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@ The 2003 Article IV discussions were held in Riga, December 5~18, 2002 and January

27-29, 2003. Staff representatives for the first mission were Messrs, Mueller (head}, McDonald,
Beddies, Xiao (all EU2), and Risager (PDR). Messrs. Mueller and McDonald returned to Riga in
January for discussions on the 2002 fiscal outcome. The missions were assisted by Mr. Kndbl
(Resident Representative) and Ms. Zunda of the Riga Office, and Ms. Kupéa, Assistant to the
Executive Director, participated in the meetings. The missions met with Prime Minister Rep3e,
Deputy Prime Minister Slesers, Minister of Finance Dombrovskis, other government members, Bank
of Latvia {(BoL)} Governor Rim&&vils; other senior government and BoL officials; parliament
members; and representatives of the European Commission, EU member and accession states, the
Latvian NGO Center, Transparency International, and the financial and business communities.

@ The discussions took place shortly after the changeover to a new government, following the
October 2002 parliamentary elections. The former center-right government-—in office for 2%
years—was replaced in November by a new center-right coalition led by former BoL Governor
Repse.

e Latvia accepted the obligations under Article VIII, Sections 2(a), 3, and 4, in 1992, and maintains
an exchange system free of restrictions on the making of payments and transfers for current
international transactions. The authorities have expressed their intention to publish this staff report.

s In concluding the 2001 Article IV consultation on January 18, 2002, Directors noted that economic
performance had been among the best of the EU accession countries. They welcomed the autherities’
fiscal targets for the first half of 2002, which were in line with 2 modest annual deficit, but noted that
the budget law (which envisaged a deficit of 2.7 percent of GDP) implied a substantial loosening
later in the year that could exacerbate Latvia’s persistent current account deficit. Directors agreed
that the exchange rate peg to the SDR—underpinned by sound fiscal and monetary policies—should
anchor Latvia’s econornic strategy in the run-up to EU accession. They noted Latvia’s strong
medium-term growth prospects, but expressed concern with the continued rapid credit expansion.

» Latvia’s Stand-By Arrangement, which the authorities treated as precautionary, expired
December 19, 2002. Following a delay in completing the first review due to concern over the 2002
budget law, the first and second reviews were completed on July 12, 2002, Directors urged the
authorities to resist pre-election spending pressures and to hold the fiscal deficit to 1.8 percent of
GDP. They stressed that fiscal consolidation should continue in 2003 and beyond—recognizing this
may require postponing desired tax rate reductions—and urged improved expenditure prioritization
and medium-term budget planning in order to meet spending needs associated with EU and NATO
accession and other prierities.

® Important data issues regarding balance of payments data and the 2001 fiscal outcome are
described in the staff report. A Data ROSC mission, scheduled for September 2003, will look at
these and other issues in greater detail.
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Latvia: Basic Data

Social and demagraphic indicators

Area 64,589 5q. km,
Population 2.4 million
Urban 68.0 percent
Rate of population growth -0.8 petcent per year
Life expectancy at birth
Male $65.2 years
Female 76.6 years
Infant moriality rate (per 1,000 births) 1.0
Hospitel beds (per 10,000 inhabitants) 82.0
Physicians (per 10,000 inhabitants) 330

1997 1998 1999 2000 2001 2002

Shares of GDP at curren: prices (excl. subsidies and indirect taxes)

Agriculture, hunting and forestry 5.4 4.1 4.0 45 4.5 4.4
Fishing 0.2 0.3 0.4 o4 0.3 0.2
Mining and quartying 0z 0.2 18} 0.1 0.1 0.2
Manufacturing 223 17.9 153 14.6 14.9 14.8
Electricity, ges, and water 54 53 4.5 39 3.7 146
Construction 4.8 6.3 71 6.7 6.l 6.1
Services 62.1 654 68.6 6.8 70.3 0.6
GDP
Nominal GDP (in millions of lats) 3,269 3,592 3,890 4348 4813 5195
Nominal GDP (in millions af USS) 5527 6088 6649 7175 7661 8412
IDF per capita (in USS) 2,313 2,526 2,781 3,024 3,718 3,586
Real GDP (percentage change) a4 4.8 2.B 6.8 7.9 6.1
Unemplayment rate (IO, end of perod) 144 137 14.5 146 128 116
Unemployment rate (end of period} 70 9.2 a1 7.8 7.7 7.8

Consumer prices (percentage change,
end-period) 7.0 28 32 1.8 32 1.4

{In millions of lars, unless otherwise indicated)
General government finances 1/

Total revenue 1,352 1,529 1561 1,623 1,697 1,876
(i percent of GDP) 41,3 42.6 40,1 373 353 36,1
Total expenditure 1,332 1,554 1,707 1,764 1,804 2,031
(i percent of GDF) 407 432 439 40.6 375 36.1
Finangial balance 20 225 <146 -141 -108 -l54
(in pereent of GDF) 0.6 -0.7 -38 -3.2 -3 1.0
Net lending 10 3 7 0 3 .15
(in percent of GDF) 0.3 0. 0.2 0.0 -0,k 0.3
Fiscal balance 10 =27 -153 -140 -105 -139
(in percent of GDP) 0.3 -0.8 -39 3.2 -2.2 -2.7
Money and credit {end-period}
Net foreign assets 619 415 364 538 334 353
Hroad money 871 923 7 1,275 1,540 1,863
Domestic credit 479 647 745 1,062 1,447 2,023
Velocity (level) 4.1 4.0 42 18 34 1.1
(In millions of 1.5, dollars, unless otherwise indicated)
Balance of payments

Tatal exports (GNFS) 2,929 3,174 2914 3271 3,403 3908
Tuatal imperts (GNFS}) -3,348 3947 3805 -3,8RB6 4,259 -4.833
Cutrent account balance -287 -595 654 493 =735 -659
(ie percent of GDP) -6.1 -10.6 9.7 -6.9 -9.6 -1.8

OMificial reserves (in ronths of imports
of goods and nonfzctor services) 5 29 9 2.6 30 9
Exchange rate, lats per USS, pericd average 058l 0590 0585 0607 0628 0418

Sourves: Latvian authorities and Fund staff estimates.

1/ Privatization receipts treated ss financing; through 1999, the presentation varies from thas of the State Treasury. In addition, expenditures
in this table have been adjusted to reflect spending of privatization receipts outside the budget.



EXECUTIVE SUMMARY

~Latvia is reaping the benefits of a successful decade of transition. Real per capita GDP
now stands more than 50 percent above its 1995 level, while inflation has remained at or
below 3 percent since 1998. Political and institutional reform and the transition to a market
economy have garnered Latvia invitations to join the EU and NATO. However, recent fiscal
developments raise concerns about the direction of Latvia’s economic policy, and the
government that took office in November 2002 faces several key economic challenges.

Following remarkably strong economic activity in 2000-01, growth moderated in 2002
to 6 percent, while inflation dipped to 1% percent. The underlying external position
deteriorated—the decline of the reported current account deficit to 7.8 percent of GDP
reflected improved statistical coverage—although exporters demonstrated resiliency in the
face of slow growth in western Europe by finding new markets. Inflows of FDI remained
high, helping to bold external debt to moderate levels. The fiscal deficit rose sharply toward
end-year, reaching 2.7 percent of GDP for the year as a whole—1 percentage point above the
target under the authorities’ program. Related to the fiscal loosening, end-year monetary
targets were also exceeded. The growth of credit to the private sector moderated somewhat,
but its composition shifted away from enterprise borrowing and toward household credit.
Key indicators suggest that banks remain well-capitalized, profitable, and liquid.

While Latvia is poised to sustain annual growth rates of 6 percent over the medium-
term, the current account deficit—although projected to decline somewhat——remains
the main risk to the Latvian economy. In 2003, continued strong domestic demand would
help generate growth of some 5% percent despite projections of a tepid recovery in western
Europe, and inflation would remain low. The 2003 budget envisions that the fiscal deficit
would widen to 3.2 percent of GDP—partly reflecting reductions in the corporate income tax
and social tax rates—significantly higher than that advised by staff. Such a further fiscal
loosening would put Latvia in a more difficult position from which to meet future spending
needs relating to EU and NATQ accession and other prionities, while likely exacerbating the
current account deficit. The authorities’ monetary policy in 2003 aims to support the
exchange rate peg.

Sustaining high growth in the medium-term will depend on a continued stable economic
environment—especially fiscal policy—and high productivity growth. Ambitious
implementation of the structural reform agenda would underlie productivity gains and would
focus on the drive to reduce corruption, the privatization of remaining state enterprises, and
completing the deregulation of the energy and telecommunications markets—while
matntaining the efficiency and flexibility of Latvia’s labor market. The authorities would also
need to monitor and be ready to address potential vulnerabilities in the financial sector.

This report takes stock of Latvia’s decade of economic transition and IMF membership.
This pericd has included seven IMF Stand-By Arrangements, which the Latvian authorities

have treated as precautionary since the mid-1990s.



I. A DECADE OF TRANSITION

1. Latvia is reaping the benefits of a successful decade of transition. Despite a
difficult early economic environment and the initial sharp contraction in output, the policy
path on which Latvia embarked in the early 1990s—for which the authorities partly credit the
Fund’s early, active, and persistent involvement—created the stable economic environment
critical to structural reform and the revival of economic growth driven by private sector
activity. Growth averaged 5% percent over the last seven years, and real per capita GDP now
stands more than 50 percent above its 1995 level. Inflation has remained at or below

3 percent since 1998. The exchange rate peg to the SDR adopted in 1994—underpinned by
sound fiscal and monetary policies—has been key to this success.

2. Concomitant political, institutional, and structural reforms have enabled Latvia
to transition quickly to a market economy and to garner invitations to join the EU and
NATO—Key priorities of successive governments over the past decade. The stable
macroeconomic environment, together with the establishment of a modern market economy,
have helped attract large inflows of foreign direct investment (FDI), which in turn helped
finance Latvia’s persistent current account deficit. This deficit is both a sign of Latvia’s
transition process and its key vulnerability.

3. Recent fiscal policy developments raise warning flags. The modest pace of fiscal
consolidation in 2001-—given that the economy grew by nearly 8 percent—gave way to a
reversal in 2002, when the deficit target of 1.8 percent of GDP under Latvia’s Fund-
supported program was exceeded by 1 percentage point. This fiscal weakening contributed to
an underlying deterioration in Latvia’s external position and leaves Latvia in a more difficult
position from which to meet the significant fiscal costs that must be borne to gain the large
benefits of EU and NATO membership. The 2003 budget law, which envisions a deficit of
about 3 percent of GDP, continues the trend of fiscal weakening at an inopportune time, as
domestic demand remains strong and Latvia will soon become subject to the constraints
under the Maastricht criterta and the provisions under the Stability and Growth Pact (SGP).
In addition to securing macroeconomic stability, the authorities must stand ready to maintain
the structural reform momentum and address potential valnerabilities in the financial sector.

II. RECENT ECONOMIC DEVELOPMENTS

4, Following remarkably strong economic activity in 2000 and 2001, growth
moderated in 2002 to 6.1 percent, reflecting a return to the trend growth rate.
Weakening external demand and a decrease from the very high investment rate of 2001
contributed to this slowdown, partly offset by rapid consumption growth. Sectors such as
retail trade have been particularly strong, to some extent reflecting the rapid expansion of
consumer credit. The 2002 inflation rate of 1.4 percent was well below the authorities’

3 percent objective, while unemployment fell from 12.8 percent at end-2001 to 11.6 percent
at end-2002 (ILO definition).



Selecied Ecoromic and Financial Indicators, 2006-03

2000 2001 1092 003
M @ Q1 Q4 Year Proj.

Real Secior
Nominal GOF (millicna of lats) 4048 4813 LL67 1276 1,318 1,431 5195 5,645
Real GDP {annual prowth) 1/ 6.2 9 3.7 49 T4 B3 6.1 55
Unemploy e {] definition, end of period) 46 128 13.7 13.3 108 Il.6 1S
Registernd unemployment rate (end of peried) 78 17 L. T - B T '
Consamer price index (#nd-period annusl change) 1.5 32 z ne 10 14 L4 30
Real wages (period aversge, adnval change} 3 46 T4 56 19 64

General government (in percent of GDP)
Revenu 373 353 73 ITE 4R ME M) 5.9
Expenditure and oet landing 406 3735 376 38 365 427 333 k]
Fiscal balance -2 a2z 03 00 -1F 8 Ay 3.2
Gross govemment debt 2/ 131 130 44 148 147 146 146

Exiemnail seetor
Cwerent acel, {ims], ofTeiul transfers, percent of GDP) 3/ €9 96 -4 -84 B3 108 78 1.3
Real cifective exchange rate index 4/ SB9  97.0 960 930 535 %8 9B
Intestational yeserven {in months of mporis) 25 30 16 7 249 29 29 EN
Exchange rate {lats per $US; pa) 0,607 0628 D440 0627 0504 0602 D6IE

Money and credit {end-of-period, changs in percant)
Raserve motey 77 88 168 134 139 224 224 0.0
1] i eredit {) g0 1] 367 504 4531 420 437 365 3165 173
Broad money 7y i 2.8 2.1 187 209 N9 120

Sources: Latvien anthoritizs and Furdd siaff estimates and projections.

1/ The rebasing of pational accounts data from 1995 ta 2000 was recently completed. Most importantly, GOF growth
in 1999 was raized from 1.1 percent to 2.8 percent.

2/ Exchuding g 4 debL

3 The data of 20020M is exvimated on the basis of preliminary monthly data.

A/ CPl-based (e.0.p,, 2000 average=100).

5, Latvia’s underlying

external position deteriorated in Balance of Payments, 1998-2002
2002, While the current account (Perceat of GDF)

deficit fell by 2 percentage points
(Table 2), this reflected the impact
of improved statistical coverage
that helped raise private transfers
from 0.7 to 2.7 percent of GDP and
captured previously unrecorded
textile exports equivalent to

0.7 percent of GDP.! Strong export Mar fun Sep Dee Mar Fun Sep Dec Mar Jun Sep Dec Mar Jun Sep Dec Mar Jon Sep Dec
- . 1998 1999 2000 2001 002

growt_h in foodstuffs, ﬁlrmtu._lre, and - Service Account Trade defici

machinery that re-emerged in the D Income and fransfers  —- Curvent Acoount

third quarter, particularly to Russia, Source: Bank of Latvia.

Lithuania, and the Scandinavian

countries, helped offset continued strong import growth. The redirection of Russian oil

exports away from Latvia’s Ventspils oil terminal led to a dramatic decline in transport

receipts, which roughly offset strength in other service sectors. The accompanying staff

! See section ITI. G and Appendix IIL.



background study on “Competitiveness in the Baltics in the Run-Up to EU Accesston” does
not point to competitiveness as a key factor explaining Latvia’s external position (Box 1).

6. Strong FDI inflows have helped
to keep debt indicators at moderate
levels. Net FDI covered three-fifths of
the current account deficit in 2002, The
reserves to short-term debt ratio
stabilized at around 0.34 in 2002, and
excluding nonresident deposits (which
account for much of Latvia’s short-term
debt) it remained above the benchmark
level of 1.0.% Latvia’s Eurobond spreads
are well below those of typical emerging
markets and key ratings agencies
upgraded Latvia in the second half of
2002.

