings in the US were released, even announce that the earnings had peaked. At the same
time, also the strong economic growth and FRS forecasts concerning future interest rate
hikes made investors rethink their investment strategies. Global economic growth also
started to decelerate. The effects of the trade tariffs began to take toll on China's economy,
inter alia strengthening investors concerns about the decelerating euro area economy as well.

Since the beginning of June, the yields on 10-year US Treasury bonds in debt markets have
grown by 15 basis points, to 3.05%. The yield on comparable German government bonds
has lost 2 basis points, decreasing to 0.36%. As a result, the spread between the yields

on German and US government bonds has widened. Overall, the yields on government
securities increased up to the end of September, but since the beginning of the fourth quarter
risk aversion dominates in financial markets.

In most euro area countries, the yields on sovereign debt securities have increased. Markets
were influenced also by the political developments in Italy. Investors became increasingly
more concerned whether the Italian government was going to respect the fiscal discipline,
triggering a sell-off of Italian government bonds. This, however, had only a minor effect on
the yields of other euro area government securities. The yield on 10-year Italian government
bonds rose by 60 basis points, to 3.27%. At the same time, the international rating agency
Moody's Investors Service downgraded Italy's sovereign debt rating from Baa2 to Baa3,
which is just one notch above junk status. Outlook is viewed as stable, thereby slightly
softening the effect on the market. The international rating agency Standard & Poor's also
reviewed Italy's sovereign debt rating and lowered its outlook from stable to negative, at
the same time leaving the rating at BBB, which is two notches above junk status. From the
beginning of June, the yields on 10-year Spanish and Portuguese government bonds have
grown by 13 basis points and 3 basis points respectively, to 1.56% and 1.88%. This rise
was caused by the developments in Italy that made investors to reassess the risks in Spain
and Portugal as well. A lower yield on 10-year Portuguese government bonds can be partly
explained by Moody's decision to raise Portugal's rating one notch from Bal to Baa3, with
a stable outlook. The yield on 10-year French government bonds rose by 3 basis points, to
0.74%. At the same time, the yield on 10-year Greek government bonds has decreased by

9 basis points since the beginning of June, to 4.37%. The spreads between 10-year German
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government bonds and other euro area government bonds have been growing from the
beginning of September, pointing to an increased risk perception. The yield on 10-year UK
government bonds grew by 13 basis points, to 1.41%.

US stock market index S & P 500 decreased by 2.4% from the beginning of June, to
2673.45. The period up to the end of September was successful for the US stock market,

yet at the beginning of September market sentiment changed and triggered an adjustment.
S&P 500 Banks Index decreased by 3.73%, whereas Dow Jones Industrial Average remained
broadly unchanged as compared to the beginning of June. The fall of S&P 500 Banks Index
is associated with the concerns about the persistently narrow spreads between shorter-term
and longer-term rates negatively affecting the long-term profitability of banks. At the same
time, the costs of capital are increasing, whereas the competition in the banking sector
remains tight.

European stock markets have also continued to fall since June. Contrary to the US stock
market, there was no improvement over the summer months; therefore, the adjustment

that started in October had a much stronger effect on stock market indices. For example,
EURO STOXX 50 characterising the euro area stock market dropped by 8.13%, whereas
the STOXX Europe 600 characterising Europe's overall market decreased by 7.39%. The
deepest fall was observed in the banking, energy and car production sectors and it was
associated with the developments in Italy, lower oil prices and potential trade barriers. At the
same time, the new car emissions regulation caused significant problems to car producers.
EURO STOXX Banks index characterising the euro area banking sector decreased by
13.46% against the background of rising concerns about the bank investment made in
Turkey and other emerging economies and developments in Italy. At the same time, the UK
stock market index FTSE 100 lost 8.64% and the UK banking sector index FTSE 350 Banks
declined by 10.55%. Brexit uncertainties continue to exert a downward pressure on asset
prices in the UK.

Japan's stock market index Nikkei 225 has decreased by 1.62% since the beginning of
June, whereas the emerging markets stock index MSCI EM has dropped 13.59%. Japan's
stock market was supported by the depreciation of the Japanese yen against the US dollar.
Meanwhile, the slump in the emerging market stocks can be explained by the exacerbating
concerns about the rising interest rates in the US. Changes in the US—China trade tariffs
are also starting to have their toll on China's growth rate which is very important for the
global market. The above-mentioned negative effects are unlikely to fade in the near term;
therefore, the downward pressure on asset prices could still continue for some time.
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The exchange rate of the euro against the US dollar has decreased by 2.91% since the
beginning of June, to 1.132 US dollars per euro. The downward pressure on the euro
stemming from the hard-to-predict Italian government decisions and 2019 budget
negotiations with the EC, Brexit uncertainties and weaker euro area growth in the third
quarter slightly undermined the investor confidence in the euro. The widening spreads
between the yields on US and German government debt securities as well as the fact that the
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announcements of the FRS management have mostly been optimistic and signal further rate
hikes all are factors in favour of the US dollar. A 25 basis points rate increase in December
is already priced in with a 77% probability. Nevertheless, financial markets still expect
appreciation of the euro vis-a-vis the US dollar in the medium-term. A more significant
increase of yields in the US is prevented by investor perception that there are about two
years left until the end of the economic upswing and the start of cutting policy rates in the
US, whereas the euro area still has a longer road to cover until the economy peaks. An
upward pressure on the euro is exerted also by the fact that the euro area's current account is
running a surplus, while the deficit in the US continues growing.

2.3 Securities market

The international rating agency Standard & Poor's upgraded Latvia's sovereign credit rating
from A—to A with a stable outlook. It noted that the liquidation of ABLV Bank, AS and

the reduction of non-resident deposits in Latvian banks did not undermined the stability of
Latvia's financial system and had no significant fiscal effect on Latvia's economy.

The Council of Europe Committee of Experts on the Evaluation of Anti-Money Laundering
Measures and the Financing of Terrorism (MONEY VAL) published a critical report on
Latvia for the period up to November 2017. Latvia, Estonia and Lithuania were negatively
affected by the money-laundering charges imposed on two Nordic banks — Nordea Bank
AB and Danske Bank (Estonia branch). Nevertheless, both developments had no significant
effect on the yields of Latvian government bonds.

Eight 5-year government bond issues were launched from the beginning of June till mid-
December. Over the given period, the average yield increased from 0.49% to 0.57%,
whereas the bids exceeded the offer 4.5 times.

On 5 September 2018, Latvia issued 350 million euro worth of bonds on the external market.
This was a tap issue of 10-year and 30-year bonds originally launched in May 2018 and
February 2017. At the September auction, the average yield on the 10-year bond was 1.00%
and that on the 30-year bond was 1.86%, with the spreads over the same maturity German
government bonds being 62 basis points and 81 basis points respectively. Investors from

70 countries participated at the auction. The yield on 10-year Latvian government bonds
issued on external markets contracted from 1.14% in June to 1.02% on 14 December, while
the spread over the same maturity German government bonds widened from 76 basis points
to 77 basis points.
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Over the period from 1 June to 14 December, Latvia's share index OMXR decreased by
7.7%, whereas the Baltic share index OMXBBGI contracted by 7.0%. Global economic
growth related uncertainty and the wave of sell-offs on the leading global stock exchanges
affected the Latvian stock exchange as well, as the dive of stock prices cannot be explained
by domestic factors alone. Several large companies (for example, AS Latvijas Gaze and AS
Olainfarm) reported a decrease in turnover, yet the profit, at the same time, continued to rise.
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The largest share turnover was reported for AS MADARA Cosmetics when one shareholder
sold the shares to another investor. The price of the company's shares grew by 4%. The
second largest turnover was reported for two pharmaceutical companies (AS Olainfarm and
AS GRINDEKS), while their shares depreciated by 19% and 16% respectively. At the same
time, the price of AS Latvijas Gaze shares declined by 5%.
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2.4 Interest rates
Previous assessment Developments since the New assessment
previous report
Interest rate on loans to non-financial corporations
Weighted average lending rates — Interest rates on large loans Weighted average lending rates are
are not expected to decrease have started to recover from their not expected to decrease (except
(except for temporary declines historical lows. for temporary declines on account
on account of the financing of of the financing of relatively safer
relatively safer projects). projects).
Interest rates on household loans
Weighted average lending rates — Interest rates on consumer Weighted average lending rates are

are not expected to decrease. credit are no longer increasing; not expected to decrease.
— interest rates with long initial
rate fixation periods applied to
loans for house purchase rose.

