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1. Highlights Latvijas Banka « Monthly Newsletter « December 2016

Manufacturing output continues to rise despite weak demand

Contributions of main sectors to manufacturing growth
(year-on-year, %, percentage points)
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In October, the manufacturing output grew by 0.8%, whereas
its annual growth was an impressive 7.0%, reversing the slump
of the last year. Of late, the performance of food industry has
become better; recent performers, including the manufacture
of non-metallic minerals (construction materials) and computer
and electronic and optical equipment, have been joined by
the manufacture of electrical equipment this month. The
manufacturing output is expected to grow by remarkable 4% in
view of the weak demand. Despite the slow growth of foreign
demand, an increase in output was determined by sales abroad,
while the domestic demand in 2016 declined partly due to
the slump in construction, the primary customer of building
material producers. The future looks quite bright, the output
growth is likely to sustain owing to domestic demand in 2017,
and construction activity is expected to pick up as a result of
the improved availability of EU funds.

Latvian exports sluggish in complex circumstances
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Inflation starting to go up

Contribution of main components to CPI inflation
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In the first ten months of this year, goods exports have declined
by 1.7%. A positive contribution was made by agricultural
and food products, chemicals, wood products, construction
materials, transport vehicles and furniture. Exports of mineral
products, mechanisms and electrical equipment, base metals
and textiles contributed negatively. In 2016 overall, the growth
of goods exports will be close to the last year's level, whereas
real exports of goods have posted a moderate increase. This
fact deserves mention, since in the last couple of years the
economic sanctions on and by Russia and the weakening of
growth in Latvia's partner countries have posed challenges
to export growth. Notwithstanding the increasing risks of
protectionist policies globally, the economic activity in
external markets is expected to pick up next year.

The consumer price level in November was by 0.2% higher
than in October and increased by 1.3% year-on-year. As
expected, the rise in inflation was mostly on account of
agricultural and food prices as well as energy prices. These
developments begin to find their reflection in the costs of
several sectors and influence the final consumption prices.

External factors exerting influence on inflation are currently
coupled with domestic factors. Excise tax rates increased
in 2016 and will continue to rise in 2017, some other tax
changes may affect prices. This year, the trend of rising
prices in telecommunications is becoming more pronounced.
Inflation next year will go up under the impact of both costs
(including indirect impact of costs on core inflation) and faster
growth of the economy provided that the absorption of EU
funds improves.
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(year-on-year, %, percentage points)

15
10
]
-
H -
s _ /ﬂ
[ = . /‘
O ini
L] L i
| [ L] 1
-5 I I
-10
111 VI IX XII 111 VI X XII I VI X
2014 2015 2016
I Food I Wood
I Electric, electronic products, computers etc. Metal products
B Textiles and wearing apparel  Non-metallic minerals
EE Other known sub-sectors EE Unknown subsectors
——— Manufacturing

Source: CSB.







LB

File Attachment

1.pdf





Contribution of main components to CPI inflation
(year-on-year, %, percentage points)
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2. Macroeconomic Data Latvijas Banka « Monthly Newsletter « December 2016

Reporting | Data (%)
period

Gross domestic product (GDP)
Real GDP (year-on-year growth) 2016 Q3 0.3
Real GDP (quarter-on-quarter growth; seasonally adjusted) 2016 Q3 0.2
01.12.2016 Practically no growth in the third quarter @
Public finances
General government budget expenditure (since the beginning of the year; 2016 XI 0.5
year-on-year growth)
Tax revenue (since the beginning of the year; year-on-year growth) ‘ 2016 XI 5.6
05.12.2016 In the third quarter of 2016 the current account surplus was 93.4 mil. euro @
Consumer price changes
Consumer Price Index (CPI; year-on-year growth) 2016 XI 1.3
Harmonised Index of Consumer Prices (HICP; year-on-year growth) 2016 XI 1.8
12-month average inflation (HICP) ‘ 2016 XI 0.0
09.12.2016 The impact of external factors on inflation is changing rapidly @
Foreign trade
Exports (year-on-year growth) 2016 X =35
Imports (year-on-year growth) ‘ 2016 X 0.4
14.12.2016 There are stumbling blocks for Latvian export, but it continues on its way @
Balance of payments
Current account balance (ratio to GDP) 2016 Q3 1.5
Foreign direct investment in Latvia (net flows; ratio to GDP) ‘ 2016 Q3 3.6
05.12.2016 In the third quarter of 2016 the current account surplus was 93.4 mil. euro @
Industrial output
Working day-adjusted manufacturing output index (year-on-year growth) ‘ 2016 X 7.0
06.12.2016 Manufacturing output continues to rise; the energy sector posts good results @
Retail trade turnover
Retail trade turnover at constant prices (year-on-year growth) 2016 X 0.2
Labour market
Registered unemployment (share in working age population) 2016 XI 8.0
Jobseekers rate (share in working age population) ‘ 2016 Q3 9.5
29.11.2016 Wage rise continues to stall, yet this has a bright side @
Monetary indicators
Resident deposits (year-on-year growth) 2016 X 9.5