150
123
100

Yield of Latvia's Eurobonds aver Comparable German
Govermnment Bonds, 2001-03 1/
(Basis points)

I \M\

509 -- - Latvia, 3004, Euro, AYBRE+ W
25 — Latvia, 2008, Furo, AZ/BBB+
2000 Apr  Jul Ot 202 Apr Jul Qo 2003
Jan Jan Jan
Source: DataStream.

i/ The difference between yields to final daie, data type RYFL, as defined in DateStream,

five days moving avernge.

Indicators of External Debt and Vulnerability, 1999-2602
1999 2000 2001 2002
Qi Q Qa3 Q4
Gross external debt (in millions of U.S. dollars) 3,821 4,714 5,370 517 6,092 6376
(in percent of GDF) 573 657 727 43 777 785
of which:
Public sector external debt (in millions of LS. dollars) 703 706 159 854 875 o4
(in percent of GDF) 10.6 2.8 11.2 11.1 1.2 11.4
Short-term external debt (in millions of U.B. dollars} L/ 2,344 2,518 3,341 3,503 3,675 3,880
{in percent of GLP) 352 393 41.6 455 46.8 47.8
of which:
MNonresident deposits 1,240 1,824 2,367 2,434 2,537 2,726
{in percent of GDP) 186 254 296 316 3231 336
Net external debt (in millions of U.5, dollars} 764.7 10089 1,523.1 1,492 1,631 1,795
(in pereent of GDP) 11.5 14.1 19.9 15.4 208 2.1 .-
Grosg efficiat reserves (in millions of U8, dollars) 944 any 1,218 1,204 1225 1,309 1,327
{ratic to short-term debt) 0.40 0.33 0.36 0.34 0.33 0.34 v
(ratio to shore-term debt less non-resident deposits) .86 .93 113 1L.13 1.0B 1.13 v
(ratic to teserve MAney) 1.05 0.99 [.26 1.22 Ll .21 1.05
Bond market indicators
Foreign cutrency long-term debt rating 2/ 3/ BHE HEB BBB BBH BEB BBB+ BEB+
Spread of benchmark bond (basis poins) 4/ 184 94 68 ¥l 79 77 41
Sources: Latvien Authorities, Datastream, Standard & Poor's.
1/ Remaining maturity basis.
2/ Standard & Poor's. In Angust, Latvia was upgraded from BBB to BBB+,
3/ In Movemnber, Moody's raised Latvia's rating by three grades, from Bea2 to A2,
4f End-of-periad spread of Eurobond manering in 2004,

2 See Annex I and SM/01/366, Box 5.




Box 1. External Competitiveness

The issue of whether Latvia’s large and persistent current account deficits reflect weak external
competitiveness, an overvalued exchange rate, or other factors is being closely examined as Latvia
approaches EU accession and participation in ERM II, which will require the choice of a central parity vis-
a-vis the euro, Based on a review of indicators contained in the staff background study, Latvia appears to

have maintained its competitiveness;

» Real Effective Exchange Rate (REER):
After appreciating in the mid- and late-
1990s, various REER measures have leveled
oft or depreciated since 2000, reflecting the
strengthening of the euro against the dollar.
The REER based on unit labor costs, the
measure perhaps most closely assoclated
with competitiveness, was 3% percent lower
in mid-2002 than the average of 2000,

Export Performance: Latvia has expanded
the share of its exports in the BU market by
16 percent since the Russian crisis. Exports
rebounded strongly in the second half of
2002, notwithstanding the low growth in
western Europe.

Productivity Growth: GDP per capita and
per warker growth rates averaged

6.9 percent and 6.1 percent from 1994—
2001, mare than double the EUJ average, and
tradables sector productivity has outpaced
that of nontraded goods, allowing for real
appreciation without a loss of
competitiveness. Productivity has outpaced
real wage growth, and dollar-based umit
labor costs declined, aided by flexible labor
markets (Box 3, EBS/01/44). Overall, labor
costs in Latvia remain well below the
average of EU accession countries.

|

80 |

5
0

2000 Jan

Real and Nominal Effective Exchange Rates, 2000-02
{Average 2000 = 100}

...........

——REER, most important trading parmers
- =+ NEER, most iy 1 trad partners
——REER against!gussia g

Jul 2001 Jan Jal Jul
Sonunce: Fond staff estimates.
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120

110
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Real Effective Exchange Rate Indicators: 2000-02
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Source: Fund staff estimates.
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Fiscal Developments, 2000-02 Meonthly Fiscal Developments
W Tax revenus CTINDNHaz revenuas ant pmnls [
X Caphtal spanding e Soctsl fund wepandifures {In millions 0flats)
2,500 1 mwCther cumeni spanding 4 280 -100
20p0 1 —Flscal defch righi scala) ‘

000 - k| 260 A T80
1,300 M4 HRev {
1,000 2 caues Balaces, including net - 60

E o0 1 & 2294 B Expenditures lending (right scule) !
E g 200 40
| 0 D 2
5 .s00 180 1 y
A -1
-1,000 2§ 160 o
1,500 Me sl ol iR N ¢
3 170 L BN SR cB G .
4

Ot Dec Feb  Apr Jun  Awg Oct Bet
2000 2001 2002 {pgrm} 2002 (erz}) 2041 2001 2002
Source: Latvian authorities.

Source: Latvien aathorities and Fund sty i estimates.

7. Despite strong economic growth, the general government fiscal deficit rose to
LVL 139 million (2.7 percent of GDP) in 2002, well above the 1.8 percent target under
the SBA (Tables 1a and 3). The ontcome slightly exceeded the deficit ceiling in the

original 2002 budget law, but was below the ceiling of 3 percent of GDP under the
supplementary budget adopted by the outgoing parliament in November.? * This largely
reversed the fiscal consolidation achieved in 2001 (Box 2). Moreover, fiscal developments
within the year were quite uneven. The deficit for the first nine months of 2002 had been held
to just LVL 27 million (0.7 percent of GDP), easily meeting the September performance
criterion, but a surge in central government spending was recorded as the fiscal year closed in
December. Most of this surge reflected the supplementary budget and other actions initiated
under the previous government. By shifting expenditure authorizations from areas where they
were unlikely to be fully used (e.g., capital spending), it appears to have raised the actual
deficit outcome by about 0.6 percent of GDP. Line ministries were well-prepared to execute
the new authorizations in December, accounting for most of the late-year spending surge.
Additional factors driving the deficit in December were the City of Riga (0.3 percent of
GDP) and advance payments of pensions (0.1 percent of GDP). But also the new
government, although hampered by weaknesses in expenditure monitoring and control, may

3 The deficit outcome reflects the treatment of UMTS telecom license receipts (0.2 percent of
GDP) as financing rather than revenues. It excludes spending of privatization receipts
equivalent to 0.3 percent of GDP that was mandated by Cabinet decrees, effected through the
Latvian Privatization Agency (LPA), and did rof pass through the Treasury. The 2002 fiscal
deficit including such spending was LVL 153 million (2.9 percent of GDP).

* The supplementary budget also brought spending of privatization receipts based on Cabinet
decrees that did pass through the Treasury into the budget; slightly increased the local
government borrowing limit; and authorized additional loan guarantees, some of which the
new government has declined to bring into force.
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have missed opportunities to curtail 2002 spending (such as the unusually high wages paid in
December) as it focused its attention on the 2003 budget.’

Box 2. Revised 2001 Fiscal Deficit Qutcome and Misreporting Considerations

In completing the first and second reviews under the SBA in July 2002 (EBS/02/118), the Executive Board
granted Latvia a waiver of nonobservance with respect to the December 2001 fiscal deficit performance
criterion. However, the information available to the Board at that time, which served as the basis for the waiver,

was eIToncous.

The Latvian authorities informed the January 2003 mission that their December 2001 Treasury Report had
improperly classified local government privatization receipts as revenue rather than financing. The impact of
this one-time deviation from usual practice and from requirements under Latvia’s SBA was an underreporting
of the 2001 fiscal deficit by LVL 11.5 million {0.2 percent of GDP).

According to LEG, this reporting of inaccurate information by Latvia did not give rise to a breach of its
obligations under Article VIII(5) of the Fund’s Articles of Agreement, because Latvia, in the context of its
regular GFS submission to the Fund’s Statistics Department, had submitted accurate data to the Fund two weeks
prior to the July 12, 2002 Board meeting. However, while the GFS data were accurate, the GFS format and
presentation do not allow effective monitoring of the program. In addition, the Latvian authorities did not
indicate at the time that data revisions had taken place. The Fund’s misreporting guidelines did not apply
because Latvia did not make any purchases under its SBA.

The results in Latvia's official audited reports reflect the necessary corrections and the staff has revised its
figures accordingly.

8. The government did not encounter any problems in financing the larger-than-
anticipated deficit in late 2002. This was largely achieved by drawing down the ample
stock of deposits. Such deposits were replenished in February and March 2003 by Latvia’s
initial issues of 10-year bonds, which proved extremely popular.

9. Tax revenues performed broadly as expected in 2002, with a shortfall in VAT
receipts being offset by strong corporate income, persenal income, and social tax
receipts. Dividends and other payments from state enterprises and the ¢entral bank
contributed to strong non-tax revenues, while surpluses of 0.3 percent of GDP emerged on
EU grant balances, holding down the fiscal deficit. The wage bill rose by ¥ percent of GDP,
reflecting the multi-year program of teacher salary increases, vacation pay requirements
under the new Labor Law (some of which have since been reversed), and end-year wage
bonuses. The performance of the Social Fund—with a modest surplus—was a positive

development.

® During the December 2002 discussions, the authorities were confident of meeting their
program target of 1.8 percent of GDP.
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10.  Local government deficits amounted to LVL 33 million (0.6 percent of GDP),
exceeding the LVL 15 million limit under the budget law. Amendments to the Law on
Local Government Budgets that took effect in November 2002 have not strengthened control
over local government fiscal deficits. Riga financed its annual deficit of 0.5 percent of GDP
outside the local government borrowing framework by borrowing from commercial banks

and municipal enterprises.

11.  The outgoing government—in contrast to intentions under the SBA—continued
to issue decrees authorizing spending of privatization receipts outside the budget
framework, particularly following the election. It also approved a third company for
corporate income tax exemptions under provisions for large-scale investments. On the more
positive side, the authorities met the outstanding structural benchmarks under the SBA

(Table 1b).

12.  Monetary policy during
the first three quarters of 2002 One-Month Interest Spread RIGIBOR-SDR, 1999-2003
remained on track (Tables 1a {percentage points)

and Table 4). Nonetheless, a
loosening toward end-year
(reflecting unexpectedly large
government spending) caused the
nonobservance of the end-
December targets. BoL foreign
reserves remained at an adequate
level, and no pressure was
observed in the foreign exchange

market. The LVL/SDR short- Jan Im Nov Apr Sep Feb Jul Dec May Oct Mar
1999 1698 1999 2000 2000 2001 2001 2001 2002 2002 2003
term money market rate spread Source: Latvien authorities and Fund stafF estimates,

narrowed somewhat, reflecting
ample bank liquidity for the better part of the year.

13.  The BoL made active use of its short-term foreign exchange swap facility. This
was done in response to difficulties in commercial banks’ liquidity management in August
and in an effort to meet end-year program targets, which, however, could not compensate for
the impact of the fiscal loosening. On both occasions, such swaps rose significantly (to about
$115 million and $149 million, respectively), which is well in excess of the $40 million staff
considered appropriate for monetary fine-tuning purposes.® To encourage borrowing in lats,
the BoL reduced rates on its standing facilities by }2 percentage point in September; however,
this move took place at a time of strong domestic demand and rapid credit growth.

¢ See SM/01/366.
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NFA and Foreign Exchange Swaps, 2000-03

{in millions of U.S. dollars)

Money and Credit, 1999-2012
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14,  After abating earlier in the year, private sector credit growth reached 37 percent

in 2002, compared to S0 percent

in 2001.” While overall credit growth
was broad based, a doubling of
household mortgage lending
accounted for a quarter of private
credit growth, and total household
credit rose 80 percent. Enterprise loans
grew a more modest 27 percent,
compared to 50 percent in 2001. With
domestic funding opportunities
limited, some banks turned
increasingly to credit lines from
foreign parents and (more recently)
nonresident deposits for financing.

Contribution to Credit Growth in 2002 1/

Other, £.5%~
Trade, 3.9%
Consaumer loans, Transpart and
1.2% — communication,
pii)

Haouschoid real
estate, §,3%

Utilities, 2.3%

intermediaticn,

Orther services,
33% 4.2%

Source: Bank of Lalvia.
1/ Percentage contributions sum up 10 36.3 percend, total credit growih in 2002,

15.  Key indicators suggest that banks currently are well-capitalized, profitable, and
liquid. The acquisition of the Riga Stock Exchange by the Helsinki Stock Exchange in
August 2002 portends a more efficient market infrastructure and better visibility for Latvian
companies, although stock market capitalization and turnover remain small (see the staff
background paper on “Capital Markets and Financial Intermediation in the Baltic States™).

7 Excluding the impact of a December 2001 restructuring operation related to a leasing
company, credit growth was 40 percent in 2001 (EBS/02/118).



-14 -

Selected Financial Sector Indicators, 1999-2002
(In percent, unless otherwise indicated)

1999 2000 2001 2002
Q1 Q2_@ Q4

Capital adequacy—risk-weighted average 1/ 164 143 142 149 142 140 13}
Liquidity ratio 2/ 429 442 320 333 312 I0R 398
Liguidiry ratic (FCMC Definition) 3/ 641 664 455 660 649 616 621
Assct quality

Nonperforming loans/total loans 6.2 46 28 2.8 26 2.3 20

Loan-loss provisioning/gross loans 4.2 29 1.7 1.2 1.7 1.7 135

Loan-loss provisioning/nanperforming loans 879 819 BLS BlLe B30 920 955
Profitability

Return on equity 11.2 184 15.0 153 145 156 164

Return on assets 1.0 1.6 1.5 1.4 1.3 14 1.5

Income from fees/total income 235 262 231 233 240 246 246
Loans and deposits

Loans/deposits 659 583 703 87B 6B9 M6 692

Loans/toral assets 434 403 473 470 479 482 48

Nonresident deposits as a share of tota] deposits 478 519 518 522 498 523 343
Memorandumn [tems

Credit 10 nongovernment/GDP 4/ 158 196 262 310 300 319 326

Stock market index, level 5/

DIRSE &/ 87.8 1392 2004 1730 1729 1705 161.1
RICT 170.8 1741 1626 1887 2096 2044 2071
Stock market capitalization/GDP 4/ 5.4 78 84 7.9 E.6 B0 7.3
Stock market wmnover/GDP 4/ 07 117 103 1.9 20 1.3 0.7

Source: Bank of Latvia and Financial and Capital Market Cammission,

1/ Year-end data is based on andited financia! statements.

2f (Cash + claims on the central bank + claims on other credit institutions + fixed-income government bonds

- liabilities to the central bank - liabilities to other credit institutions) / deposits,

3/ Liguid assets [vault cash + cluims on the Bank of Latvia + claims on credit institutions + liquid securities]
feurrent labilities (with residual matarity up to 30 days) [liabilitics te credit institutions + deposits

+ liabilities for issued debt securities + cash in transit +other current liabilities + off-balance sheet liabilities).
4/ GDP is calculated using annualized quarterly data.

5/ End of periad data. Unlike the RICI index, the DIRSE index is capitalization weighted.

6/ A rise in the capitalization-weighted DIRSE index in 2001 was primarily due to the privatization of Latvijas
(Gaze through the stock exchange.