From April to October 2018, the weighted average interest rates on deposits by non-financial
corporations and household deposits continued to decrease, whereas the respective lending
rates were volatile. As a result, the profitability of credit institutions was stable and even
somewhat improved. Deposit rates decreased primarily in the household sector, with mostly
the rates on fixed-term deposits and their share in total deposits shrinking. Interest rates on
deposits of non-financial corporations in euro contracted relatively little.
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Interest rates on loans to non-financial corporations and consumer credit decreased on
account of repayments of the most expensive loans and credit institutions granting loans on
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better terms and conditions in some months. Lending rates in the segment of household loans
for house purchase slightly increased as more loans previously granted at lower interest

rates matured, and, at the same time, the lending rates applied to new loans and the euro
money market rates did not decrease. Competition made credit institutions cut their margins
on consumer credit and other lending to households, and loans with higher interest rates
compared to the newly-granted loans were maturing. From June to October, interest rates

on loans to non-financial corporations in euro ranged from 2.5%-2.6%, those on household
loans for house purchase were from 2.2% to 2.3%, while those on consumer credit and other
lending to households declined by 0.2 percentage point (to 11.3%).
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Overall costs of borrowing for new loans to non-financial corporations and households
lingered at roughly the same level, yet the rate developments were different across various
loan segments. Weighted average interest rate on new loans to non-financial corporations
increased from 2.1% in April 2018 to 2.9% in October, returning to the level of 2017. The
main contributor was the weighted average rate on large loans (above 1 million euro): in
April 2018, it started to recover after April 2018, having dropped to the lowest level since
2004 when a interest rate reporting methodology common with the euro area countries was
introduced in Latvia. At the same time, the respective interest rate on small loans (up to

250 thousand euro) tended to decrease, with the weighted average rate on medium-size loans
(from 250 thousand euro to 1 million euro) remaining broadly unchanged.
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Interest rates on new loans to households in euro in the major lending segments continued to
decline or remained broadly unchanged. Weighted average rate on household loans for house
purchase remained broadly unchanged, going down from 2.7% in April to 2.6% in October,
as a result different developments across various segments of loans for house purchase. The
lending rates on collateralised loans for house purchase tended to decrease slowly, whereas
those on uncollateralised loans increased. Floating interest rate and interest rate with the
initial rate fixation period of up to 1 year on new loans to households for house purchase in
euro also slightly decreased over the period from June to November, whereas the respective
rate with a longer initial rate fixation period increased. Interest rate on new consumer credit
in euro continued to decline up to July 2018 and then remained broadly unchanged. Overall,
it decreased by 1.3 percentage points (14.6% in October), mainly as a result of lower risks
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associated with the credit granted and credit institutions competing for new clients and to
retain the existing ones. The respective interest rate on other lending to households shrank
by 0.2 percentage point (3.9% in October).
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Considering the trends observed earlier with respect to the interest rates applied by credit
institutions, those on deposits are overall expected to closely mirror the euro money market
rates. The rates on household loans for house purchase and loans to non-financial corporations
will slowly rise, whereas those on consumer credit will continue to fall. At the same time,

the interest rates on new loans will remain broadly unchanged, as they will be affected by
counteracting factors. Economic development and shrinking unemployment are likely to
compress the risk premiums on loans, while uncertainties relating to further monetary policy
development and higher risk scores assigned to credit institutions because of the money
laundering scandal will acting in the opposite direction. Moreover, credit institutions could
ease the credit standards applied to riskier customers in pursuit of a higher profitability.
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2.5 Loans and deposits

Despite some signs of lending recovery and prevailing favourable lending conditions, the
domestic loan portfolio increased only marginally in the second and third quarters of 2018
and in October', with loans to non-financial corporations remaining broadly unchanged and
household loans slightly expanding. Looking at new loans, only the amount newly-granted
of household loans was larger as compared to the respective period of the previous year,
whereas the amounts of both loans to non-financial corporations and domestic loans overall
were significantly smaller. The adjusted rate of change in household loans, despite remaining
negative, approached zero and was still following an upward trend. This was facilitated by
the state support programme for house purchase, GDP growth and build-up of savings as
well as the tight labour market conditions. At the same time, the annual rate of change in
loans to non-financial corporations was lingering around zero, with developments being
primarily influenced by disbursements and repayments of short-term loans. The overall
growth of deposits with credit institutions was rather moderate, with household deposits
steadily growing and deposits by non-financial corporations exhibiting volatility.

! The effects of banking sector restructuring excluded.
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Previous assessment Developments since the previous report New assessment
Although credit institutions project — New loans granted to households Although the

an increase in the demand for loans, continue to gradually increase; consumer actual lending
the actual development in late 2017 credit portfolio is slowly expanding; developments are

and early 2018 as well as the expected  household loans for house purchase also  in line with the
deceleration in the overall GDP growth follow an upward trend and, the effects projections, because
have the effect of reducing the forecast of banking sector restructuring excluded, of the high degree

of corporate lending expansion. The their growth has returned to a positive of uncertainty and
loan portfolio growth in 2018 and territory; potentially higher
2019 will gradually recover; however, — growth is underpinned by economic risk aversion, the

at a lower-than-expected pace. The development, shrinking unemployment forecast for lending
key factors contributing to corporate and overall favourable labour market growth has been
lending growth will be absorption of conditions for employees; revised downwards.
EU funds and the necessity to boost —new loans to non-financial corporations Loan portfolio will
capacity, but unwillingness to take continue to decrease, with the adjusted continue to grow in
risks will reduce the demand for loans. annual rate of change being close to zero; 2019, yet at a lower
The trends observed so far will persist ~ — the role of leasing in providing pace than previously
in lending to households. financing continues to grow. expected.

The annual rate of decrease of the domestic loan portfolio was —4.6% in October (an
increase of 1.0% excluding the effects of the banking sector restructuring). The annual rate
of change in loans to non-financial corporations was —5.5% (0.4% excluding the effects of
restructuring), whereas that of household loans was —5.9% (—0.4% in adjusted terms). At the
same time, the growth of loans to the non-bank financial sector decelerated.
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The overall increase in loans, including corporate lending, over the first ten months of 2018
still suggested that market participants remain quite cautious and was lower than over the
same period of the previous year. Moreover, the amount of new loans granted in the third
quarter of 2018 was smaller than the amounts granted in the first or second quarter. From
January to October 2018, only new loans to households exceeded the respective figure of
2017 (by 7.9%; including loans for house purchase by 10.0%), while new loans to non-
financial corporations posted a 29.8% decrease year-on-year.