29.11.2016 Increased inflows of loans in the household sector &

Sources: Treasury, CSB and Latvijas Banka.




https://www.macroeconomics.lv/practically-no-growth-third-quarter

https://www.macroeconomics.lv/third-quarter-2016-current-account-surplus-was-934-mil-euro

https://www.macroeconomics.lv/third-quarter-2016-current-account-surplus-was-934-mil-euro

https://www.macroeconomics.lv/impact-external-factors-inflation-changing-rapidly

https://www.macroeconomics.lv/there-are-stumbling-blocks-latvian-export-it-continues-its-way

https://www.macroeconomics.lv/manufacturing-output-continues-rise-energy-sector-posts-good-results
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3. In Focus Latvijas Banka « Monthly Newsletter « December 2016

Macroeconomic balance maintained in 2016, supply side should be strengthened in 2017

Dr. oec. Olegs Krasnopjorovs,
Chief Economist,
Latvijas Banka

Delayed absorption of EU funds has resulted in a temporary slowdown of the GDP growth, which is likely to
rebound in 2017. Fundamentals remain robust, with industrial production and total exports exceeding historical
maximums and labour market continuing to improve. This is an appropriate moment to focus on supply-side
economics by implementing structural reforms to foster convergence.

The growth of Latvia's GDP by about 1.0% in 2016 was the

slowest in six years. The delayed absorption of EU funds Instead of worrying about temporary 2016
plunged the Latvian economy into a technical recession, with slowdown we should focus on supply-side
gross capital formation and construction both losing about economics and implement the necessary
20% of the previous year's bulk. At a first glance it seems that structural reforms in public institutions,
the Latvian economy is totally dependent on the inflow of EU  ~ education, healthcare to boost potential GDP
funds. In reality, however, this reflects a temporary level effect. growth and foster income convergence with
If in the next year the EU funds remain as low as in 2016, Western Europe.

the drag on growth will be removed and GDP dynamics will

recover. In turn, if EU funds resume in line with our expectations, their impact on the growth rate will turn positive,
and the GDP dynamics is even more likely to recover. Thus, the temporary nature of 2016 slowdown makes it hardly
an appropriate reason to worry about. The adjusted GDP' growth rate slightly exceeded 2% in 2016 (see Figure 1). The
real challenge is how to accelerate potential GDP growth further, as 2% growth would imply slow if any convergence.

Headline and adjusted real GDP growth Currently, the economy of Latvia is close to macroeconomic
(year-on-year; %) @k equilibrium, with the output gap and the unemployment
° gap both near zero. The deceleration of GDP growth in
\ 2016 didn't have a strong impact on businesses' medium-

4 /\ 4 term expectations, otherwise enterprises would have
\ / \ A~ reduced the number of their employees. In reality, the

o ’\V/\ / \ labour market continued to improve, with unemployment

: _— T % rate stabilising at one-digit level and currently standing
\ below the euro area average. Crucially, the reason

0 o for unemployment decreases is not the long-term
QL@ 93 Q4 QLQR U3 Q4 Q1 QF 35 Q4 QT QR 3 Q4 Q1 A% Q3 unemployed becoming discouraged and disappearing
—— Headline GDP from unemployment statistics: the number of discouraged
Adjusted GDP workers is consistently declining and participation rate is

Source: CSB and autor's calculations.

at a historically high level above the EU average. Both
industrial production and overall exports exceed historical maximums, with the share of Latvian exports in global
trade also climbing up.

The formerly steep wage growth has substantially decelerated, favourably impacting Latvia's competitiveness. A wage
rise exceeding labour productivity (partly driven by a solid minimum wage rise) would not be sustainable in the long
run. Moreover, the current situation when wages are reacting elastically to the output dynamics is an additional argument
in favour of economy being quite close to macroeconomic balance. Thus, instead of worrying about a temporary
2016 slowdown we should focus on supply-side economics and implement the necessary structural reforms in public
institutions, education, healthcare to boost potential GDP growth and to foster income convergence with Western
Europe. A very accommodative monetary policy may provide a short-term relief but cannot accelerate potential GDP
growth if slow growth is a result of structural problems.

! From the official GDP figure I excluded several construction segments that are heavily dependent on EU fund inflows and admin-
istrative decisions (civil engineering structures like roads, bridges and power lines as well as some non-residential buildings like
schools, libraries and hospitals).
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