III. REPORT ON THE DISCUSSIONS
A, Retrospection

16. Present and former Latvian authorities assessed positively past Latvia-Fund
cooperation, both under surveillance and the seven Stand-By Arrangements
undertaken since Latvia joined the Fund in 1992.° They stressed the crucial role of the
Fund and its resident representatives in pointing toward a proper policy course and in

% Latvia has been cited as an example of highly effective prolonged Fund support (IMF 1EO,
“Evaluation of Prolonged Use of IMF Resources: IMF Staff Response,” 2002).
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building capacity in the early transition years, and in providing vital technicai assistance,
notably during Latvia’s 1995 banking crisis. The quality of the policy dialogue with the Fund
was viewed as consistently high, and the few disagreements that arose were related to
isolated issues (e.g., the use of long-term foreign exchange swaps) and dealt with in a
constructive way. The authorities also stressed that the close cooperation with the Fund
helped them to develop macroeconomic policies in a consistent framework and to establish a
dialogue between the various policy makers.

17. The authorities felt the Fund could have done more to warn about the risks that
external borrowing from official sources in the early transition years could overwhelm
the capacity for its effective and well-governed use. Some, who saw high credit growth
and current account deficits as signs of an advanced transition, felt that the framework for
Fund advice had sometimes been rigid. With respect to the stand-by arrangements, which
they had treated as precautionary since 1995, the authorities, in hindsight, would have liked
more flexibility in program design—for example, by introducing elements of averaging in
defining monetary targets, which in the staff’s view could have been accommodated. The
authorities stressed that the Fund-supported programs helped them to maintain discipline in
policy making and to stay on course in difficult times. They also reiterated that they
understood the reasons behind the occasional delays in the completion of program reviews.

B. Focus of the 2003 Article IV Discussions

18. Discussions focused on areas of core Fund surveillance, such as external
sustainability and vulnerabilities to balance of payments or currency crises, and on
issues relevant t¢ macroeconomic stability. The staff’s background paper on
competitiveness and its assessment of exfernal sustainability (see Annex I) guided
discussions in these areas. Other main issue areas included: (i) prospects for and factors
determining growth; (ii) the 2003 budget law, the medium-term fiscal stance, and tax policy;
(iii) the monetary framework and exchange rate regime in the run-up to EU and EMU
accession; and (iv) potential financial sector vulnerabilities stemming from rapid credit
growth and nonresident deposits.

C. Recent Achievements and Main Challenges

19.  Two key factors helped Latvia sustain high growth and low inflation in 2002
despite adverse developments in western Europe and the risks of contagion associated
with crises in other emerging markets. Foremost, a flexible economy enabled the rapid
reorientation of exports, beginning mid-2002, following an initial lapse. In addition, the
positive economic outlook reflecting Latvia’s generally favorable macroeconomic policy
record contributed to high investment activity, underpinning much of the recent growth.

20.  Latvia faces several medium-term policy challenges if it is to sustain its high
growth rates. Foremost, as the private saving-investment imbalance is expected to remain
large, containing the persistent external current account deficit requires redoubling efforts to
return to a path of fiscal consolidation—a need that is reinforced by the upcoming costs
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associated with EU and NATO accession. Strengthening the medium-term fiscal position will
also help to promote private sector activity and avoid the risk of a possibly pro-cyclical fiscal
consolidation to meet, within a short period, the Maastricht and SGP criteria. Moving toward
a balanced budget over the medium term will require progress in implementing medium-term
budget planning, enhancing expenditure monitoring and control systems, and controlling
local government finances. On a positive note, the staff’s fiscal and external sustainability
analyses indicate no significant concerns regarding fiscal or external sustainability at this
time; this largely reflects Latvia’s low to moderate debt levels (Annexes I and II).

21.  In addition, scrutinizing financial sector developments for signs of excesses that
sometimes accompany rapid growth is critical. The authorities must closely monitor the
economy for indicators such as rapid growth of asset prices (for example, in housing) and
exchange rate exposure of househoids and enterprises, and be prepared to respond promptly
and aggressively in their supervision of financial institutions. This, together with an
appropriate fiscal adjustment, will help maintain confidence.

22, Achieving the productivity improvements that must drive Latvia’s medium-term
growth cannot rest on macroeconomic stability alone. This will also depend on reducing
corruption, deepening structural reforms, attracting FDI, and hamessing the advantages
asscciated with EU accession. If these prerequisites are met, Latvia can be expected to
sustain an annual GDP growth rate of 52 to 6 percent in the medium term, based on
international experience and the key features of the Latvian economy. Continued productivity
growth will be the key in this regard, aided by capital deepening and human capital
accumulation (Annex IIT}.

23.  Despite recent improvements, unemployment remains high. This obduracy mainly
reflects factors such as regional immobility and a mismatch of skills, as Latvia’s labor market
institutions and policies are reasonably flexible (SM/01/169). Though the government is
piloting some labor market measures, it could focus more actively on the fundamental causes
of unemployment and on its economic and social consequences, while avoiding potentially
costly and counterproductive activist labor market policies. In this respect, the joint Latvian-
European Commission assessment completed in February 2003 is a welcome step to identify
priorities,” while a forthcoming World Bank study will provide further analysis and propose
concrete policy measures.

24.  The key economic policy challenge for 2003 is to avoeid a pro-cyclical fiscal
stimulus that could overheat domestic demand, cause an undesired real appreciation of
the lats, and exacerbate the current account deficit, The staff projects continued strong

? The assessment emphasized, among other things, the need to raise skills and qualification
levels; keep wage growth in line with increases in productivity; examine the unemployment
benefit system to identify possible disincentives; and improve the targeting of active labor
market programs.
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private domestic demand underpinning growth of 5% percent, along with a gradual reduction
of the current account deficit. Most of the current account deficit would continue to be
financed by FDI, although the role of other financing would increase (Box 3). However,
there are significant downside risks associated with this scenario, as it hinges on (i) a
recovery in oil transit, and (ii) a recovery in Germany and other export partners and an
absence of significant turmoil in global markets.'® So long as domestic demand remains
buoyant, the balance of risks favors a more cautious fiscal policy.

Box 3. Foreign Direct Investment

Backed by a stable economy, low to moderate
taxes and a liberal trade and capital account
regime, Latvia has raised its FDI stock from 9 to
29 percent of GDP since 1993. FDI inflows have
been diversified across sectors and averaged

4,7 percent of GDP since the Russia crigis—
exceeded among EU accession countrigs only by
the Czech Republic (8.4 percent) and Estonia
{6.1 percent}—even though privatization has not
been a major factor recently. FDI has spurred
growth by raising investment levels, fostering
technology transfer and financial market
deepening, and helping to develop Latvia’s export
potential.

However, FDI flows—particularly reinvested
eamings and loans from parent companies—can
be volatile. This volatility was highlighted

in 2001 when a foreign-owned bank consolidated
its banking and leasing operations in Latvia,
requiring a large loan repayment to the foreign
parent. The corresponding outflow of 1.9 percent
of GDP resulted in a 23 percentage point drop of
the FDI coverage of the current account deficit.

Maintaining steady FDI inflows is a key
challenge for Latvia. Both export and domestic-
oriented industries have attracted FDI in the past,
but recently FDI has tilted toward the
nontradeables sector. With few large-scale
privatizations remaining, attracting new

Foreign Direct investment by Sectar, 1998-2002
{ ond of paxiod stocks, in percent of jotal)
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A

investment—particularly in areas that will enhance Latvia’s export capacity and help to improve Lafvia’s large

trade imbalances-—takes on increased importance.

10 Changes in oil transit fees, which depend partly on oil prices, have typically offset other
impacts of oil prices on Latvia’s balance of payments, Should the role of oil transport be
reduced, Latvia’s balance of payments will become more sensitive to oil price changes.
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D. Medium-Term Economic Strategy

Fiscal Policy and EU Accession

25.  The new government reaffirmed Latvia’s commitment to 28 medium-term
balanced budget objective,11 but was not yet able to elaborate a pace of fiscal
consolidation. The authorities’ fiscal strategy concentrated on sustained improvements in
revenue collection and significant adjustments to inefficient or low-priority expenditures,
which they felt would pay off considerably in the coming years; however, they recognized
that identifying and cutting low-priority spending would be a lengthy and contentious
process. The authorities had not yet developed a tax policy strategy, but some officials were
inclined toward further reducing the corporate tax rate and relaxing eligibility for corporate
tax incentives. Expenditure priorities included EU and NATO accession, as well as public
sector wages (particularly where low pay could foster corruption) and fulfilling the remaining
schedule of teacher salary increases.'® The authorities felt that their fiscal strategy could be
accommodated while still moving toward a balanced fiscal position, but saw little scope for
substantial deficit reduction in 200304 because of spending associated with EU and NATO
accession and the scheduled tax rate reductions.

26.  The staff argued that fiscal consolidation was critical under the current
circumstances of high growth and persistent, large current account deficits. In the staff’s
view, tax rate reductions should be delayed until Latvia’s fiscal performance had improved—
at which time reducing payroll taxes warranted higher priority than reducing corporate taxes,
which were already comparatively low. Staff also cautioned against relying too heavily on
projected gains from tax efficiency improvements or reducing wasteful spending.

27.  The completion of EU accession negotiations had brought into focus the expected
financial flows between Latvia and the EU for 200406 (Box 4). Flows will depend on
Latvia’s ability to implement related projects and other factors. The staff urged the
authorities to develop their medium-term budget planning framework, which could anchor
expectations by helping the government to credibly commit to its desired medium-term path
of fiscal aggregates and would provide improved budget discipline.

28, The authorities and staff continued to see a2 need to place local government
financing on a more solid basis. Budget officials from Riga, which had accounted for most
of the overall local government deficits, were optimistic that its fiscal deficits would decline
after 2003, as a period of intense public investment wound down. Some of this decline,
however, would result from shifting investment expenditure to municipal enterprises and the

! See “The Baltic Countries: Medium-Term Fiscal Issues Related to EU and NATO
Accession”, IMF Occasional Paper 213.

12 Some counterparts also foresaw a rather spectacular increase in health care spending as
part of a health care system overhaul.
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Box 4: EU Accession and Latvia’s Medium-Term Fiscal Position

The agreement reached in December 2002 at the Copenhagen summit and other recent information provide a
clearer sense of the expected financial flows between the EU and Latvia for 200406 (for background, see also
IMF Occasional Paper 213). Pre-accession grants from the EU (Phare, ISPA and SAPARD)—which in the past
have fallen short of projections, mainly due te capacity constraints within Latvia-—are expected to peak in 2003
at 1.5 percent of GDP. Inflows of post-accession instruments would begin upon accession in May 2004 and rise
to 3 to 4 percent of GDP, while special budget support would be 4 percent of GDP in 2004 and about

0.3 percent of GDP in 2005—06. Upon accession, annual contributions to the EU budget would be equivalent to
about 1% percent of GDP. Although the staff projects the net cash flow into Latvia to rise to about 3% percent
of GDP in 2006, spending associated with EU grant programs--—most of which are subject to ¢co-financing
requirements—would rize to about 5% percent of GDP. Under existing EU rules, Latviz would need to make
advance payments for agriculture in 2004; moreover, it may choose te “top up” EU farm subsidies for the first

few years of EU membership, until it

is eligible for full CAP support. Latvia: Fiscal Impact of EU Accession
(Percent of GDP, unless otherwise indicated}
While the staff foresees large benefits 2002 2003 2004 2005 2006
for Latvia of the EU grant programs
and of EUJ accession more generally, jGrants - 05 15 30 43 45
accession will be accompanied by Budget support W 050303
tive fiscal impact. Indeed Pre-accession instruments 0.5 1.5 11 99 03
some neganve mpact. J Post-accession instruments 14 31 37
this has been a key point of the of which : Agricultwe 05 12 16
Fund’s earlier pelicy advice to Latvia,
. Contributions ta the EU budget 08 12 12
which stressed the need to reduce eninbusions fa B8 B
expenditures in non-priurity areas, Memo : Net cash flow with the EU .5 15 22 31 34
including in the social area, in EU-related expenditure 1/ 04 20 45 54 57
prepar.'fitlon for EU (ﬂl‘ld NATO) Spending of pre-accession grants 03 16 12 10 06
accession. In the event, however, Co-financing for pre-acoession grants 01 a4 04 DI 02
the 2002 outcome and the 2003 Spending of post-accession grants 19 31 37
budget law—both with deficits near gdvt;m"- E“Yr;“’“‘s for aﬂﬁ“‘fl“""m g-; o
3 percent of GDP—provide Latvia o-hinancing for post-accessian g A
with limited flexibility. Memoranda
General government revenue and grants 361 359 37.0 384 388
Based on the staff’s projections, a General government expenditures and net lending 388 390 40.0 403 40
CORN R T : H qfw: EU-related and contributions to EU budget 04 20 53 &5 6%
n in discretionary spendin
c.o ntractio f Ggli sh o pb g General government fiscal deficit 27 32 2% -19 - 13
(in terms o ares) may be Discretionary spending (L.VL miltions) 1351 1367 1408 1472 13594
needed in 200304 if Latviais to hold | piscretionary spending 2/ 260 242 228 209 207
the fiscal deficit below 3 percent of Discretionary spending {percent real growth) 2/ -8 00 16 52
GDP. With 6 percent real growth,
moderate fiscal consolidation ) . , o
. . Source: Latvian authorities and [IMF staff estimates and projections.
in 200506 would still allow for a prol
modest real increase in discretionary 1/ Excludes EU-related spending that is not supparted by EU transfers.,
spending in 20035, before greater 2/ Defined as total expenditure less EU-related spending, Social Fund expenditures,
pores i - : defense spending, and interest.
ﬂl:mbﬂltgy becomes posmbgl::em 2006. di

use of public-private partnership schemes, such as concessions, for financing infrastructure.
Staff urged the authorities to include realistic projections for local government deficits in
their fiscal planning and their budget development. Staff also proposed that the authorities
may want to consider allowing local governments to independently set (within limits) real
estate and personal income tax rates, which could make it more palatable to local
governments to agree to firmer control on their borrowing.
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Monetary and Financial Sector Policies: Maintaining the SDR Peg

29.  The exchange rate peg to the SDR has served Latvia well in maintaining low
inflation, supporting confidence, and creating an enabling framework for financial
sector activity. BoL officials concurred with the findings of the staff background study on
competitiveness, which supported their own research. They reiterated that the peg sends a
strong positive signal regarding the BoL’s policy stance, and that the SDR broadly reflects
the currency composition of Latvia’s trade.

30.  Staff supported the BoL’s intention to seek ERM II membership shortly after
EU accession and, ultimately, adopt the euro upon completion of the minimum two
vears under ERM II. This strategy implies an exit from the SDR peg, as the EU has
determined that pegs against anchors other than the euro are incompatible with ERM IL.
Entry into the ERM II would require agreement with EU authorities on a ceniral parity based
on an assessment of Latvia’s competitiveness and the sustainability of the framework.'® The
authorities indicated that they intend to unilaterally adopt a narrower band around the central
parity than the standard 15 percent band under ERM IL ™ The authorities and staff agreed
that the shift should be conducted in an orderly way, allowing sufficient time to: (i) adjust
reserve management and reserves composition, (ii) assess market participants’ foreign
exchange exposures, and (iii) minimize uncertainty through transparency. Finally, the staff
and authorities discussed Latvia’s ongoing program to align its monetary policy instruments
with those of the ECB, including the reduction of reserve requirements to the 2 percent ECB
rate by January 2004."