Chart 14

800 800
NEW LOANS 700 700
(millions of euro)

600 — — 600

500————— 888 wiiint B0 afult & REE 500

400

300
I New contracts (households)

Renegotiated contracts (households)

I New contracts (non-financial corporations)
Renegotiated contracts (non-financial
corporations)

200
100

I vl IX X 1 vi IX XII I VI IX XI II VI IX
2015 2016 2017 2018

18



MACROECONOMIC DEVELOPMENTS REPORT 2. FINANCIAL CONDITIONS
December 2018

The results of the euro area bank lending survey of October 2018 also suggest that the
attitude towards lending development prospects remains cautious: responses show that the
demand for loans is not expected to grow in the first quarter of 2019.

At the same time, leasing is still widely used as a funding alternative, particularly for the
purchase of equipment and vehicles in the corporate sector. This is secured by the solid
growth of loans granted to non-bank financial institutions (an increase of 4.9% in October).
The annual growth rate of the domestic leasing portfolio stood at 14.8% in the second
quarter of 2018, including that of the non-financial corporations at 9.8%, while the share
of the leasing portfolio of non-financial corporations in total loans expanded to 22.9%. The
annual growth rate of household leasing portfolio was even higher.
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The annual rate of change in domestic deposits was broadly unchanged throughout 2018,
ranging from 3% to 4%. Household deposits continue to grow every month, whereas the
growth of deposits by non-financial corporations has been more volatile. In October, the
annual growth rates of deposits by non-financial corporations and households were —0.8%
and 9.1% respectively, while the annual growth rate of domestic deposits overall stood at
3.5%. At the same time, deposits by foreign customers continued to shrink: by 41.3% over
the last six months and by 60.1% since October 2017. As a result, the share of those deposits
in total deposits contracted to 20.0% (38.9% in the same period of the previous year).
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With interest rates persistently low, mostly liquid savings on current accounts increased (the
annual growth rate of overnight deposits was 6.9% in October, while fixed-term deposits

of all maturities contracted year-on-year). To avoid losses from diminishing real value of
deposits and at the same to preserve sufficient liquidity, savings deposits redeemable at
notice were selected as a alternative to fixed-term deposits: their annual growth rate was
2.9% in October.

Both the annual development trends as well as the increase of the domestic loan portfolio
in real terms over the most recent months suggest that the dry-up in lending observed at the
beginning of the year is gradually coming to an end. Nevertheless, external uncertainties
are likely to delay lending recovery and reduce both the businesses' propensity to borrow
and the credit institutions' risk appetite. Although the actual lending figures are in line with
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the previous forecasts and lending is expected to grow also over the next years, the pace
will be lower than previously projected: in 2019, the growth rates of loans to non-financial
corporations and household loans will be just slightly above zero.
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Deposits will preserve the currently observed trends in 2019, i.e. an increase in household
savings on account of growing wages and a tight labour market will support moderate
overall growth. At the same time, deposits by non-financial corporations will be volatile,
depending on their investment needs and the necessity to finance their growing imports.
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3. Sectoral Development'

Economic growth seen in the third quarter was faster than expected and reached the rate not
observed since the fourth quarter of 2016. Construction contributed markedly to growth over
the year, but the third quarter witnessed a slight reduction in activity, with information and
communication as well as transportation and storage services developing more successfully.

Overall, industrial development was relatively successful; however, manufacturing growth
was volatile and well behind the upward path recorded in the previous year during both the
third quarter and the year. Drought across the whole region and repairs of the Lithuanian—
Swedish interconnection maintained high energy prices, resulting in accelerated growth of
the electricity generated in cogeneration plants in the third quarter. This offset the drought-
driven fall in electricity output generated by hydroelectric power stations. Due to higher
average outdoor temperatures, heat consumption was in all likelihood lower than in the
third quarter of the previous year. However, overall growth of the mining and quarrying,
energy and water supply sectors was somewhat stronger than expected. Growth in the
trading sector is gradually shrinking. Despite the short-term rise in September (which could
be explained by the opening of the IKEA store and possibly the postponed consumption),
retail growth slowed down. Taking account of the upswing in cargoes at ports, the pick-

up in freight transportation by rail and persistently good performance of the air passenger
transport, the contribution by the transport sector was positive. Growth of the information
and communication services sector has been stable and buoyant since the beginning of the
year. Despite the fact that the XX VI Nationwide Latvian Song and XVI Dance Celebration
took place in summer, the accommodation and catering sector experienced a drop in the third
quarter. However, the real estate sector surged, and the third quarter saw a notable increase
in the contribution of indirect taxes.

Previous assessment Developments since the previous report New assessment
Sustainable growth in — Sectoral development in the first half of Growth will remain

2018 and 2019 supported 2018 was weaker than expected, performance  moderate at the end of
by both the external in the third quarter was also weak; 2018 and in 2019. Faster
and domestic demand. — many sub-sectors have reached a high growth will be constrained
Investment is projected degree of capacity utilisation, the problem of by the weak capacity of
to increase. The problem labour shortage has increased; the supply side. The risks
of labour shortage will — the high wood prices prevailing in wood of moderation in external
intensify; therefore, processing have already created both demand growth have
entrepreneurs will focus opportunities and risks in various segments of  heightened.

more on automation wood processing since spring;

processes. — labour shortages contribute to business

investment in automation processes; however,
investment made in expansion of production
is low;

— the poor grain harvest triggered by the
drought has led to the sharp increase in grain
prices which give rise to concerns about
profitability of the food industry;

— the third quarter saw slowdown of economic
growth or even its decline in some trading
partners.

! The Chapter "Sectoral Development" analyses GDP and sectoral value added at constant prices, using seasonally and
calendar adjusted data (unless otherwise specified).
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Previous assessment
Construction

2018 will witness continued
buoyant growth. Both
intensive absorption of

EU funds and dynamic
implementation of

private projects support
development.

Real estate sector

A large number of new
commercial and residential
real estate developments in
2018. With the supply of
more affordable housing (in
terms of price) growing, the
increase in price of standard
apartments is edging down.

Trade

The high base achieved at
the end of 2017 will affect
the growth rate across the
sector. There are, however,
no new factors marking
stronger development.

Transport

The situation regarding
transportation by rail and
at ports will not improve in
2018, but airport operation
indicators will continue to
show improvement. The
demand for road transport
will be supported by further
growth of the European
economy; however, labour
problems will limit the

supply. Overall, the transport

sector, in comparison with
the economy as a whole,
will experience stagnation.

Developments since the previous report

— Construction production grew faster than
expected in the second quarter, the third
quarter witnessed deceleration in growth
rate.

— A price rise of standard apartments
decelerated notably in the third quarter.

— Weaker incoming data;

— a decline in exports which has an adverse
effect on wholesale development;

— development of new businesses.

— Contrary to the forecast, ports and
transportation by rail register a pick-up in
cargo volume;

— airport performance indicators continue
on an upward path;

— the volume of freight transport by road is
expanding, but the turnover is below that
reached in 2017.
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3. SECTORAL DEVELOPMENT

New assessment

The absorption of EU
funds, implementation
of private construction
projects and construction
of the large shopping
centres will continue to
support growth also in
2019.

The demand and a slower
price rise will contribute
to the continuation of
business activity in 2019.

Growth of the trade sector
will be hindered by a
more moderate increase
in income and uncertainty
in the external economic
environment.

The improvements at
ports and transportation
by rail are short-lived,

the previous trend will
return in 2019. Slower
growth in major European
trade partners shows no
evidence of expected
improvements in road
transport where labour
shortage is still a pressing
problem. Overall, the
transport sector is expected
to grow slowly.
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3.1 Manufacturing

The major obstacle to faster growth of manufacturing is the insufficient capacity of the
supply side: as a result of the labour shortage and high production capacity utilisation,

the supply fails to satisfy the strong demand. Several professional associations, e.g. the
Association of Mechanical Engineering and Metalworking Industries of Latvia, have pointed
to the high demand. However, the macroeconomic indicators confirm growth deceleration in
Latvia's trade partners and thus a potential moderation of the external demand.

After a poorer performance in July, manufacturing experienced growth in August but

a downturn in September. Overall, value added in manufacturing edged down 0.2% in

the third quarter of 2018 quarter-on-quarter but increased 1.9% year-on-year. The food
industry, which constitutes 15% of manufacturing output, and the dairy processing sector in
particular, showed pronounced downward dynamics. Other sub-sectors have achieved quite
good results, particularly manufacture of motor vehicles and their components, electrical
equipment, chemicals and chemical products and wood industry. However, it is difficult

to maintain high growth rates compared to the high base, and raising output also has its
objective limits.

Over the year, the insufficient capacity of the supply side grew more acute, and labour
shortage increased the pressure on wages. However, the fourth quarter has seen a change in
the measures of capacity utilisation and factors limiting growth. Obviously, they are only
short-term fluctuations and the trends will resume their path. According to statistical data,
investment in machinery has been modest. Therefore, it cannot be expected that the issue of
the high capacity utilisation will be solved.

Recently information about several new large investment projects has been made available;
however, it is planned to implement them in other sectors, mostly in the energy and trade
sectors. The major publicly announced investment projects in manufacturing are related

to fibreboard producer Kronospan Riga, food producer Orkla and other smaller projects.
According to industry associations, there are many businesses which do invest, but
investment is basically focused on improving automation and efficiency in order to solve the
issue of labour shortage, with fewer plans for expanding production.

Although manufacturing surprises on the positive side from time to time, there is no reason
to expect faster growth without more profound investment. Therefore, manufacturing is
expected to grow moderately in 2019.
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3.2 Construction

Construction continued to grow buoyantly in the second and third quarters of 2018.
Following the maximum of value added reached in the third quarter and created within

a quarter in the post-crisis period, the annual growth rate decreased slightly. In the third
quarter, value added in construction decreased by 6.6% quarter-on-quarter (an increase of
10.7% in annual terms). The third quarter witnessed the highest activity seen during the year,
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and the quarterly decline shows that the growth rate will be lower than the results of the first
half of the year (30%) when a new maximum of the sector's value added is reached.

Continued development of various construction sub-sectors was observed in the third quarter.
Construction output data at current prices suggested that road construction was still the
major contributor to output growth, and engineering works also enjoyed the most sustained
development as a whole. In the segment of construction of non-residential buildings,
construction of commercial space continued to make the largest contribution in the third
quarter, and active construction of office buildings also persisted. Construction of residential
buildings contributed markedly to the overall construction volume. 1 878 places of residence
were built in the first nine months of 2018 (a year-on-year increase of 15%; this represents
the first significant increase in housing construction since 2014 when dwellings were built
expeditiously due to the forthcoming changes in the regulations specifying the purchase

of housing in exchange for the entitlement to temporary residence permits). The example

of Estonia and Lithuania suggests that an increase in apartment construction has a great
potential. Over the past five years, the above countries have built approximately three times
more apartments, in proportion to the size of their population, than in Latvia. Employment
dynamics are growing in the regions outside Riga experiencing an upturn in the economic
activity; however, they face an acute shortage of affordable apartments in terms of price.

During the period of buoyant growth of construction, structural arrangement of the sector
both at government level and at the initiative of economic operators also takes place. Several
reforms contributing to the sector's productivity are being implemented, e.g. an opportunity
to coordinate a construction idea by electronic means, mandatory from 2019, will reduce
the time spent on the construction process. A financial support policy measure has also

been designed, allowing local government capital companies to receive loans from the
Treasury for the construction of rental apartments outside Riga. In addition to promoting the
construction and real estate sectors, when engaging in development of rental apartments,
this measure will also contribute to the overall economic development, enabling regions to
attract labour. The support is expected to be available from early 2019, but it requires EC
approval. At the initiative of the Partnership of Latvian Construction Entrepreneurs, the
required number of sectoral businesses has agreed to conclude a collective agreement aimed
at reducing the shadow economy and ensuring fair competition. The collective agreement,
under which the minimum wage should be raised in the sector, is not currently being
implemented as the President of Latvia has referred the related amendments to the Labour
Law to the Saeima of the Republic of Latvia for re-examination.

Sentiment of construction contractors, after having stabilised at a positive level for several
months, deteriorated in October and November to —0.7 and —0.8 respectively due to more
negative employment forecasts, which remained positive overall over the three-month
period. Sentiment indicators of construction contractors have been stabilising for several
months at high levels in a longer-term perspective. It was in September when the sector's
overall sentiment indicator became positive for the first time since late 2007. Employment
assessment, a component of the above indicator, has already been positive since mid-
2017, and the trend of improvement is also reflected in the assessment by businesses of
development of orders received.

In addition to the increase in the availability of EU funding, development of the sector is
driven by strong demand in several private sector segments concurrently, i.e. construction of
residential and non-residential buildings. Thus, construction has far exceeded the maximum
level observed in the recent past, but it substantially lags behind that achieved during
economic overheating. Although the current growth trajectory is flatter and not based on
strong lending expansion, the wage index is already approaching the highest level reached
in 2008. Despite the rise in wages, the increase in the number of employees is much more
modest, illustrating difficulties in attracting labour.

24



MACROECONOMIC DEVELOPMENTS REPORT 3. SECTORAL DEVELOPMENT
December 2018

Chart 20

CONTRIBUTION OF SOME TYPES OF
CONSTRUCTION OBJECTS TO OVERALL
ANNUAL CONSTRUCTION GROWTH

(at currant prices; percentage points)

I Residential buildings

Industrial buildings
I Trade buildings
I Other non-residential buildings
I Roads

Pipelines and communication lines
I Other engineering structures -30

123412341234123412341234123
2012 2013 2014 2015 2016 2017 2018

3.3 Real estate market

Real estate market activity remains high. The sector's value added increased by 7.4% in

the third quarter of 2018 quarter-on-quarter. In the third quarter, the number of real estate
purchases registered with the Land Register increased for the second consecutive quarter.

In response to the market demand, developers plan to implement several budget-class
residential projects in 2018; the first nine months of 2018 saw the number of finished
housing grow. Data on the issued building permits show an expected further increase.
According to real estate companies, this should reduce the lack of supply. Information
published by real estate companies on prices of transactions with standard apartments in
August and September shows that their annual growth rate continued to fall, approaching 5%
(above 9% on average in 2017). In addition to the strong market demand, development of
the sector could be stimulated by policy initiatives, e.g. the availability of the above funding
for construction of municipal rental apartments could set in motion the long-stagnating
apartment rental market as well as improvement of the draft Residential Tenancy Law, which
is being prepared for the second reading by the Saeima of the Republic of Latvia, could
arrange relationships between tenants and renters.
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3.4 Trade

Overall, development of the trade sector decelerated in the third quarter. First, despite the
decline in unemployment and relatively stable consumer sentiment, one of the largest trade
sectors, i.e. the retail trade, suffered a significant decline in growth rates during the summer
months (the annual growth rate of retail trade was 3.0% in the third quarter; 5.0% in the
second quarter). The increase in retail sales observed in September was temporary (possibly
linked to the postponed consumption, which coincided with IKEA's first month of operation
in Latvia), and the pace of development of the sector slowed again in October. In the third
quarter, retail trade growth rates of car fuel and food continued to decrease. Trade had
increased considerably in these commodity groups in the past.