E. Macroeconomic Policies for 2003

The Fiscal Deficit and the Impact of Tax Policy Changes

31.  The staff urged the new government to ensure that its 2003 budget submission
fully reflected its priorities and policies, without a need to take recourse to a
supplementary budget later on. This was particularly important given that recent
experience highlighted the difficulties of implementing a budget significantly tighter than the
original budget law. The staff urged the new government to restore fiscal discipline, which
had been eroded by the political environment surrounding the elections and by the

13 The staff background study on competitiveness addresses these issues. It also provides an
estimate of the Balassa-Samuelson effect on inflation differentials against the euro area of up
to 0.7 percentage points, which bodes well for Latvia’s ability to meet the Maastricht
inflation criterion.

14 The current band under the SDR peg is + 1 percent.

'3 Reserve requirements were lowered from 35 percent to 3 percent effective January 24, 2003,
with an estimated liquidity impact of LVL 15-20 million.
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breakdown of expenditure control late in 2002. Against this background, staff supported the
authorities’ decision to revise the timetable for budget submission (which had allowed just
two months for a new government to finalize the budget), leading to Saeima approval in late-
February 2003.

32.  The 2003 budget law sets a general government deficit of LVL 178 million, or
3.2 percent of staff’s projected GDP (Table 3).'® The budget may reflect somewhat
cautious tax revenue projections; however, its assumption that local government deficits will
be contained to well below 2002 levels appears optimistic. Key officials have indicated their
dissatisfaction with the budgeted deficit; the government intends to propose a mid-year
tightening through a supplementary budget, but past experience suggests this will be
extremely difficult.

33.  The staff felt the general government fiscal deficit for 2003 should not exceed
1.8 percent of GDP. Strong private sector demand, expected to continue in 2003, and a
widening of the underlying current account deficit in 2002, favored withdrawing fiscal
stimulus. Moreover, the staff urged that the deficit in 2003—the final full year before EU
accession—be kept well below the Maastricht limit of 3 percent of GDP, leaving room to
accommodate higher EU-related spending beginning in 2004 while returning to the path of
fiscal consolidation. The staff stressed that implementation of the rate cuts for the corporate
income tax and the social tax as scheduled (from January 2003)—with a resulting revenue
loss of nearly 1 percent of GDP—would make the task of achieving an appropriate budget
difficult (Box 5). It urged that the tax cuts be postponed while the new government
formulates its own tax strategy. Most counterparts agreed that the scheduled tax reductions
would greatly complicate future fiscal consolidation. Others argued that the reductions would
stimulate investment and boost compliance, with little revenue loss; they hoped to further
reduce the corporate tax rate to below 15 percent. In the event, the corporate and social tax
rate reductions took effect in January 2003; the authorities intend to consider other staff
recommendations later in 2003.

34, The government and the BoL shared the staff’s macroeconomic assessment.
Nonetheless, government leaders resisted delaying the tax cuts, citing among the factors their
desire to demonstrate stability in economic policy. The new government reversed certain
spending initiatives of the previous government, including the postponement to 2004 of a
civil service pay reform plan that would have cost 0.4 percent of GDP in 2003. On the other
hand, the government attached a high priority to wage increases in areas such as law
enforcement, where inadequate wages were perceived to foster corruption. Staff expressed
concerns over the rapidly increasing wage bill, which would complicate fiscal consolidation.
The authorities aiso decided to raise the monthly minimum wage from LVL 60 to LVL 70;
they felt this step would have a neutral or slightly positive impact on the fiscal balance,
estimating that additional revenues from an “enforcement effect” (legitimizing existing
under-the-table wage payments) would outweigh other effects. While initially skeptical, the

18 The authorities” GDP projection would imply a 3 percent deficit.
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staff agreed this could be achieved if other steps underway to improve tax administration and
enforcement received adequate attention. Nevertheless, staff stressed the need to move
carefully on the wage front both for fiscal reasons and to maintain Latvia’s competitiveness.

Box 5. Tax Policy Discussions

Tax changes scheduled under existing law threatened Latvia’s fiscal goals, prompting the staff to advise the
following;

» Repeal scheduled corperate tax rate reductions to 19 percent {2003} and 15 percent (2004), Staff stressed
Latvia's success in attracting investment under its existing regime, the expected revenue loss (0.3 percent of
GDP in 2003), and the divergence from the (25 percent) personal income tax (PIT) rate. Introducing a
withholding tax on dividends paid to resident individuals could substitute for a repeal of the rate reduction.

» Substitute a deduction for the extremely generous 85 percent corporate tax credit for charitable contributions
and eliminzate the 40 percent tax credit for selected large investment projects.

s Postpone the 2 percentage point reduction in the social tax rate scheduled for 2003 that would reduce
revenues by 0.7 percent of GDP.

s Begin broadening the property tax base as scheduled in 2004 to include residential buildings, while reducing
the tax rate from 1% to 1 percent (raising revenues by 1 percent of GDP).

® Target relicf by raiging PIT taxpayer/dependent allowances—Ilast raised in 1997—and broaden the PIT base
to cover more benefits, such as use of company vehicles.

Monetary Policy and Guarding Against Banking Sector Vulnerabilities

35.  Staff urged the authorities to proceed cautiously regarding interest rates within
the limited flexibility under the fixed exchange rate regime. While secing the merit of
tilting interest rates to encourage lending in lats, continued strong domestic demand, which
puts Latvia in a different cyclical position than Western countries, and continued rapid credit
growth, do not warrant further reductions in interest rates anytime soon. The BoL seemed to
have taken staff’s concerns on board and agreed to a 2003 monetary framework that is
consistent with supporting the exchange rate peg and controlling credit expansion (Table 4).

36.  Both the BoL and the Financial and Capital Markets Commission (FCMC)
agreed on the need to closely monitor bank lending. This applies particularly to the
sectoral distribution of credit, the growing share of mortgage lending, and the funding of
credit (see also Box 6, SM/01/366). The financial system operates on a sound footing under
FCMC supervision, but these achievements need to be protected through proactive vigilance
and close cooperation with financial sector participants. While the authorities and bankers
considered the ongoing credit expansion as a healthy catch-up, staff detected signs of
complacency regarding the increasing reliance on foreign funding for loans and the high
share (over 50 percent) of lending done in foreign currency, The BoL and FCMC are
committed to addressing these and related issues through on- and off-site supervision and a
new initiative that includes a regular financial sector stability report that assesses
vulnerabilities (Box 6). The authorities should also expand their analysis into areas such as
asset price developments and the exchange rate exposure of households and enterprises.
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Box 6. Dollarization: Could the “Uruguay Effect” Happen in Latvia?

Financial turmoil in Latin Ameriea has sparked debate over the effects of dollarization on financial sector
stability. Uruguay's recent experience highlighted the systemic risks pesed by financial sector balance sheet
dollarization as a channel of contagion, after the Argentine financial crisis triggered cutflows of (mostly
Argentine) nonresident (NR} foreign exchange (FX) deposits from Uruguayan banks and a bank run by
residents. With insufficient FX resources themselves, banks required central bank liquidity support, straining
official reserves.

Do Latvian banks’ high shares of NR deposits Nornresident Depasits a8 a Share: of Total Depesits, 1995.2001
(80 percent of which are demand deposits) leave P ... Unpercen
them similarly vulnerable? While most Latvian NR o W Lty OUruguay

]

deposits are invested abroad in liquid, high-quality
securities and deposits, some banks have begun to
intermediate NR deposits domestically. As a result,
coverage of short-term liabilities (primarily being
NR deposits) by foreign assets fell below

100 percent in 2001, However, the drop in coverage
partly also reflects actions of larger players that are
not engaged int the NR business, as they have begun
funding domestic credit by reducing their foreign 1l uxll g [ BE
assets. Additionally, staff was told that banks that ot Bty sk s s P Tt 1959 201
intermediate NR deposits know their clients well or
use analytical methods to estimate the stable share of Ao i Do 197300
NR demand deposits. BT lapement) T

Broadly matching NR deposits with liquid, high- = 1 B Bondshiepoe its/NR-deposits

quality foreign assets reduces the risks agsociated il PSP AR eposits ‘
with deposit outflows. Moreover, given Latvia’s role

as a financial hub and safe haven for CIS residents,’
such deposits have been resilient to regional crisis,
actually increasing by 57 percent in 1999, after the
Russian crisis.

P
b
!
E::

Nonethelcss, risks remain, and should domestic
leakage of NR deposits become more pronounced, a ;
sudden withdrawal of such depaosits could threaten Soumee: Ivormmiona! Pl Sewiatcs 1o Food st extomees,
financial stability. To this end, the BoL and FCMC
now prepare regular financial sector stability reports, which include confidential assessments of vulnerabilities
associated with NR deposits. The first draft report indicates that only one small and one medium-size bank
could possibly face liquidity problems if their NR deposits were withdrawn.

Other risks must also be considered. First, notwithstanding the fairly small open positions of Latvian hanks, the
sizable FX lending (54 percent of all domestic credits were in FX at end-2002) renders banks vulnerable to
indirect balance sheet effects if domestic borrowers are not sufficiently hedged. However, Latvia’s FSAP (and
SM/01/366) stressed the sound risk management tools employed by larger foreign-owned banks. Second, while
a withdrawai of foreign credit lines could strain liquidity, these credit lines are largely sourced from parent
banks, limiting this risk.

' While about half of NR deposils continue to be received from the United States, most of these deposits are
believed to originate in the CIS.
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37.  The authorities have made remarkable progress in strengthening their
supervisory framework. Moreover, a December 2002 EU Peer Report identified no major
weaknesses in Latvia’s financial system, reinforcing findings of the 2001 FSAP. The FSSA
recommendations have been largely implemented or are in the 2003 FCMC Action Plan,
such as introducing rating systems for banks and insurance companies, broadening the scope
of consumer protection measures, and harmonizing the legislative and regulatory framework
across sectors and with EU directives. Staff discussed with the authorities measures to
diversify opportunities for second- and third-tier pension funds.!” The FCMC noted that
investment restrictions for third-tier funds had been removed, allowing investment in foreign
assets subject to prudential limits on open positions, while foreign investments by second-
tier pension funds are still restricted by a rule requiring 70 percent currency matching
between assets and liabilities.

AML/CFT Frameworks

38,  Staff welcomed efforts to align Latvia’s anti-money laundering (AML) and
combating the financing of terrorism (CFT) frameworks with FATF, EU, and UN
requirements. Latvia has in place a relatively comprehensive system to address both issues,
including mechanisms for the international exchange of information. The authorities are
continuing to refine this system through, for example, already adopted and new draft
amendments to legislation to strengthen CFT provisions, refinement of the indicators of
unusual financial activity, and an increase in the resources made available to the Financial
Intelligence Unit, Following June 2002 legislative amendments to strengthen Latvia’s CFT
framework, and building on IMF and U.S. advice, additional amendments under
consideration (expected to take effect by mid-2003) are expected to bring Latvia into full
observance of international AML and CFT standards. Nonetheless, enforcement requires
further strengthening. Two recent cases of financial crime involving Latvian banks
demonstrate the importance of safegunarding the reputation of Latvia's financial sector,

F. Agenda for Institutional and Structural Reforms
Anti-corruption, Privatization, and Other Key Structural Reforms

39.  The authorities have moved forcefully to battle corruption, including through
the December 2002 adoption of a national anti-corruption strategy. The government
expressed strong support for the newly established anti-corruption office (KNAB), which is
intended to become the central institution leading anti-corruption actions, investigating
conflict of interest cases, and supervising political party financing. The business community
and NGOs strongly supported the new government’s efforts in this area, but felt the influence

17 Pension reform has been completed in Latvia, and the second and third pillars are fully
operational.
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of vested interests on the political decision-making process (state capture) needed to be
tackled more forcefully.

40.  The authorities cited the implementation of the Action Plan to Improve the
Business Environment as an example of successful cooperation between the private and
public sector generating an environment conducive to high growth. The Plan is
constantly evolving, and a new Plan is to be adopted by mid-2003 on the basis of an
assessment of remaining administrative barriers and other obstacles to doing business. The
privatization process has regained momentum with the divestiture of Latvijas Gaze and the
Latvian Shipping Company (LASCO); remaining tasks include the privatization of Ventspils
Nafta, Krajbanka, and—once a pending arbitration has been resolved—the divestiture of the
government-owned shares in Lattelekom. New tariff-setting principles aiming to create
regulated competitive markets in the public utility sector ate expected to be adopted by mid-
2003; however, the restructuring of the electricity company, Latvenergo, is delayed while the
new government evaluates the existing restructuring plan. In September 2002, the World
Bank Board approved the PSAL Il in the amount of US$ 20 million; the Bank plays a leading
role in the above policy areas.

Public Sector Reforms

41.  The unexpected spending surge in December 2002 suggests weaknesses in
Latvia’s present expenditure monitoring and control systems. Cash expenditure
monitoring is timely and of high quality. However, the lack of any regular, centralized
monitoring of commitments or limits on making advance payments can leave the authorities
unaware of impending cash spending surges that may interfere with fiscal and monetary
management. The staff and authorities had initial discussions on how the system could be
broadened to track commitments and impose discipline on advance payments, with the staff
noting that improvements would also help Latvia move toward accruals accounting and
reporting under ESA 95 and the revised GFS Manual.

42.  The authorities recognized that the public sector reform momentum needs to be
revitalized. The encouraging results with the Ministry of Agriculture pilot budget planning
exercise (which had streamlined programs and raised spending efficiency) warrant extending
these exercises to several more ministries in time to influence the 2004 budget process. The
enhanced targeting of social welfare benefits began in early 2003. The process of territorial
reform and consolidation of local governments needs to be reinvigorated.

G. Statistical Issues

43.  Latvia’s economic statistics are adequate for effective surveillance, Nevertheless,
methodological improvements are ongoing and have in particular affected the coverage of the
recorded external current account. As discussed above, new survey techniques raised
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estimates of inflows of private transfers and the recording of private textile exports.'®
Although it appears that transfers and exports were similarly underestimated in recent years,
the authorities have not undertaken to estimate the extent nor to revise earlier data. Against
this background, the data ROSC was advanced to September 2003 to provide a diagnostic of
data issues in Latvia.

IV. STAFF APPRAISAL

44, Latvia’s decade of transition has been impressive. Following a quick economic
stabilization in the early transition years, a sound fiscal and monetary policy mix—anchored
by the strong and credible peg to the SDR—has led to a remarkable growth and inflation
performance since the mid-1990s, among the best of EU accession countries. In addition,
institutional and structural reforms have allowed a relatively quick transition to a market
economy. The Fund has accompanied Latvia in this process through a series of mostly
precautionary programs, the last of which expired in December 2002. While the formulation
of macroeconomic and structural policies will increasingly be shaped by the EU’s
institutional arrangements and requirements, Latvia’s general medium-term policy direction,
geared toward sustaining high-quality growth and safeguarding its external position, is not
expected to change,

45.  Nevertheless, recent policymaking demonstrates elements of compliacency.
Strong activity was sustained in 2002 despite an adverse external environment, reflecting
both the flexibility of the Latvian economy and its exporters, and the positive economic
outlook resulting from a tradition of stable macroeconomic policies. However, in the face of
a weak external current account and already high domestic demand, a spending surge in late
2002, significant tax reductions in early 2003, and a further fiscal loosening with the
adoption of the 2003 budget law are cause for concern. Moreover, continued rapid credit
expansion that has increasingly focused on consumers—while currently not threatening
banking sector stability~—was partly fueled by the September interest rate reduction and is
contributing to high consumption growth.

46.  Latvia’s present fiscal policy direction runs counter to more positive
developments in its Baltic neighbors. It points away from the emerging Baltic tradition of
fiscal discipline that fosters the macroeconomic stability integral to a vibrant, growing
economy, and toward the recent experience of many non-Baltic EU accession countries with
more lax fiscal policies and a noticeably slower growth path.