In October, plans to be implemented by the LIDL retail chain on the Latvian market became
more pronounced, i.e. construction of the logistics centre was launched, and the retail chain
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announced its plan to open 10 stores over a period of two and a half years, with the total
investment around 125 million euro, the amount similar to that invested in Lithuania within
the same time-frame. LIDL's impact on retail development will partly manifest itself as
market reallocation effect and will intensify competition.

Sales of motor vehicles have already been contracting for the second consecutive quarter.
However, this shrinkage is not equivalent to the decline in the automotive sector encountered
by Europe's largest automotive countries due to delays in certification.

As already suggested by monthly data of nominal exports of goods and their unit value,
weaker exports should have also been reflected in the wholesale trade and the value added of
the trade sector which decreased by 0.2% in the third quarter in quarterly terms and posted
an annual increase of a mere 1.6%.
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3.5 Transport

Although the cargo volume declined at the beginning of 2018, the second and third quarters
witnessed successful development of the transport sector. In the third quarter, the transport
sector's value added increased by 4.3% quarter-on-quarter (by 7.2% year-on-year), also
contributing positively to faster GDP growth. This is also confirmed by the pick-up in
exports of transportation services (10.9%) observed in the third quarter. This development
was driven mainly by the increase in freight volume in rail transport and at ports where the
transported volume of coal and timber grew. The number of passengers at the airport has
also continued on an upward path, while freight turnover by road has declined.

Following a drop in cargo volume in the first quarter, the second and third quarters saw rail
freight volume increase significantly. Cargo volume increased even by 37.6% in the third
quarter, and cargo turnover also boosted notably. Domestic freight transport decreased,

but imported cargo volume demonstrated a robust upswing (around 80% of the total cargo
volume). The increase in cargo volume received from Russia and Belarus had a major role
to play in ensuring the above growth. The rise in Russian cargo volume was supported by
repairs taking place at Russian port terminals, e.g. Ustjluga, and therefore cargoes were
temporarily shifted to Latvia. The cargo volume received from Belarus increased by about
a fifth. This was facilitated by the opening of an VAS Latvijas Dzelzcels office in Minsk in
2017, which has helped to improve cooperation and create new partnerships with Belarusian
companies. Similarly, the launch of the freight express train line Minsk—Riga in 2018 has
improved the efficiency of cargo transportation.

In the second and third quarters of 2018, cargo turnover at ports elevated, yet the situation
was not uniform across all ports. Cargo volume grew at all ports in the third quarter, but the
first 10 months of 2018 saw their increase at Riga and Liepaja ports, while Ventspils port still
recorded a fall year-on-year. The steepest cargo volume growth rate at ports was observed in
July and October, but it was slower in other months. With coal transportation growing, the
largest positive contribution was on account of bulk cargoes in the third quarter as well as in
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October. The volume of liquid and general cargoes also mounted. The high prices have also
increased the volume of transported timber, providing the second largest contribution to the
rise in port cargoes. Following the 11-quarter drop, contribution of oil products also became
slightly positive. Although the third quarter was favourable for ports, exports of services of
freight transportation by sea declined to minimum.

Air transport also saw positive continued development, with the number of air passengers
serviced increasing. In the third quarter, the AS STARPTAUTISKA LIDOSTA "RIGA"
provided services to 14.8% more passengers year-on-year. This is due to a higher airport load
during the summer months as well as on account of new flight destinations. It should be noted
that the AS STARPTAUTISKA LIDOSTA "RIGA" was the only Baltic airport repeatedly
recognised as one of the fastest growing European airports in 2018 (ranking second in the first
quarter). However, the increase in freight transportation, following the rapid growth witnessed
in the first quarter, decreased (by 7.2% in the third quarter year-on-year).

The trends observed in road transport in the first quarter persisted, i.e. the volume of freight
transported by road rose in the third quarter, but turnover decreased year-on-year. In the first
nine months of 2018, the volume of freight transported by road exceeded the level reached in
the corresponding period of the previous year by 10.6%, while turnover contracted by 1.7%.
International transport saw the steepest drop in turnover and the largest increase in volume.
Although EU demand has remained high for the time being, it could decrease due to declining
growth rates in trade partners. The balance of payments data also suggest that the contribution
of road transport to the export growth of transport services was in negative territory.
Moreover, labour shortage, which holds back growth of transport services, is still relevant.

Despite the positive results achieved in the transport sector, there is no guarantee that

the above trend will continue in the long term. The increase in volume of cargoes in rail
transport and at ports is largely linked to the above-mentioned repairs taking place in
Ustjluga, owing to which Russian coal cargoes have been exported through Latvian ports.
However, following the completion of the terminal repairs, in particular in view of the
escalation of the geopolitical situation, Russia is likely to return to its long-term policy, i.e.
shifting energy cargoes to its ports, at the earliest opportunity. In the more distant future, the
construction of a terminal in Ustjluga planned by the Russian fertiliser producer Uralhim
will have an adverse effect on port operation. As a result, it has also been planned to
suspend transhipment of dry fertilisers at the port of Riga by 2022. In order to improve the
availability of labour in the road transport sector, an association of road hauliers "Latvijas
Auto" has invited the respective authorities to ease the rules for recruiting foreign drivers;
however, nothing has changed in this respect so far. Moreover, although the EU's economic
growth remains stable, it is becoming more moderate. Therefore, there is no reason to expect
a rapid rise in the road transport sector. In the long term, significant air traffic projects

will have more positive impact on the transport sector, thus opening wider development
prospects. Investment is expected to increase the capacity of the public part of the airport's
terminal by 49%, enhancing competitiveness.

Chart 23

40 40

ANNUAL CHANGES IN FREIGHT VOLUME
OF MAIN TYPES OF FREIGHT TRAFFIC 30 30

0,
(A)) 20 20
10 10
0 0
-10 -10
B Ports " "
Railway
I Road transport 30 30
1 2 3 4 1 2 3 4 1 2 3
2016 2017 2018

27



MACROECONOMIC DEVELOPMENTS REPORT
December 2018

4. GDP ANALY SIS FROM THE DEMAND SIDE

4. GDP Analysis from the Demand Side’

Previous assessment
Private consumption

Private consumption will grow
steadily; however, temporary
caution in spending is likely.

Investment

Following the rapid growth in
2017, investment will moderate
in 2018.

Developments since the previous report

— Employment rate is moving up;

— unemployment continues to shrink;

— arise in average remuneration persists;
— retail trade growth is slowing down;

— higher assessment of savings on account
of downward revisions of consumption
levels of the previous years.

— Investment growth has been higher than
expected;

— investment in machinery and equipment
has improved;

— new investment projects are submitted,
implementation of large projects
continues.

New assessment

Private consumption
will grow steadily;
spending of previous
period savings is likely
as a result of a slower
increase in income.

Investment growth rate
will exceed that of the
economy.

Export development assessment,
which would otherwise improve
due to a more positive external
demand assessment, has become
less optimistic on account of
deteriorating external economic
and geopolitical environment as
well as problems in the financial
services sector.

Imports

As a result of investment
activity, in 2018 the growth
rate of imports of goods will
continue to accelerate steadily,
with its growth rate exceeding
that of exports.

Government consumption

The government spending
policy is in line with the
planned policy.

— External demand forecasts have been
revised slightly downwards for 2019;

— weak export growth in the third quarter;
— euro area manufacturing growth has
slowed down;

— producer sentiment has improved.

— Imports are expanding robustly along
with a higher rise in investment and stable
private consumption growth.