47,  The staff recognizes Latvia’s good record of responding to the IMF"’s advice
from past Article IV consultations. In the fiscal area, internal debate has recognized the
constraints associated with persistently high current account deficits. Although significant
slippages have occurred—particularly around the election cycle—Latvia has generally

18 See Appendix IIT for a more detailed description.
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returned to adequate fiscal positions. Recent policy developments threaten this record, and
Latvia needs to quickly resume the path of fiscal consolidation. In this context, staff urges a
redoubling of efforts to address the following areas: (i) durably reducing non-priority
expenditures to make room for spending needs associated with priorities such as EU and
NATO accession; (ii) moving cautiously with respect to tax rate reductions;

(iii) strengthening control over local government fiscal positions; (iv) halting off-budget
spending; and (v) curtailing tax exemptions. Staff urges the anthorities to focus greater
efforts on improving their medium-term budget planning, the monitoring of expenditure
commitments, and discipline over advance payments.

48.  The authorities have operated a broadly appropriate monetary policy in support
of the exchange rate peg. They have also brought their regulatory and supervisory
framework largely in line with international standards, exercised effective monitoring of
rapid credit gtowth, and strengthened the AML/CFT regime. The staff commends Latvia’s
particularly strong record of implementing past Article IV policy advice with respect to
monetary and financial sector policies, Nevertheless, the BoL continues to resort
occasionally to short-term swaps in amounts that the staff views as excessive. In addition, the
staff believes the September 2002 interest rate reduction was ill-timed, in view of strong
domestic derand and high credit growth, and urges the authorities to move more cautiously
before making such maoves in the future.

49.  Latvia’s exchange rate regime and the level of the lats are appropriate. The SDR
peg continues to serve Latvia well by fostering price stability, while various indicators
suggest that competitiveness is adequate. These views were shared by the authorities and by
most private sector representatives. In the staff’s view, Latvia’s strategy to move toward
ERM II membership and, eventually, adopt the eura is sensible.

50.  Substantial progress against corruption and state capture is needed if Latvia is
to fulfill its growth potential. The staff welcomes the authorities’ dedication to addressing
these areas. Overall, progress on structural issues is encouraging and is expected to continue
in 2003-04, spurred on by EU accession.

51.  Recent developments in the labor market have been encouraging, although
unemployment remains high. Reducing unemployment while preserving Latvia’s flexible
labor market institutions and policies will be key to ensuring Latvia’s sustainable
development. In this context, staff urges the authorities to contain wage growth to
improvements in productivity so as to safeguard Latvia’s external competitiveness.

52.  The staff welcomes Latvia’s decision to publish this Article IV staff report and
recommends that Latvia remain on a standard 12-month consultation cycle.
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Table 1a. Latvia: Quantitative Performance Criteria and Indicative Targets

Under the Stand-By Arrangement, 2002 1/

Variable and Periods Adjusted Target Outcome
{In millions of lats)
1 Ceilings on the general government fiscal deficit 2/
From January 1, 2002 to:
March 31, 2002: Indicative pit) 3
June 30, 2002: Indicative 46 4
Septermber 30, 2002: Performance criterion 73 27
December 31, 2002: Indicative 94 139
I Ceilings on net domestic assets of the Bank of Latvia 3/
March 31, 2002: Indicative -47 -102
June 30, 2002: Indicative -111 -60
September 30, 2002: Performance criterion -93 -124
December 31, 2002: Indicative -91 -20
(In millions of US$)
II.  Floor on convertible net international reserves of the Bank of
Latvia 4/
March 31, 2002: Indicative 1,048 1,198
June 30, 2002: Indicative 1,092 1,137
September 30, 2002: Performance criterion 1,102 1.225
December 31, 2002: Indicative 1,124 1,214
IV. Ceilings on contracting and guaranteeing of medium-and long- Total  Of which: Total Of which:
term nonconcessional external debt 5/ 6/ maturity of maturity of
more than more than
1 and up to 1 and up to
5 years 5 vears
Reference point: December 31, 2001
March 31, 2002: Indicative 0 0 0 0
June 30, 2002: Indicative 150 0 2 0
September 30, 2002: Performance criterion 200 60 22 0
December 31, 2002: Indicative 300 60 43 0
V.  (Ceilings on contracting or guarantecing of external debt of up to
and including one year 5/ 6/
March 31, 2002: Indicative 0 H
June 30, 2002: Indicative 0 0
September 30, 2002: Performance criterion 0 0
December 31, 2002: Indicative 0 4]
VI  Indicative ceilings on reserve money 7/ :
March 31, 2002: 656 632
June 30, 2002; 650 666
September 30, 2002: 674 657
December 31, 2002; 691 754
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Table 1a. Latvia: Quantitative Performance Criteria and Indicative Targets
Under the Stand-By Arrangement, 2002 1/

Variable and Periods Adjusted Target Qutcome
(In millions of lats)
VII. Indicative ceilings on net domestic assets of the banking system
3/ 8/
March 31, 2002: 1,000 1,149
June 30, 2002: 1,216 1.195
September 30, 2002: 1,306 1,279
December 31, 2002: 1,387 1,509
VIL Zero ceiling on the non-accumulation of external arrears by the Continuous 0
general government

1/ Definitions of the performance criteria and indicative targets are included in the Annexes to the Supplementary
Memorandum of Economic Policies (SMEP). The targets for end-December 2002 are indicative as they fall after the
expiration of the stand-by arrangement on December 19, 2002,

2/ The ceilings on the general government fiscal deficit will be adjusted downward by the amount by which central
government tax revenue exceeds the indicative targets mentioned in Annex I of the SMEP.

3/ The ceilings will be adjusted upward (downward) for any shortfall (excess) from programmed levels of dishursements of
foreign balance of payments assistance (see Anmex II of SMEP). For June, September and December, this adjustment
amounted to LVL 57 million, 57 million, and 70 million, respectively, due to the non-issue of the Eurobond and Latvia’s
decision to opt for the Deferred Drawdown Option (DDO) for the World Bank PSAL 11

4/ The floors will be adjusted downward (upward) for any shortfall (excess) from programmed levels of disbursements of
foreign balance of payments assistance (see Annex IH of SMEP). For June, September and December, this adjustment
amounted to US$ 90 million, 90 million, and 110 million, respectively, due to the non-issue of the Eurobond and Latvia’s
dzcision to opt for the Deferred Drawdown Option (DDO) for the World Bank PSAL II.

5/ Applies to the general government or any other agencies acting on behalf of the government.

6/ The performance criteria on debt ceilings apply not only to debt as defined in point No. 9 of the Guidelines on
Performance Criteria with Respect to Foreign Debt (Dccision No., 12274 — (00/85), adopted August 24, 2000) but also to
commitments contracted or guaranteed for which value has not been received. Because of difficulties in ensuring effective
monitoring of leasing and import financing by local entities, such transactions by local governments are not included under
the external debt limits (see Annex IV of SMEP).

7/ The program definition excludes time deposits of commercial banks and deposits of other financial institutions held with
the BoL (see Annex Il of SMEP).

8/ The program definition includes foreign equity of commercial banks, which is recorded in “other net assets” (sec Armex
II of SMEP).
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Table 1b. Latvia: Structural Benchmarks
Under the Stand-By Arrangement, 2001-02

By end-June 2001:

1. Submit to Parliament amendments to the pension law, as
described in paragraph 24 of the Memorandum of Economic
Policies (MEP).

2. Complete the transfer of all accounts of budget-financed

institutions (BFI) directly financed by the budget from
commercial banks to the Treasury, as deseribed in paragraph
15 of the MEP,

3. Parliament to pass the amendments to the Excise Tax Law, as
described in paragraph 23 of the MEP.

By end-September 2001:

1. The Cabinet of Ministers to adopt supporting regulations for
the implementation of the Law on Public Agencies, as
described in paragraph 16 of the MEP,

2. Submit to Parliament the 2002 budget documents providing
the information described in paragraph 15 of the MEP,

3. Submit to Parliament the amendments to the Law on Credit
Institutions, as described in paragraph 30 of the MEP.

By end-March 2002:

1. The Bank of Latvia to discontinue two-year foreign cxchange
swaps, as described in paragraph 29 of the MEP.

By end-September 2002:

L Complete the review of all current tax exemptions under the
corpotate income tax law, as described in paragraph 11 of the
Supplementary Memorandum of Ecenomic Policies (SMEP),

2. Cabinet to adopt the framework for implementing strategic
plarming reviews in line ministries, as described in paragraph
12 of the SMEP.

Observed

Not observed 1/

Observed

Observed on
September 3, 2002
Observed on Cctober
18, 2001

Observed on Qctober
12, 2001

Observed

Observed

Observed

11 As discussed in Box 4 in EBS/02/118, a small number of accounts of BFIs remain outside the Treasury, but
the staff believes that the objective of this measure has been fulfilled and that no further action is required.
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Table 2. Latvia: Balance of Payments, 2000-C7

2000 2001 2002 2003 2004 2003 2006 2007
Projections

(In millions of U 8. dollars}

Current Account -493 -732 -639 =100 109 -687 -701 =730
excluding official trans{ers -529 -756 -704 -841 -938 -1039 -1118 -1146
Goods -10358 -1351 -1444 -1632 -1820 -2005 -2E90 -2374

Exports 2058 2216 2376 2893 3251 3658 4116 4630
Imiperts -3116 -3567 -4020 -45235 -5071 -5664 6306 -7005
Services 443 496 545 568 637 T44 B&4 1020
Transportation 559 561 512 512 5810 638 723 226
Travel -117 -105 90 83 -80 -74 -67 -58
Other 1 40 123 139 157 181 209 252
Income 24 45 -19 -4 -9 =30 -44 64
Current transfers a8 78 260 368 453 603 670 689
Official 36 24 45 141 229 352 417 417
Privata 1/ 62 54 215 228 234 23 251 273

Capital and Financial Account 548 999 723 j022 773 839 854 210
Capifal Account 29 44 17 19 20 2Q 21 24
Financial Acvount 518 936 706 1004 ©753 819 832 888

Direct Investment 400 170 388 448 444 423 427 430
Portfolio investment 2/ . -8 133 -328 -49 -358 =306 336 370
Ohher Investment 437 633 344 605 &67 699 741 826
Trade Credits, Loans and Other 274 358
Depasits 163 295
Errors and omissions =27 47 02 0 Q 0 g ]
Overall Balance, Net reserve assels 18 Jis 2 322 64 152 153 180
Memorandum items: (I percent of GDP, unless otherwise indicated)
Current account balance 6.9 9.6 7.8 <13 6.8 -0 -3.6 =53
Trade balance -14.8 -17.6 -17.2 -17.0 -17.3 -17.5 -17.5 -17.4
Merchandise exports 28.7 28.9 30.6 30.1 31.0 319 329 339
Merchandise itnparts -43.5 -46.6 -47.8 47,1 -48.3 -49.4 -50.4 -51.3
Setvicas, income & transfers balance 1.9 8.1 0.3 9.7 10.6 11.5 119 12.0
Ciross official reserves (millions of USS) 219 1218 1,327 1,639 1,698 1,850 2,003 2,183
in months of GNFS imports 16 30 2.8 32 3.0 2.9 29 28
Value growth of merchandise exports (percent) 3/ 9.0 7.6 16.3 12.3 12.4 12.3 12.5 12.5
Value growth of merchandise imports (percent) 5.9 14.4 12,7 12.G 12.1 1.7 11.3 11.1
Terms of Trade, GNFS (percent) 3.0 0.0 2.3 0.6 0.5 -4 0.3 0.6
Net FDI / Current Account, percernt 4/ 81 2 59 64 &3 62 51 3%
Ne: FDI/ GDP 5.6 2.2 4.6 47 42 7 34 3.1
Gross external debt 5/ 65.7 72.8 75.3 78.4 813 853 88.4 89.1

Net external debt 5¢ 14.1 199 218 22.6 241 254 26.46 28.9

Sources: Latvian authorities and staff estimales.

1/ Estimates of private transfers received were increased subsLantially following the introduction of a new survey methodology in 2002.

2/ The large swings in portfblio investment reflect to a large extent a planned Eurobond issue of 300 mitlion in 2003 and an amortization o 225 mitlien
in 2004.

3/ Methodological changes in the recording of textile exports in 2002 account for 2.6 perceniage points of total export growth,

4/ Without LASCO's import of three ships in 2001, the FDI coverage of the current account deficit would be 28 percent, and 51 percent

if a loan repayment from a leasing subsidiary to its foreign parent {resulting from a restructuring of the concern) in December 2001 is also sxcluded.

5/ Dieht data for 2002 are estimates.
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Takie 3, Latvia: Consolidated General Geverninent, 2000-06
{In millions of lats, unless stated otherwise}

2080 2001 2002 2003 2004 2005 2006
01-Q3
Act Act. Prog.  Acl Act. Budpel Praiections
Revenue 1/ 1623 1697 1860 1377 1878 2025 2283 2582 2849
Tax rovenue 1365 1450 1575 1157 1582 1654 1781 1949 2138
Ditest tanes :104 265 931 702 950 969 1040 1138 1248
Corporate income tax 74 9R 99 83 110 105 92 103 114
Persanzl income tax 261 185 315 232 321 334 365 358 438
Social taxes 2/ 466 481 517 387 529 530 583 637 625
Indirect {axes 540 573 638 454 622 867 141 §11 850
Texes on goods & services 516 527 589 41k 576 624 693 759 533
VAT 338 351 397 276 g3 413 456 499 548
Excises 164 161 175 131 178 194 m 244 269
Custams duty 14 15 16 11 15 15 16 16 16
Prapetty taxes a4 47 49 36 47 43 47 52 56
Other {incl. taxes in transit) 3 12 [ 1 a 18 0 Q i}
Nan-tax ravenue 258 247 285 220 284 Exal 502 633 712
of which: BLJ grants 21 31 39 21 28 B4 182 284 329
Expenditore 1764 1804 1945 1421 2031 2200 2463 2 2944
Current expenditure 1591 1623 1766 1289 1815 1959 2143 2308 2504
Wages & salaries g7 425 457 345 495 336 585 639 697
of which: soc sec contributions 82 6] 97 70 103 104 113 124 135
Goods & servies 305 315 326 136 334 kili] 338 136 161
Contributions to the ETT budget 48 78 84
Interest 49 40 49 32 a4 67 ki ] 76 82
Subsidies & transfers 820 £30 934 6689 943 986 1093 1180 1280
Tranafers to housshelds 64 590 612 455 628 661 701 42 785
Other 216 248 322 214 313 325 344 350 411
Other expenditure 37 20 3 a 7 0 1] 0 ] "]
Capital expenditurs 173 182 199 132 215 1 Ey.i] 404 440

Flnancial balance 4/ -4t -108 -105 45 -154 175 -180 -130 -95

Net lending (+) ] -3 -12 -14 -15 3 0 qQ ]

Fiscal balance 4/ ~140 -10% <94 21 139 178 180 -130 -85

Financing 140 105 94 27 139 178 180 130 95
Privstizatian receipds 25 3z 7 18 37 3 20 20 20
Domestic 126 35 -7 15 111 -26 k1t 115 95

Banks 99 -81 -80 -4 102 -107
BOL 49 -39 -45 -14 97 -124 —
Comumnercial banks 50 18 =35 140 5 16 -
Other domestic 27 46 73 92 0 Bl 305 115 95
Foreign -l 108 73 -7 -9 201 -145 -5 -20

Memorandum ilems: (In percent of GDP)

Revenus, of which: 373 353 4.2 36.6 361 35.9 370 384 388
Tax ravenue 314 361 30,7 30.8 304 25.3 289 0 291
EVU grants as 0.6 i 0.6 0.5 15 3.0 43 45

Expenditure, of which: 40.6 375 38.3 7.8 301 390 40.0 403 40.1
Wages & salaries (ned of social taxes) 12 il g 13 16 77 7 ki) 1.7
Transfers to households 13.9 12.3 119 1211 12.1 11.7 114 i1.0 1.7
Capital expenditure 4.0 13 3.9 3.5 4.1 4.3 52 6.0 6.0
EU-rzlated and contributions to EL budget b4 2.0 53 6.5 6.8
Non-EU related 387 36.9 347 33.8 133

Net lending 00 0.1 03 0.5 -3 0.1 0.9 0.0 0.0

Fizcal balance 4/ 332 -22 -1.8 =0.7 -7 =32 -2.9 -1.9 -13
including spending via the LPa 5/ -l1a -9

Social Budget 6/ (In millions of lats}

Revemies (social taxes) 456 481 517 387 520 530 583 637 695
Transfers to individuals 4R6 478 507 373 51 540 562 595 627
Prensiong 445 439 426 338 464 a 0 0 ]
Balanoe -19 3 10 13 18 -10 21 41 68
In percent of GDP -0.4 0.1 a2 04 03 <02 0.3 0.6 0.9

Sources: Ministry of Finanee; and Fund siaff estirarces,

1/ Revemuss exclude receipts from privatization.