— Budget expenditure growth reflecting
government consumption has been
observed due to the decisions made

on allocating additional funding for
defence and envisaging wage rises for the
employees of public and local government
structural units.

Deterioration of the
external economic
environment makes the
export development
assessment more
cautious.

On account of the high
investment activity,
imports of goods will
continue on a stable
upward path, exceeding
the growth rate of
exports.

The end of 2018 will

see solid government
consumption growth.
Meanwhile, a slower
pace of increase has been
forecast for the coming
years.

Domestic demand was strong, both on account of growing investment and expanding private
and public consumption. On the demand side, external demand still represents the major risk
for further growth. Although the impact of the global trade wars has not been felt up to now,

concern regarding its materialisation and a fall in the external demand persists.

! This chapter analyses GDP and demand components at constant prices, using seasonally and calendar adjusted data

(unless otherwise specified).
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4.1 Private consumption

With the employment rate moving up and the average remuneration on the rise, private
consumption also provides a substantial contribution to GDP growth. The third quarter

was no exception in this respect, with the growth rate remaining high at 1.2% and 4.4%
quarter-on-quarter and year-on-year respectively. The impact of the postponed consumption
on the quarterly indicator is not significant overall: in view of the expected entry of a new
market participant in the segment of housing-related and other manufactured goods, part of
households were likely to postpone their purchases in July and August in order to make them
in September. The rate of remuneration increase moderated somewhat in the third quarter,
with the consumer sentiment becoming more cautious in October and November. This makes
the projections of the private consumption growth more moderate for 2019.
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4.2 Investment

The first three quarters of 2018 saw volatile investment growth, and the third quarter results,
given the drop in construction activity, actually was a surprise: 4.2% and 15.4% quarter-on-
quarter and year-on-year respectively. Investment in machinery posted a much higher rise
than before. New investment projects kept being submitted, therefore the pace of investment
increase is likely to exceed the overall economic growth also in 2019. However, it is going
to slow down following the rapid expansion observed in 2017 and 2018.
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4.3 Exports

Along weaker growth in several trade partners and also a further decline in exports of
financial services, the contribution of real exports of Latvian goods and services to GDP
turned negative, with the rate of export decline reaching 0.4% over the third quarter of 2018,
but their annual increase standing at a mere 2.3%.

In terms of value, exports of goods shrank in the third quarter, but posted a 4.8% increase
year-on-year. The major export commodity groups recorded positive annual growth. Like
in the previous quarters, the increase in the real volume of exports was the main contributor
to the growth in exports of goods, with the price effect being less important. The largest
positive contribution to export growth came from expanding exports of products of

wood, articles of base metals, transport vehicles and prepared foodstuffs. Moderation in
exports of goods resulted from declining re-export flows of selected electrical equipment
and mechanical appliances and poorer grain harvest after the extremely dry summer. A
slowdown in the economic growth in several major trade partners of Latvia is also a factor
weakening exports.
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Exports of services were volatile: following a more subdued increase in the first quarter
of 2018, they posted higher growth in the second quarter. This was mostly supported by
exports of transportation services (both by air and rail), persistently high export growth
of information and communication services, as well as exports of construction services,
notwithstanding the unfavourable situation in the UK and Sweden, Latvia's major export
markets. Meanwhile, a fall of 25.1% and 10.4% in the financial services and construction
sectors respectively contributed to export contraction in the third quarter. While the drop
in exports of financial services could have been expected as a result of the shrinking
non-resident deposits in Latvia, so steep a fall in exports of construction services was
unexpected. This was probably on account of the high demand prevailing in the domestic
market and its limited capacity, particularly shortage of employees, as well as due to
materialisation of downside risks in the UK and a sharp decrease in exports to non-
conventional markets.
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Geopolitical risks, various tariff and sanction wars between the leading global economies
still threaten the growth prospects of external trade. A high degree of production capacity
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utilisation and limited availability of labour also persist. In view of the above, export growth
is expected to slow down.

4.4 Imports

With investment growth moving up quarter-on-quarter and private and public consumption
also posting a steady increase, imports of goods and services expanded by 2.1% in the third
quarter reaching 3.5% in annual terms. Imports of goods continue to benefit from access to
EU structural funds. In August and September, a major role in import growth was played by
the filling of InCukalns gas storage facility. Expenditure on imports posted a relatively fast
annual growth, i.e. 12.9%, as the import unit value increased.

Imports of services expanded quite rapidly, with their growth rate reaching 12.9% in the
third quarter. Despite the still negative rate of increase in imports of financial services,

it was offset by growing imports in other services groups with a larger share in total

services. Imports of information and communication services as well as other business
services continued to surge, with their share in total imports also expanding. Imports of
construction services were also growing rapidly, while their share in total services amounted
to approximately a mere 1.5%. Import growth of transportation services continued on a
downward trend in annual terms, despite the rise in imports of air transport services expected
to continue also in the near future.
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4.5 Government consumption

The overall increase in government expenditure has accelerated since mid-2018, reflecting
a more active implementation of EU co-financed projects, as well as allocation of additional
funding for defence and health. Overall, the annual increase in government expenditure
reached 11.1% at the end of October 2018.!

From the beginning of 2018, government consumption in real terms expanded gradually.
Budget expenditure on compensation and that on goods and services, both reflecting
government consumption dynamics at current prices, grew by 7.2% and 13.1% year-on-
year respectively. An increase in additional expenditure for defence in order to have funding
for defence reach 2% of GDP in 2018, as well as remuneration rises for the employees of
public and local government structural units were the major factors affecting government
consumption. Expenditure growth was observed for all items, except interest expenditure.

The most pronounced rise was recorded in those items of government expenditure that
traditionally reflect implementation of EU co-financed projects, e.g. an increase in capital
expenditure or government investment, as well as subsidies and grants. In the first 10 months
of 2018, capital expenditure surged by 22.7%. Implementation of EU co-financed projects
incorporated projects with funding allocated by local governments for EU co-financed
projects and projects implemented by higher education institutions and co-financed by EU.

! Treasury data on the consolidated general government budget revenue and expenditure in January—October 2018.
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Overall, economic growth is supported by higher government consumption and an expansion
in investment; the overall tax revenue developments also point to positive trends in the
economic development. In the last two months of 2018, a generally stable rise in government
expenditure, including government consumption, is expected.
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5. Labour Market

Previous assessment Developments since the previous report New assessment
Unemployment
A gradual decline in — The unemployment rate decreases somewhat A gradual decline in
unemployment (slightly faster than expected (7.0% of the economically unemployment.
below its natural level). active population in the third quarter of 2018);

— there are moderately increasing signs of labour

shortages.
Remuneration
The average wage growth — In the third quarter of 2018, the average wage In 2018, the average
stood at 8% in 2018. The  growth (8%) was close to the projected one; wage growth slightly
medium-term assessment  — a collective agreement on the minimum wage in exceeded 8%; in 2019,
has not been changed the construction has been signed; it will be somewhat
significantly. — the minimum remuneration level for the teaching  above 6%.

staff has been somewhat increased.

The most recent data on labour market developments confirm the previous trends, while both
registered and actual unemployment rates have declined somewhat faster than projected.

The number of vacancies continues to grow. Employment and participation rates which

have so far been above the EU average increased further. Although there is still room for
improvement of the participation rate in view of the regional and structural breakdown of
unemployment rates, this resource for the purpose of increasing the number of employed
persons, however, is limited. Given the worrisome demographic trends and the continuously
negative migration balance, no increase and even a decrease in the number of employed
persons can be expected in the medium and longer term; therefore, boosting productivity
plays an increasingly important role in economic development.