¥/ Excluding socisl tax revenue channeled 1o the second pension pillar.

3/ *QOther expenditwre” consists of spanding by the Latvian Privalization Agency (L.PA) as directed by Government decrae thet is affected through the
Treasury and not recorded in the fiscal acoounts.

4/ TIMTS hcense receipts of LVL 8 million in 2003, trealed as revernues in the sutharities’ presentation, here are ireated as financing.

5/ Additional LPA spending divested by decrees that is nst effecied through the Treasmury.

& Revenites inchide onty first pillar social taxes; expenditures imclude only transfers to bouscholds.



-33 .

Table 4. Latvia: Monetary Developments, 2000-03

(In millions of lats)
2000 2001 2002 2003
Dec, Dec. Mar. Jun. Sepy. Dec Dec. Dec,
Prog. Proi.
Bank of Laivia
Reserve money 366.7 6164 6319 665.7 6571 690.6 7554 832
Currency 482.3 556.0 532.8 5446.1 569.0 582.9 622.6 6B4.9
Reserves 34.4 604 99.2 119.6 881 107.7 1318 1453
Net foreign sssats 1/ 5420 762.00 7511 726.2 823 851.3 7.2 563.3
Net domestic asagts 1/ 24.7 -145.6 -{19.2 -60.5 -1252 -160.7 -24.8 -133.1
Domestie credit 70.1 -57.4 -28.5 -3.8 -55.6 -943.7 44,7 -63.6
Barnks 4.5 168 14.5 2.7 40,1 373 30T 523
Government (net) 275 =763 -43.1 -26.4 -93.7 -128.0 14.1 -115.9
Othez items net -45.4 -£8.1 -80.6 -56.7 -69.8 =70.0 -69.2 -£9.5
Of which: Time deposits 2.0 -30.6 -1.5 -0.4 -19.0 2.4 9.0
Menetary Survey
Broad money LIV5.3 1,540.5 1,544 6 1,7102 1,734.7 1914.6 1.862.6 22173
Currency 4217 485.2 4719 4529 5016 53163 5432 603.1
Deposils 347.7 1,055.2 1,172.7 1,227.3 1,233.0 1,398.3 1,3194 1,614.2
Qf whick: Residents’ FX depasits 396.8 474.4 543.6 552.3 547.1 612.7 538.6 630.8
Nat forcign assets 533.3 5344 496.0 3151 456.2 5974 353.5 3125
Net domestic assets 737.0 1,006.1 1,148.6 1,195.1 1,278.5 1,317.2 1,509.1 1,504.9
Demestic credit 1,082.5 14470 1,556.2 1,624.1 1,749.3 1,724.7 2,022.5 24183
Private sector 909.4 1,368.0 1,448.4 1,530.5 1,6804 1,7294 1367.9 2,373
Gavemment (neg) 153.0 9.0 107.8 93.6 68.5 47 154.7 419
(iher iterms net -325.5 ~440.9 -407.6 -429.1 476.8 -A07.6 -513.4 -513.4
Memorandum Irems:
Annua! percentags change
Resetve monsy 7.7 3.8 120 224 0.0
Broad money 219 208 243 209 19,0
Private seclor credit 2/ 6.7 0.4 26.4 355 273
Velocity 13 34 10 31 28
Money multipticr 2150 2.499 2.602 2.569 2.640 2772 2.469 2.671
Exchange rate (LVL/USE) 0.613 0.638 0.541 9.605 0.606 {.638 01.594 0,594
Met fareign assets {in millions of USH) 874.2 837.5 7718 8514 752.7 9364 5951 526.0
Bank of Latvia 8842 1,194.4 LITL8 1,200.3 1.291.0 1,334.4 1I11.3 1.621.8
Stock of awaps (in millions of USS) 184.1 106.3 1789 167.7 216.9 2447 -
Of whick: Short-term swaps 100.5 279 1X1] 6.0 721 148.6
Comurercial banks 5.0 -156.8 -398.0 -348.8 -538.2 -398.0 -716.7 -1,085.7
Change in NIR {in millions ¢f {S$, cumulative) -13.0 3t0.2 =226 59 96.5 140.0 117.4 310.0
Domestic interest cates {end of period)
Deposit tate (three to six months) 49 58 43 4.2 3.9 4.2
Lending rate (three to six moaths) 113 12.2 9.9 10.9 a4 16
Money market rate (one month) 5.1 6.3 43 39 15 38
Sources: Bank of Latvia and IMF staff estimates.
IV A ing an Eurobond #ssue in the of euro 300 million in 2003,

2/ Private settor credit growth ir 2001 would have been 40 percent excluding a toan from one hank to ite lcasing affiliate in the context of a restrueturing operation,
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Table 5. Latvia: Medium-Term Macroeconomic Framework, 2000-07

20001/ 20011/ 2002 2003 2004 2005 2006 2007
Est. Frojections
{In percent of GDF)
Foreign savings 2/ 3/ 69 9.8 7.8 7.3 6.8 6.0 5.6 53
Gross national saving 20.1 21.0 21.7 223 234 252 25.8 26.7
Nengaevernment 194 19.5 20.5 211 111 21.] 21.1 211
Government 4/ 0.7 1.5 1.2 12 23 4.1 4.7 56
Gross investment 270 30.6 29.5 29.6 0.2 312 314 320
Nongovernment capital formation 3/ 5/ 23.0 269 25.7 252 2439 252 254 257
Govemment fixed capital formation 6/ 4.0 7 39 4.3 52 6.0 6.0 63
Memorandum item:
Nongovemment savings-investment balance .37 -14 -52 -4.6 -3.8 -4.1 -4.3 -4.6
Govemment savings-investment balance ;3.2 -22 2.7 -3.2 -29 -1.9 -1.3 -0.7
Revenues 373 353 36.1 159 37.0 384 38.8 39.7
Expenditures and net lending A0.6 374 388 9.0 40.0 40.3 40.1 404
Rezl GDP growth pate 6.3 18 6.1 5.5 6.0 6.0 6.0 6.0
Inflation (annual average rate} 26 2.5 19 10 EXi} 30 3.0 30

Sources; Latvian mothorities aznd Pund staff estimabes.

1/ Reflects the recent revision in national accounta dats, which is due ta the rebaging of real GDP at 2000 average prices and miner changes

in the components of GDP from the expenditore side (mainly inventories).

2/ External current accoumt deficit.

3/ 2001 figures reflect LASCO's investiment in ships which amounts to 1.5 percent of GDP.
4/ Government revenues 4o not include privatization receipts.

5/ Including change in inventories.

&/ Including net lending.
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LATVIA: FUND RELATIONS
(As of February 28, 2003)

Membership Status: Joined May 19, 1992; Article VIII

APPENDIX I

General Resources Account: SDR Million Percent of Quota
Quota 126.80 100.0
Fund holdings of currency 136.30 107.49
Reserve position in Fund 0.06 0.04
SDR Department: SDR Million = Percent of Allocation
Holdings 0.07 N.A.
Quistanding Purchases and Loans: SDR Million Percent of Quota
Systemic Transformation 9.53 7.52
Latest Financial Arrangements:
Type Approval Date  Expiration Amount Amount
Date Approved Drawn
(SDR million) (SDR million)
Stand-by 04/20/01 12/19/02 33.0 0.00
Stand-by 12/10/99 4/9/01 33.0 0.00
Stand-by 10/10/97 4/9/99 33.0 0.00
Projected Obligations to Fund
Under the Repurchase Expectations Assumptions (SDR million)
Forthcoming
2003 2004 2005 2006 2007
Principal 572 381 0.0 0.0 0.0
Charges/interest 0.14 0.05 0.0 0.0 0.0
Total 5.86 3.86 0.0 0.0 0.0

Safeguards Assessment:

Under the Fund's safeguards assessment policy, the Bank of Latvia (BoL) was subject to an
assessment with respect to the SBA, which was approved on April 20, 2001 and expired on
December 19, 2002. The safeguards assessment was completed on October 25, 2001, The
assessment concluded that there were no vulnerabilities that could pose a risk to IMF
resources and that an on-site assessment was not necessary. However, the assessment
identified certain weaknesses and made appropriate recommendations. As outlined in a letter
from the Governor of the Bank of Latvia to the Fund’s Treasurer dated June 17, 2002, the
BoL has largely implemented these recommendations.
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VII. Exchange Arrangements:

The currency of Latvia is the lats, which was infroduced in March 1993 to replace the
Latvian ruble. The exchange rate has been pegped to the SDR since February 1994. Latvia’s
exchange system is free of restrictions on the making of payments and transfers for current
international transactions.

IX. Article IV Consultation:

Latvia is on the 12-month consuitation cycle. The Executive Board concluded the 2001
Article TV Consultation on January 18, 2002. Directors noted that Latvia’s economic
performance in 2001 had been among the best of the EU accession candidate countries, but
expressed concern about the magnitude and persistence of the external current account
deficit, They emphasized that Latvia's medium-term growth prospects were strong, provided
that the authorities continue to pursue disciplined macroeconomic policies, further improve
public sector efficiency, and sustain the momentum of structural reforms. The exchange rate
peg to the SDR remained appropriate, but Directors cautioned that it needed to be
underpinned by continued sound fiscal and monetary policies. Directors supported the
authorities’ intention to move toward a balanced budget over the medium-term, while they
expressed reservations about the expansionary fiscal policy in the 2002 budget, which could
exacerbate pressure on the external current account. Directors recognized the spending needs
associated with EU and NATO accession and supported the authorities’ intention to lower
the tax burden if this does not threaten fiscal consolidation. To make room for these
important steps, Directors saw as crucial the improved prioritization and containment of
public expenditure, enhanced tax administration, and more determined public sector reforms,
including at the municipal level.

X. FSAP Participation and ROSCs:

A joint World Bank-International Monetary Fund mission conducted an assessment of
Latvia’s financial sector as part of the Financial Sector Assessment Program (FSAP) between
February 14-28, 2001. An FSAP update was conducted between October 22-26, 2001, as part
of the 2001 Article IV consultation. The Financial Sector Stability Assessment (FSSA) report
(SM/02/1) was discussed at the Board on January 18, 2002, together with the 2001 Article IV
staff report (SM/01/366).

ROSC Moedules
Standard/Code assessed {ssue date Document number
Code of Good Practices on Fiscal Transparency March 29, 2001 SM/01/98
Code of Good Practices on Transparency in January 2, 2002 SM/02/01
Monetary and Financial Policies
Basel Core Principles for Effective Banking January 2, 2002 SM/02/01
Supervision

CPSS Core Principles for Systemically Important  January 2, 2002 SM/02/01
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10SCO Objectives and Principles of Securities

Repulation
TAIS Core Principles

OECD Corporate Governance Principles

XI. Technical Assistance:

January 2, 2002

January 2, 2002
January 2, 2002

APPENDIX I

SM/02/01

SM/02/01
SM/02/01

TECHNICAL ASSISTANCE FROM THE FUND, 1999-2002

DEPT Project
MAE Banking Supervision

STA  Balance of Payments

MAE Banking Supervision
MAE Banking Supervision

FAD  Expenditure Policy
FAD Tax Policy

Action
Mission

Long-term Expert

Short-term Expert
Short-term Expert
Mission

Mission

XII. Resident Representative:

Timing
October 1999

Qctober 1999 to
Qctober 2000

April 2000
June 2000

June 2000
July 2002

Counterpart
Bark of Latvia

Bank of Latvia/Central
Statistical Bureau

Bank of Latvia
Bank of Latvia

Ministry of Finance

Ministry of Finance

The fourth resident representative of the Fund in Latvia was Mr, Kn&bl, who took up his post
in October 1999. After the expiration of Mr. Knébl’s term in January 2003, the office is kept

open with local staff,

XMOI. Fourth Amendment:

Latvia accepted the Fourth Amendment of the Articles of Agreement on February 16, 2001.
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LaTtvia: IMF-WORLD BANK RELATIONS
{as of February 28, 2003)

Partnership in Latvia’s Development Strategy

The main political, economic and social objective of Latvia in the coming years is
successful integration into the European Union. Rapid growth of the economy in the past
few years has allowed the country to start its convergence towards the income level of the
EU countries. However, in the medium- to long-term Latvia will need to work on
preserving its external competitiveness and improving the efficiency of the public sector.

The Bank has been operating in Latvia since 1992, It has supported the country in the
form of lending, policy dialogue and analytical advisory services, mainly focusing on
addressing social issues and public sector reform.

World Bank Group Strategy

The latest Country Assistance Strategy (CAS) for Latvia, dated April 2, 2002, was
prepared in close cooperation with the government and civil society. During the CAS
period, the Bank is planning to take a lead in key areas not explicitly covered by the EU
Acquis Communautaive. The CAS for the next three years focuses on assisting all
segments of the population to benefit from Latvia’s admirable economic growth
performance, by helping to:

(a) create a policy environment that encourages new enterprise entry and job
creation;

(b) support crucial public sector reforms to make the government more
efficient;

(c) achieve more balanced and sustainable development outside Riga, thus
promoting poverty reduction in those areas; and

(d)  make availabie more effective and better quality social sector programs
and services throughout the country.

According to the framework for Worid Bank Group support to EU accession countries
and the Bank’s general graduation policy, the Bank could potentially continue lending to
Latvia after EU accession takes place if there is demand for loans. The Bank will support
Latvia in the EU accession process, helping to implement reforms and investment needed
for EU accession, and will provide advice in areas outside the EU Acquis
Communautaire. The Bank will take a selective approach based on the government’s
requests.

To date, the Bank has approved in Latvia projects in the amount of US$379.8 million. Of
this amount, US$315.5 million has been disbursed and US$48.2 million has been repaid.
The current amount of outstanding obligations is US$262.6 million.
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IFC has supported 3 projects in Latvia and its total portfolio is about US$35 million.
MIGA has no outstanding guarantees in Latvia. FIAS prepared a study on administrative
barriers to investment in Latvia in 1999, In 2002, FIAS experts returned to carry out a
new study, which is expected to be finalized in the first half of 2003.

The Bank is planning to continue close cooperation with the EU, and will continue its
activities in Latvia as outlined in the latest CAS. Close collaboration will be maintained
with the IMF to ensure sustainability of reforms and macroeconomic stability.

World Bank-Fund Collaboration in Specific Areas

The IMF and the World Bank will maintain a collaborative relationship in promoting
macro stability through support of structural reforms. The Bank’s input has been
important in preparing the IMF’s Stand-by Arrangements (SBA). The latest SBA expired
on December 19, 2002. Latvia is expected to repay its outstanding obligations to the Fund
by the end of 2004,

The government’s reform program under the Bank’s PSAL II was designed within a
framework for macroeconomic stahility consistent with the IMF SBA. Specifically, the
PSAL II Policy Reforms Program Matrix has indicated “maintenance of an appropriate
macroeconomic framework™ as one of the benchmarks for PSAL I for the fall of 2003.
The PSAL II program focuses on continued reforms in the following areas:

- maintaining a macroeconomic framework conducive to robust growth;

- strengthening the credibility of the public sector;

- strengthening the public sector institutional capacity; and

- rationalizing the interaction between the public and the private sectors.

Other areas of the World Bank-supported reforms in collaboration with the Fund include:
Public Expenditure Management

The Bank has carried out two Public Expenditure Reviews (PER) in Latvia (1994 and
2002). The latest PER focused on providing advice regarding the legislative and
institutional changes required to move towards a medium-term expenditure framework.
The study stressed the importance of clearly defining the policy priorities and developing
a sustainable system of medium-term fiscal planning. The IMI has monitored closely
Latvia’s performance in containing the fiscal deficit, stressing its importance in the light
of the high current account deficit. The cooperation in the area of public expenditure
management will become even more important, as Latvia faces increased needs for public
investment in order to support EU and NATO accession.

Financial sector reforms

The World Bank and the Fund have worked closely together to support financial sector
reforms in Latvia. The Bank’s key recent activities in this area have included the Macro-
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Financial Vulnerability Study in 1998 and the joint Financial Sector Assessment (FSAP)
in 2001. During the preparation of the Macro-Financial Vulnerability Study, the Bank
examined the potential vulnerabilities of the economy and the financial system. The key
arcas of focus of the study were discussed and coordinated with the IMF. During the
preparation of the FSAP report, the joint Bank-Fund team worked on examining key
financial sector issues in the country. Follow-up on this report has taken place mainly
through the IMF. In addition, the Bank’s CAS envisages a follow-up on the FSAP report
and continued policy dialogue on financial sector supervision.

Pensions

The Bank continues to work with the government on the pension reform, which is being
successfully implemented. All the three pension system pillars are now in operation.
Contributions to the second, fully funded tier started in July 2001, and starting from
January 1, 2003, private asset management is allowed, which will foster the development
of the Latvian financial and capital markets. The government’s reform program is geared
towards completing the pension reform agenda by 2005 and achieving an equitable and
financially sound system.

Public sector reforms

The Bank has played a substantial role in promoting the country’s public sector reforms,
The assistance has been provided through the following key instruments: IDF grants, TA
praojects, and the PSAL. The major areas of support include: development of a public
sector reform strategy; containing the proliferation of agencies; strengthening
procurement and state and internal audits, as well as functional audits; and improving the
link between policies and the budget, by introducing performance budgeting and strategic

planning.

Latvia’s current PSAL operations with the theme of “good governance™ support a range
of activities aimed at improving public and judicial sector performance. Among them are
public sector pay reform, implementation of agency reform, and the introduction of a
medium-term financial framework. These activities have been financed by the Japanese
PHRD funds. The Bank is also providing assistance to strengthen implementation of the
new Administrative Procedures Law and Law on Information Openness through the IDF

facility.
Anti-corruption work

Latvia has one of the most extensive anti-corruption programs in the region. With the
assistance of the Bank, the government established a Corruption Prevention Council
(CPC) comprising top level officials, which developed the Corruption Prevention
Program {(CPP) consisting of activities in the three themes of prevention, enforcement and
education. The government and the Bank have worked on a range of activities including
conducting public surveys, organizing conferences, reviewing anti-corruption legislation
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and its implementation, and working on a set of public sector reforms aimed at creating
more transparent and efficient public institutions.

The Bank’s report “Anticorruption in Transition” (2000) ranked Latvia as a country with
one of the lowest levels of administrative corruption but also as a country with relatively
high level of ‘state capture’. The report’s findings changed the direction of the country’s
anti-corruption policy, with increased focus on high-level corruption in the political
decision-making process. The new policy is based on two thrusts: (i) increasing
transparency and accountability of political parties’ finances, and (ii) creating the
independent Corruption Prevention Bureau (KNAB). The two activities are also
supported by the PSAL operation. In response to the Prime Minister’s request, the Bank is
preparing an IDF project to support the recently created KNAB.

Energy sector

The PSAL program covers a number of structural reforms to liberalize the energy sector,
including the restructuring of Latvenergo, the establishment of an independent
Transmission System Operator (TSO), the formation of an electricity market, and the
introduction of third-party access in the gas sector. The Fund has supported the Bank’s

efforts in these areas.
Regulatory framework

The creation of competitive markets in energy and telecommunications require a
regulatory framework for public utilities both serving the public interest and creating a
market environment. Therefore, the Bank’s PSAL and the Fund’s SBA have supported
the Public Utilities Commission in the adoption of access rules and transparent pricing
methodologies in the energy and telecommunications sectors—preconditions for actual
opening of the markets.

Privatization

In the PSAL program, the Bank has supported the divestiture of large state-owned
companies—Latvenergo, Latvijas Gaze, Lattelekom, Ventspils Nafta and LASCO-to the
private sector in order to promote open markets and increase efficiency. The privatization
of Latvijas Gaze and LASCO was completed in 2002. However, the privatization process
of Latvenergo has been halted due to amendments in energy legislation. The recently
expired Fund program supported the privatization program outlined in the PSAL,
including the sales of remaining state shares in Ventspils Nafta and Lattelekom. Apart
from these two companies, the Fund also included reference to the divestiture of
Krajbanka and Lattelekom in the MEFP, although both privatizations have experienced
delays.
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STATISTICAL APPENDIX

1. The authorities have a very open and well-articulated data dissemination and
publication policy. Most economic and financial statistics are reported to the Fund on a
regular and timely basis, and many additional economic and financial aggregates are readily
available on the websites of the Bank of Latvia (BoL) and Latvian government institutions
and agencies. The autharities are reporting data for the Fund’s International Financial
Statistics, Government Finance Statistics Yearbook, the Direction of Trade Statistics, and the
Balance of Payments Statistics Yearbook. Latvia has subscribed to the Special Data
Dissemination Standard (SDDS) and meets SDDS specifications for the coverage,
periodicity, and timeliness of the data, and for the dissemination of advance release
calendars, and its metadata are posted on the Fund’s Dissemination Standards Bulletin Board
(DSBB, hitp://dsbb.imf.org). There is increased cooperation on data issues between the
Central Statistical Bureau (CSB), the BoL, the Ministry of Finance, and the customs

authorities.

2. During the period December 1996-December 1998, a Fund Resident Statistical
Advisor for the Baltic States assisted the Latvian authorities in improving the database on
macroeconomic statistics, and a Fund Resident Statistical Advisor for balance-of-payments
issues assisted the authorities from October 1999-October 2000. Advice on statistical matters
is also provided by EUROSTAT as a part of the EU accession process.

National accounts

3. The CSB compiles and publishes quartetly national accounts statistics using the
production and expenditure approaches on a regular and timely basis, largely following the
1993 SNA and ESA-95. However, there are significant discrepancies between the GDP
estimates based on production and those based on expenditure. The underlying data for the
production approach are obtained primarily through a comprehensive survey of businesses
and individuals, and are supplemented by data from labor force surveys and from
administrative sources. The CSB believes that the basic data understate economic activity,
particularly in the private sector, and there is an ongoing effort to increase coverage. Official
national accounts data include an adjustment for under-recording, which the CSB currently
estimates as 16 percent of total GDP. Additional data for the expenditure-based accounts are
obtained from houschold budget surveys and other surveys from the State Treasury and

ministries.
Prices

4. The CSB compiles a nationwide consumer price index. With Fund technical
assistance, it has developed appropriate methodologies to deal with most of the technical
problems resulting from the major structural shifts that have occurred in the economy.
Reporting improved markedly during 1998, in part due to the implementation of a new
household budget survey, based on World Bank technical assistance, enabling the CSB to
compile indices for different types of households. Following advice from EUROSTAT, the
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weights in the CPI basket are now revised annually. The weights in the producer price index
are updated annually and the index covers almost three quarters of total industrial activity.
The CSB also publishes export and import unit value and volume indices.

Government finance statistics

5. The staff is provided with monthly information on revenues, expenditures, and
financing of the central and local governments and special budgets. With some limitations,
the available information permits the compilation of the consolidated accounts of the general
government.

Monetary statistics

6. Monetary data are comprehensive, timely, and comply with international standards.
Specifically, data on the balance sheets of the BoL, commercial banks, and other financial
institutions, as well as the banking survey, are compiled with a very short time lag, i.e.,
within two weeks of the end of the reporting period. Fund staff is also weekly provided with
data on foreign exchange transactions, including outright interventions and foreign currency
swaps. The institutional coverage, classification, and sectorization of accounts comply with
Fund standards. Interest rate data are compiled and published with equally short time lags.
The BoL also reports comprehensive data on banking supervision and prudential regulations.

Balance of payments statistics

7. The BoL assumed responsibility for compiling the balance of payments statistics
from the CSB in early 2000, and since 2001 has published monthly statistics based on an
international transactions reporting system (ITRS). This source is to be supplemented with
the results of three quarterly surveys that were launched in 2000: non-financial enterprises,
foreign direct investment and related income flows, and transportation services. An annual
survey of other services will be launched beginning with data for 2002.

8. The trade account is affected by recording problems and compilation of financial
account transactions is hampered by inadequate sources. Merchandise trade data, based
largely on customs data, underestimate imports and exports of about 140 Custom-bonded
warehouses and three free trade zones. There is a need to improve procedures to ensure that
goods passing through customs warehouses are properly valued. Coverage of exports to
Russia and CIS countries is incomplete; and re-exports of cars and shuttle trade items are
particularly difficult to capture. Estimates of travel credits and debits have been improved
through a revised survey. In general, surveys techniques need to be further improved. The
BoL made methodological improvements in compiling statistics on private transfers and
textile exports in 2002, The improvements in survey techniques related to private transfers
better capture income that sailors and other Latvians repatriate to Latvia. Reparding textile
exports, the authorities found that many companies declared only the value added part of
their processed textile exports, although they reported the full value added of imported
inputs. While these methodological improvements are welcome, no attempt has been made to
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revise earlier data. The resulting break in the data series hampers their usefulness for
analysis. Debt data from Latvia’s International Investment Position (IIP) show a more rapid
buildup of debt than is indicated by the BOP statistics, and efforts are needed to explain and
address this and other divergences between [IP and BOP data. These will be among the
issues to be addressed in a forthcoming Data ROSC mission from the Fund in

September 2003. '

9. The authorities have taken stock of the Resident Advisor’s recommendations and
adopted in October 2001 an action plan to improve balance of payments statistics coverage
for merchandise trade and travel data. However, they have not reported any improvement in
their compilation techniques for financial transaction items nor identified whether the survey
on foreign bank accounts of enterprises programmed for 2001 has been implemented.

Data dissemination standards

10.  Latvia has subscribed to the Fund’s SDDS since November 1996 and has been
posting metadata on the DSBB since December 1997. Latvia has disseminated data on the

reserves template since April 2000.



Survey of Reporting of Main Statistical Indicators

(As af March 31, 2003}

Public
Central External
. Reservel Bank Constmer Cinrent {Overall Debt and
Exchange International Base Balance Broad Interest Price Ezparts/ Account Government  GDP/ Debt
Rates Reserves Money sheet Moncy Rates Index Imports Balance 1/ Balance GNP Scheduling
Date of latest
observation 28-Mar 28-Feb 28-Feh 28-Feb 28-Feb 28-Feb 28-Feh Jun-03 Q4d, 2002 28-Feb Q4, 2002 28-Feb
Date received 31-Mar 17-Mar 17-Mar 17-Mar 17-Mar 17-Mar 10-Mar 17-Mar 31-Mar 17-Mar 20-Mar 17-Mar
Frequency of data D M M M M M M M Q M Q M
Frequency of
reparting D M M M M M M Q M Q
Source of data C A A A A AC AN AN AN A AN AN
Mode of
reporting E E E E B B B E E B E B
Confidentiality C C C B C C C C C c C C
Frequency of
Publication D M M M M M M M Q M Q M

-gt_

Sources: A--direct reporting by Central Bank, Ministry of Finance, or other official agency; C--commercial service; N--official publication or press release.
1/ Beginning in 2001, monthly Balance of Payments data are published within 30 business days after the end of the month. These data are regarded as
preliminary estimates based on a smaller set of data sources.

Naotes:

Frequency of data: D-daily, W-weekly, M-Monthly, Q-Quarterly.
Frequency of reporting: M-Monthly, Q-Quarterly, V-irregular in conjunction with staff visis.
Mode of reporting: C-cable or facsimile, B-electronic news reporting, V-staff visits, or O-other.
Confidentiality: (B) for use by the staff and the Exccntive Board, (C) for unrestricied use.

I XIANIddV
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LATVIA; EXTERNAL SUSTAINABILITY SIMULATIONS

Latvia’s persistently large external current account deficit has been the staff’s major concern
during much of the period since independence; it averaged about 7 percent of GDP
(excluding interest payments) during the last three years. While larger current account
deficits can be expected for an open economy and a country in transition like Latvia, the
financing of such deficits is key to assessing the sustainability of the external position. In the
case of Latvia, much of the deficit has been financed through sustained inflows of FDI (see
Box 3), which has helped keep external debt indicators at moderate levels.

AS of end-September 2002, External Debt Indicators
Latvia’s total gross external debt
stood at about US$ 6.4 billion, or 2002
3
79 percent of GDP. About three- @
fifths of this debt (48 percent of
GDP) is related to short-term Gross external debt (in millions of U.S. dollars) 637
liabilities, representing to a large (in percent of GDP) 785
: : of which:
extent nonresident deposits Public sector external debt (in millions of U.S. dollars) 924
attracted by Latvian banks. These {in percent of GDF) 14
deposits are | argely redeposited in S_hcut—tmm external debt, (in millions of U.8. dollars) 1/ 3,880
' h {in percent of GDP) 478
foreign banks or placed in other of which:
liquid foreign assets in OECD Nonresident deposits 2,726
. 1 1 tchi th {in percent of GDF) 336
countries closely matching the Net external deb (in millions of U.S. dollars) 1,795
currencies of the deposits, (in percent of GDF) 221
although some domestic leakage G{:Z::ﬁ;f:ﬂﬁ:ﬁ%;’“"h"“ of US. dollars) o
has recently been observed (see (ratio 1o shor-term debt less non-resident deposits) 113
Box 6). Taking these (ratio 10 rescrve money) 121
d. . Band market indicators
corresponding assets mto Foreign currency long-term debt rating 2/ 3/ BBB+
consideration, Latvia’s net Spread of benchmark bond (basis points) 4/ 77
EXtemal dEbt 15 equlvalent to JUSt Sources: Latvian Authorities, Datastream, Standard & Poor's.
about one-fifth of GDP. In light of o
e 1/ Remnaining maturity basis.
these features, l_t 1§ reasona'ble 1o 2/ Standard & Poor's. In August, Latvia was upgraded from BBB to BBB+.
exclude nonresident deposits from | 3/1n November, Moody's raised Latvia's rating by thiee grades, from BaaZ to A2.
short-term debt when assessing 4f End-of-period spread of Euroband maturing in 2004.

vulnerability, in line with the Board paper on Debt- and Reserve-Related Indicators of
External Vuinerability (SM/00/65); doing so results in a ratio of short-term debt to reserves
exceeding the benchmark level of 1.0.