The business survey data suggest that employment expectations for the coming months

are positive in various sectors, but an increasing number of businesses, particularly in the
construction and services sectors, indicate that it is the labour shortage that significantly
weighs on business activities. The competition over hiring staff among businesses is also
reflected in the wage increase rate that moderated year-on-year in the third quarter in Latvia
(8.0%); however, this rise could be viewed as stable since the growth in base wages played a
more important role than the irregular component of remuneration. The gross nominal wage
has exceeded the limit of 1 000 euro, and the real net wage signals a continued upward trend,
thus pointing to an increase in households' purchasing power.

As regards other recent developments in the labour market, a higher minimum wage for the
teaching staff is not expected to have a significant impact on the overall wage level in the
economy, taking into account the number of teachers and the facts that already now some of
them are earning remuneration above the minimum wage level and that the increase in the
minimum wage for the teaching staff is insignificant (30 euro). A collective agreement on the
minimum wage in the construction (780 euro) is likely to have a stronger impact on changes
in the average wage as a low officially paid wage rate is also determined by the prevalence
of the so-called envelope wages in the sector (about one fifth of the persons employed in the
sector work for the minimum wage or remuneration below it, while approximately 45% of
employed persons are paid wages up to 700 euro). To see these changes, a transitional period
has been foreseen; therefore the effect could be more pronounced in 2020. Currently, the
issue regarding the potential conclusion of a collective agreement in the hospitality sector
that would trigger a rise in the average wage rate appropriate for the market situation has
become topical, but businesses of the sector require the introduction of the reduced VAT rate
on public catering services in exchange for it.
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6. Costs and Prices

Previous assessment
Oil prices

The average oil price

is expected to be 73

US dollars per barrel in
2018, but 70 US dollars
per barrel in 2019.

Global food prices

A moderate rise in
global food prices is
projected, but from the
lower initial level.

Developments since the previous report

— The oil price recorded a gradual pick-up, exceeding
85 US dollars per barrel for a short time in the middle
of October (the highest price over the past four years);
— the US sanctions against Iran lead to considerably
lower-than-expected decrease in oil supply. Following
a several months' pause, the market is again concerned
about excessive oil supply;

— OPEC reduces oil output.

— The hot and dry summer in Europe reduced the
global wheat harvest to a record low of the last five
years, and the global prices of wheat increased;

— the prices of sugar and coffee declined significantly.

Domestic labour costs and inflation expectations

In 2018, the average
wage growth will
slightly exceed 8%,
standing at 6% in 2019.

— Labour costs rose in line with forecasts in the first
three quarters of 2018;

— potential GDP and output gap forecast was revised
slightly upwards;

— inflation expectations remained broadly unchanged.

Indirect taxes and administered prices

Changes in excise tax
rates have been taken
into account according
to the approved levels
and a significant rise
in tariff rates approved
by "Rigas Udens" Ltd.
in June 2018 has been
considered.

— The natural gas and heating prices gradually follow
an upward path, thus reflecting a rise in the prices of
oil products during previous months;

— the heating price in this season might increase by
3%—4% (the contribution to inflation — 0.1 percentage
point);

— PUC approves new tariffs for unsorted municipal
waste disposal at landfill sites "Getlini" and "Cinisi"
(the contribution to annual inflation in 2019 — up to
0.1 percentage point).

6. COSTS AND PRICES

New assessment

The average oil price
is expected to be 72
US dollars per barrel
in 2018, 68 US dollars
per barrel in 2019

and 66 US dollars per
barrel in 2020.

A moderate rise in
global food prices is
projected.

In 2018, the average
wage growth will
slightly exceed 8%,
while in 2019 — 6%.

A gradual increase

in administered

prices is projected.
The assessment has
not been changed
significantly in
comparison with June.

In the second half of 2018, inflation was somewhat lower than expected. With strong
economic growth and rises in remuneration persisting, the inflationary effect of domestic
demand increased gradually; however, the growth was slower in comparison with the June
forecast. At the same time, the prices of food and energy products were close to expectations

overall.
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GDP growth forecast has been revised upwards since June. Potential GDP obviously grows
faster than expected, thus reflecting a sustainable process of income convergence towards
the rest of the EU countries. A close positive correlation between the income and prices
levels exists at the EU level. Therefore, the EU countries with rapidly growing income
(including Latvia) likewise experience higher increases in prices (in particular the prices of
non-tradables and services).

Moreover, Latvia's economy will continue to grow somewhat faster than the potential level,
and the unemployment rate will remain below its natural level. In comparison with the June
forecast, the output gap is currently expected to achieve its maximum a few quarters later.
Other euro area countries where the economy functions close to its potential or even slightly
above it, also have a slightly higher inflation rate than the countries where the economy is
functioning considerably below its potential.
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Notes. The sample covers euro area countries excluding Greece (outlier). Core inflation excludes taxes, energy and food prices.

Both higher potential GDP and output gap estimation mean that the gradual upward trend of
core inflation' is most likely to persist also over the coming quarters.
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In response to contradictory US oil output and supply data, signals from OPEC and
the uncertain geopolitical outlook, the prices of oil continued to rise until mid-October.
However, in October it became clear that the US sanctions against Iran lead to considerably

! Inflation, excluding food and energy prices, taxes and administered prices.
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lower-than-expected decline in oil supply. Following a several months' pause, the market
is again concerned about excessive oil supply. Even the decision taken by OPEC at the
beginning of December to cut oil output slightly more than expected could not mitigate the
concerns.

Overall, the oil price forecast has remained broadly unchanged since June. Oil price
volatility is relatively quickly (within a few weeks) reflected in fuel price lists, while
natural gas and heating tariffs usually display it with a few months' lag. Although AS Rigas
Siltums has announced that it does not intend to change the heating tariff significantly, a
modest heating price rise in other cities may increase the total heating price in this season
by 3%—4% (the contribution to inflation — 0.1 percentage point). Moreover, higher tariffs
for unsorted municipal waste disposal at landfill sites "Getlini" and "Cini$i" may push up
inflation by almost 0.1 percentage point in 2019.

The impact of energy price rises expected in January 2019 (this reflects the increase in
electricity price levels at Nord Pool Spot observed over the last months due to the hot and
dry summer) on inflation in 2019 is estimated to be 0.2 percentage point. Moreover, the hot
and dry summer in Europe reduced the global wheat harvest to a record low of the last five
years. However, the impact of grain price hikes on inflation forecasts was largely offset by a
considerable fall in the prices of sugar and coffee. Thus the projected impact of global food
prices on inflation remained broadly unchanged.

Inflation in Latvia will still slightly exceed the euro area average in the medium term.
Robust economic growth will determine that the inflationary effect of domestic demand will
continue on a gradual upward trend. Annual inflation hovering around 3% is currently a
characteristic of a healthy economy and reflects sustainable income convergence as well as
the fact that the economy is operating slightly above its potential.
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7. Conclusions and Forecasts

In 2018, Latvia's economic development was faster than expected and maintained the
momentum achieved in the previous year. It continued to be driven by domestic demand
supported by the strong rise in disposable income and investment activity. By contract, in
the second half of 2018 several countries started to experience slowdowns in their pace
of economic growth, with the economic and geopolitical risks for Latvia associated with
the external developments remaining significant. This has also started to be reflected in
relatively weak export growth.

In the first three quarters of 2018 and particularly in the third quarter, stronger-than-projected
GDP growth rates mainly contributed both to the upward revision of the GDP forecast for
2018 and the carry-over effect on the growth rates in 2019, although the future outlook had
not improved overall. In the third quarter, robust growth was recorded in several services
sectors, and this led to improvements in the development assessment of, for instance, the
information and communication services sector. However, not all the factors underpinning
growth will be sustainable. The improvements in Latvian port services and transportation
services by rail can be viewed as short-lived since they are related to infrastructure repairs
in Russia. The real estate and financial services sectors are highly volatile. Uncertainty in
the financial sector is determined by changes in the segment of credit institutions providing
services to foreign customers that might persist over the year to come depending on the
credit institutions' capacity to adjust to market conditions. At the same time, the construction
sector development slowed down already in the third quarter, expecting some moderation

in the rapid pace of growth in the future. The development of manufacturing and trade

has moderated significantly and will be adversely affected by the weakening of the global
environment also in the future.

Latvijas Banka has revised its GDP growth forecast for 2018 upwards to 4.9% according to
seasonally and calendar adjusted data (3.9% in June) and to 4.7% according to non-adjusted
data (3.9% in June). The GDP growth forecast for 2019 has been revised upwards to 3.5%
(3.0% in June) and to 3.6% (3.0% in June) respectively. In line with Latvijas Banka's
expectations, in 2020 GDP growth will amount to 3.1% according to seasonally and calendar
adjusted data and to 3.5% according to non-adjusted data.
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Although the GDP forecast has been revised upwards and the inflationary effect of domestic
demand is gradually increasing, this rise has been lower than expected. Therefore, Latvijas
Banka's inflation forecast for 2018 has been revised downwards from 2.9% in June to 2.6%.
The inflation forecast for 2019 has remained unchanged (2.9%). The inflationary effect

of domestic demand is expected to continue on a gradual upward trend, thus reflecting
sustainable income convergence and the fact that the economy is operating slightly above
its potential. With concerns about excessive oil supply reviving in the oil market and the oil
price having lost almost one third of its value since the middle of October, the current oil
price forecast is slightly lower than the June forecast. However, the energy component of
inflation will be pushed up by higher electricity prices at the beginning of 2019, reflecting
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electricity price hikes at the Nord Pool Spot Exchange due to the hot and dry summer. The
process of income convergence will determine that inflation is most likely to exceed the euro
area average also in the years to come. Latvijas Banka's inflation forecast for 2020 for Latvia

is 2.5%.
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8. The Fiscal Impact of Inequality Measures.
Analysis of Scenarios

Motivation

Unequal distribution of income is one of the problems faced by the Latvian public and to be
addressed not only due to ethical, but also economic reasons (high inequality of income also
contributes to unequal access to education and health care services, thus adversely affecting
the human capital). It is no surprise that this issue was also topical in the context of the
elections of the 13th Sacima of the Republic of Latvia, with several political parties listing
the range of activities to reduce inequality and poverty risks, including the raising of the
minimum wage and the non-taxable minimum.

However, given the limited budgetary resources, not all ideas can be implemented.
Therefore, Latvijas Banka has assessed the fiscal impact of these measures and their
effectiveness in reducing inequality and poverty risks, using the EUROMOD' and DSGE
model for Latvia.

Simulations

The estimates are based on four scenarios, which, as of 2019, foresee:

1) the raising of the non-taxable minimum for wages from 230 euro to 500 euro, with the
current differentiating mechanism maintained,

2) the increasing of the non-taxable minimum for pensions from 270 euro to 500 euro;

3) the simultaneous implementation of the measures envisaged under the first and the second
scenarios;

4) the simultaneous implementation of the measures envisaged under the first and the second
scenarios and the raising of the minimum wage from 430 euro to 500 euro.

The EUROMOD microsimulation model allowing to assess the effect of legislative changes
on disposable income of individuals and paid taxes is used in the calculation of the direct
impact of the measures on the budget, their impact on inequality and the poverty risk. At the
same time, a DSGE model for Latvia is used to calculate the indirect effect on the budget,
reflecting the economic activity growing as a result of the measures implemented.

Results

The first scenario. When raising the non-taxable minimum for wages, the reduction of the
value of the inequality indicator is insignificant. As only a small percentage (10%) of the
lowest-income households comprise members in employment, they would not be affected
by changes in the non-taxable minimum. Moreover, technically the share of people at risk of
poverty would increase (higher median income). Although the effect on inequality indicators
is negligible, the impact of the measure on the budget is quite substantial. The decrease in
the personal income tax (PIT) revenue by 142 million euro (0.45% of GDP) would be only
marginally offset by higher private consumption, wich in turn would lead to approximately
38 million euro (0.12% of GDP) being directed back into the budget. Thus, the total cost of
the measure would be approximately 104 million euro — only a somewhat smaller amount
than that of the budget expenditure for environmental protection for 2016 (135 million euro).

! EUROMOD is a a tax-benefit microsimulation model for the EU that is maintained and developed by the Institute for
Social and Economic Research (ISER) at the University of Essex, in collaboration with national expert teams from EU
Member States. The Latvian national expert team is based at the Baltic International Centre for Economic Policy Studies
(BICEPS). For more detailed information about the EUROMOD-Latvia model, see Pluta, A., Recchia, P., Zasova, A.
EUROMOD country report: Latvia 2014-2017 (available at https://www.euromod.ac.uk/sites/default/files/country-reports/
vear8/YS _CR_LV_Final.pdyf).

2 Buss, G. Wage formation, unemployment and business cycle in Latvia. Riga: Latvijas Banka, 2017. Working Paper
1/2017, 70 p.
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The second scenario. The raising of the non-taxable minimum for pensions would also
only marginally reduce the share of people at risk of inequality and poverty. Already now,
the statutory non-taxable minimum applies to a large number of recipients of low pensions;
therefore the recipients of average pensions would benefit most. The overall impact of

the measure on the budget would be less pronounced than in the case of the first scenario
(67 million euro; 0.2% of GDP).

The third scenario. Both these measures together would reduce the GINI coefficient from
0.360 to 0.355, and this would not substantially change Latvia's position in the EU: it has
one of the five highest inequality indicators in EU countries. Moreover, this would lead to
budget losses of 171 million euro (0.5% of GDP; the amount approximately equals that of
the budget expenditure for higher education).

The fourth scenario. When implementing the above measures and increasing the minimum
wage, the inequality indicator would decrease to 0.351; moreover, technically the share of
people at risk of poverty would be lower as well. The cost of these measures would reach
163 million euro (0.5% of GDP; that is slightly less than in the case of the third scenario

as, with the minimum wage rising, the compulsory social security contribution base also
follows an upward trend). However, the total cost of the measures could be higher since the
calculation has not taken into account the fact that, along with the raising of the minimum
wage, the public sector wages would likewise increase. The regional breakdown has

not been included in the calculation either: namely, with the minimum wage increasing,
unemployment in Latgale is most likely to grow faster than in Riga.

Conclusions

Overall, the simulation results suggest that higher minimum wage and non-taxable minimum
thresholds are insufficient to reduce inequality in Latvia effectively. Only a small percentage
of the lowest-income households comprise members in employment; therefore, the
improvement of the social benefit system would be a far more effective solution, instead of
tax levers (and the minimum wage). In comparison with other European countries, the role
of benefits in reducing inequality in Latvia is currently insignificant (see more information
here).

Likewise, it can be concluded that the budgetary impact of the raising of the minimum wage
and the non-taxable minimum is particularly relevant. With the total cost of the measures
reaching approximately 170 million euro, extra-budgetary funds (0.5% of GDP) would have
to be found. Given the impact of the measures already approved (increased financing for

the health care sector and the tax reform), the budget has limited room for manoeuvre to
implement such scale measures in the near future. Therefore, Latvia needs a well-targeted
social policy strategy that would address inequality in a longer-term perspective, bearing
budget constraints in mind.
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