Public and publicly guaranteed external debt accounts for only 11 percent of GDP, one of the
lowest such percentages of current EU member and accession countries. Much of this debt
represents the two Eurobonds Latvia has issued since 1999, essentially in excess of its
immediate financing needs so as to establish an international market presence and benchmark
for possible issues by private debtors.
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The simulations under the external sustainability framework indicate that Latvia’s external
debt is sustainable over the medium term. The baseline scenario—consistent with the
medium-term macroeconomic framework (Table 5)—envisages a moderate built-up of net
external debt by about 7 percentage points, to 29 percent of GDP by 2007; and of gross debt
by about 14 percentage points, to 89 percent of GDP. This scenario is based on prudent
assumptions regarding the inflow of FDI—which is projected to decline in terms of GDP—
and the implicit interest rate underlying Latvia’s external debt—higher by about one quarter
than the level observed during the past few years. One of the interesting features of applying
the external sustainability framework to the Latvian case was that it revealed the low implicit
interest rate on Latvia’s external debt. This low rate is due to the fact that four-fifths of non-
resident deposits are demand deposits, for which banks provide little or no remuneration.

The stress tests illustrate a much sharper debt accumulation than under the baseline, but the
levels continue to appear manageable.! For example, under the first stress test, while net
external debt would more than double, it would remain at 52 percent of GDP; gross external
debt would rise by 30 percentage points, to 105 percent of GDP. A significant drop in the
real GDP growth rate to 0.5 percent in 2003 and 2004 (third stress test) or a substantial fall in
FDI inflows to 0.5 percent of GDP in both years (seventh stress test)® would have noticeable
but more moderate effects than under the worst-case (first) scenario.

These conclusions notwithstanding, vigilance 1s needed to carefully monitor external debt
developments. Much of Latvia’s vulnerability is related to the ability of the financial sector

to deal with a sudden withdrawal of their non-resident deposits, which account for the bulk of
Latvia’s external debt. As mentioned above and analyzed in Box 6, as long as banks are
largely matching their foreign liabilities with liquid, high-quality foreign assets, this does not
pose any immediate risk.

! A mechanical application of the template, based on historic averages and standard
deviations, would have caused less striking developments. This is why staff deviated from
the template and subjected the economy to somewhat sharper and more relevant shocks.

% From 2005 onward, the GDP growth rate and FDI, respectively, are assumed to revert to the
baseline scenario.
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ANNEX 1

Projections
_ 1995 2600 2001 0202003 004 2005 008 7007
i Extemai pross-debt L) LA 753 78.4 Bl3 R53 8.4 89.1
External net-doht L5 41 188 s 226 M1 254 26.6 189
2 Change it external gross debt 46 i3 Tl 2.5 3.1 2.5 40 32 o7
3 1dentified external dett-creatng fows (4-8+11; 16 T i «1.9 3.4 230 25 354 33
4 Cument account deficil, exeluding interest payments a3 5.1 77 52 48 18 kY] 2= 22
5 Deficit in balanee of poods und servizss 104 Ba 112 113 12 111 1.0 i.6 89
B Exports 438 436 444 455 6.8 413 437 50.0 516
T Lmports 542 342 556 518 5840 8.4 hE N A0.6 615
] Net non-debt creatung capital milows (negatva) -4.0 23 .18 -2 -24 2.0 .17 -14 -1.2
g wet foreign direct investmend, equaty 7 2.3 26 35 32 18 1.5 73 2.1
10 et portfolio investment,equity 13 0.7 O] D& -G8 0B -08 £.5 -03
11 Automatic deb dynamics 3/ -1y 25 1% 42 -5.6 4R -1 4.1 -4
12 Contnhusion from nominal interest rate 15 16 14 27 2.8 bRl 1o a1 32
13 Contrihutio from real GOP growth 1.3 324 49 -10 -39 -472 -4% -47 -19
14 Contribution from price and exchange ratz changes 4/ 230 -0.8 13 29 4.7 =15 =14 235 16
14 Residual incl. change in gross foreign assets and exchange-rare valuaden efects(2-3} 5/ 50 7.9 39 44 65 59 6.5 62 40
Grass external Gebt-to-exports ratio {in percens) 1311 144.1 1640 182.1 1676 171.9 175.2 1758 1729
Nat etemal debt-to-axpons Tazio (in pereent) 262 308 450 47| 443 509 512 5332 56.1
Grass external financing need (in biltions of US dollars) & i3 3o 48 34 a5 T8 B3 X3 10.8
1 pereent of GDP 526 3.0 4624 648 68.3 722 EEX ] ksl 72
Key Mazroeconomic and Extzmal Assianplions
Ren. GLIP growth fin percent) 18 58 78 &l 55 60 86 60 60
GDP definor . US dallars {change in percent) 6.2 2% -19 4.1 6.7 4.7 ig 30 an
Nominal externa) inter st rate {1 pereent) 32 31 1 40 42 4.1 4.0 40 39
Growth 0F exports (GNFS in US dollar terms, in percent} 8.2 123 a4 148 13.4 122 123 123 128
Growth of fmpars (GNES in US dollar terms, in percent) .7 T8 9.4 141 13.1 11.6 11.6 11.0 7
1L Stress Tests tor Extemnal Gross Debs
1. GDP prowth, irterest rate, deflator, nonsinterest curr ace, and non-debt inflows are at historival average tn 2003-2007 753 815 891 258 1024 1057
2, Worminal interest rate is at bistorical avernge plus £ pereentage poinds m 2003 and 2004 753 R0.3 852 R0 921 92.6
3. Real GDP growth is at historical average mirus two standard deviations in 2003 snd 2004 753 819 8.7 923 952 058
2, Change in US dollar GEF deflater is al historical average minus (wu stundard devarons in 2063 and 2004 753 882 1083 103.4 1057 1056
3, Non-interest current-apcount deficit is at historical average plus two standard ceviations in 2003 end 2004 753 B2 93.7 96,6 9.3 oS
5 One time 15 percent naminal depreciation in 2003 753 93.5 933 988 1014 LS
7. FI)I drops to 6.5 percent of GNP in 2003 and 2004 with 30 percent offseting decline in imparts 753 812 857 89.7 A0 37
1IL Stress Tests for External Net Debt
1. GDP prowth, interest rate, dellatar, non-inerest cunr. ace , and non-debt inflows are at historical average in 2003-2207 2.8 292 357 424 486 513
2. Nomirs] interest rate is at histor-cal everage plius three percentage points in 2003 and 2004 218 26.9 s 356 386 w2
3. Real GDP growth is at historieal average tunas two stundard deviations 1 2003 and 2004 218 B4 35.3 389 41.8 422
4, Chenge in US doliar GDP deflator is at historical average minus swo standard deviations in 2003 end 2604 219 48 468 50 523 312
5. Non-Interest curmen: aceount is et historival average minos two sendard deviations 11 2003 and 2404 219 308 S8 132 459 6.1
6. One tme L5 peresn: nomimal depreciztion in 2003 218 402 421 45.4 43.0 481
7. KD drops to 0.5 percant of GDP in 2003 and 2004 with 30 pereent otfsetting dechne in mmports 2y 278 213 363 n.e 0.3
istorjeal Statistivs fiy Key Variables (past 3 years) 7/ Histerical Srandard

Curent aceount deficit. excluding interust paymens
Net ion-dabt sresting capital inflows

Nominal interest rate (in percent)

Reat GDP growth (in percent)

GOE deflator in US dellass (changs in petcent)

Avverape Daviation

11
30
31
5%
1.7

1/ End-2002 delat data were nut available when this analysis was prepared.
2/ One third of total projected FDI is assumed to be debt ereating (loans Gom parenl coropaties).

3 Derived as [1- g - p1+g) + 21 3] tgtptgp) times provious periad debt stoek, with r = norminal effective mierest rate on extzmal debt, p = change in domestic GD'P deflalor in US dollar terms, g = real GDP
growth rate, ¢ = wominal appreciation (increass in dollar valug of dorestie curreney), and a = share of domestic-cumency denominated debt in total exiemel debt.

4/ The contribution from price and exchange mie changes is defined as [-p{1+g) + enf L +0)) I=g~p+gp) tmes provious period debt stoek, p increases with an appreciating domestic cumency (£ > 0) and asing

inflation (based on GDP deflator).

5/ This term includes exchange-rate valuation effects, which for 2000-02 explain 1 - 3 pereentage points of the debt increase. The larga debt increase in these years does also raflect metbedological changes.

&/ Definad as ron-intersst eurent account deficit, plus interest and amortization on meditme and long-term debt, plus shart-teren debt at end of proviaus period.
7 Data consstency problems, including methodological changes, prevent use uf a lenger histaric sample, Tt showld be noted, nonethalass, dhat carlier years did include negative growth and finangia; instability.
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LATVIA: PUBLIC DEBT SUSTAINABILITY SIMULATIONS

This annex presents the staff’s baseline scenario for Latvia’s public sector debt for the period
through 2007 and compares this to alternative scenarios based on shocks to various
underlying variables. The shocks are expressed as temporary deviations from the baseline,
using shocks relative to historical averages of the variable under consideration, without
considering dynamic feedback effects. The historical averages are based on the period 1996-
2001, as the period before 1996 was marked by significant structural changes in the Latvian
economy. The baseline scenario reflects what the staff believes are rather cautious
assumptions about average interest rates, especially for the period 2003-04.

On average during 1996-98, Latvia’s primary fiscal position (excluding interest payments)
was in surplus. Together with real growth averaging about 52 percent, the ratio of debt to
GDP declined sharply, to 10% percent at the end of 1998. As a result of the impact of the
Russian crisis—felt especially in 1999—and the subsequent slow pace of fiscal
consolidation, moderate primary deficits of 1% to 3 percent of GDP have emerged; however,
strong growth in 2000-02 and significant financing from privatization revenues has held the
debt/GDP ratio to 15 percent. Under these circumstances, public debt has not emerged as a
significant concern. To the contrary, the authorities have issued debt instruments in excess of
immediate financing needs so as to establish a benchmark in international capital markets
(with two Eurcbond issues) and to broaden the maturities of their domestic debt instruments
(recently issuing 10-year bonds); this in turn has helped to diversify risks associated with

their public debt.

Under the baseline scenario, public debt would remain well below 20 percent of GDP and
under 50 percent of revenues over the forecast period. Even as the recent weakening in
Latvia’s fiscal projection is expected to improve only slowly, the relatively low initial debt
stock and the strong medium-term growth assumptions underlying the baseline scenario
would limit the increases in the debt/GDP ratio until fiscal consolidation efforts begin to pay
off in 2005-06.

The stress tests focus on additional risks to public debt sustainability. The results suggest
resiliency: when the shocks are removed, the debt/GDP ratio resumes a declining trend. A
larger primary deficit (stress test 4) that is sustained for only two years initially raises the
debt/GDP ratio by several percentage points, to as much as 23 percent, after which the ratio
resumes a declining trend. Nonetheless, more severe shocks, or shocks sustained over a
longer period, could lead to qualitatively different outcomes.
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Public Sector Debt Sustainability Framework, 1996-2007
(In percent of GDP, unlesa otherwise indicated)

Actual Projections
1996 1997 1998 1966 2000 201 2002 2003 2004 2005 2006 2007

I. Baseline Medium-Term Projections

1 Public sector debt 1/ 144 120 1035 139 131 150 14.6 166 180 184 1B3 I73
afw foreign-currency denominated B3 67 &35 &3 30 85 89 114 133 141 142 137

2 Change in public sector debt -6 <25 -5 25 02 1 414 0 14 04 00 09
3 Identified debt-creating flows (4+7+12) 47 32 18 26 20 08 0.2 2.1 l4 04 01 D8
4 Primary deficit 0.5 1.3 .03 EN | 2.2 13 2.1 16 id4 0.5 0.l -0.8
5 Revenue and grants 374 413 426 400 373 351 36.1 362 373 386 338 386
6 Primary {toninterest) expenditure 37E 400 423 431 354 364 ] 378 387 321 389 380
7 Automatic debt dynamics 2/ -l 05 04 00 02 Q0 L0 00 01 03 D4 04
B Contribution from interest rate/growth differential 3/ -4 -1l0 01 02 02 23 -0.4 00 01 .03 D4 .04
9 Of which contribution from reed intzrest rmte 08 of 04 01 06 07 0.4 08 08 07 O6 06
10 Of which contribution from resi GDP growih £3% -l 4 03 OF 09 0.8 07 <09 -0 .0 -LD
8] Contribution from exchange rate depreciation 4/ p3 05 03 02 04 03 0.5 00 00 00 00 00
12 Other identified debt-creating flaws o0 -ld 12 05 04 08 -LO 95 02 02 02 02
13 Privatization receipus {negative) 0! -l4 -12 05 04 06 -1.0 4l 03 03 03 02
14 Recognition of implicit or contingenc liabilitics 0o o 00 00 00 00 0.0 05 05 05 03 04
15 Cther (specify, ¢.g. bank recapitalization) 60 o0 00 00 00 GO 0.0 08 00 00 00 QD
16 Regidual, incheding asset changes (2-3) 08 07 H4 D1 LD 1 -0.6 00 00 00 00 00
Public sector debt in percent of revenues |/ 6 290 246 324 352 4is 40.3 459 483 4777 472 452
Gross financing 5/ 64 63 42 D Tl 45 4.2 56 61 37 312 19

in billians of 1.5, dollars 03 04 03 0.5 Q5 0.4 [1X] 0.5 06 0.4 0.4 e2

Key Mactoeconomtc and Fiscal Assumptions

Real GDP prowth (in percent) 37 B4 43 28 68 79 6.1 35 60 60 60 64
Average nominal intercst rate on public debe (in percent) 6/ 1.1 1.6 2.4 83 2.7 7.0 6.1 89 83 12 6.9 6.7
Awverage real imicrest rate {norminal rate minus chenge in GDP deflator, in percent) 4.5 1.0 4.0 1.4 35 5.6 3.2 5.5 53 42 g 3.7
Nominal appreciation (increase in US doller value of local currency, in percent) 234 58 37 24 49 -39 6.3 0.0 0.0 0.0 440 0.0
Inflation rate (GDF deflator, in percent) 16.6 4.5 5.5 74 4.1 1.4 % 34 390 30 30 3.0
Growth of real primary spending {(deflated by GDP deflator, in percent) 23 149 99 3Ip  -2d 0.8 10,2 42 85 71 55 38

II. Stress Tests

1. Real G growth, real interest rate, and primary batance are at historical averages in 2003-2007 58 163 167 172 177
2. Real interest rate is at historical average plus two standard deviations in 2003 and 2004 172 135 199 197 189
3. Real GDIP grawih is at higtorical average minus two standard deviations in 2003 and 2004 173 197 201 200 190
4. Primary balance ig at higtorical average minug two standard devistions in 2003 and 2004 191 233 235 233 224
5, Combination of 2-4 using cne standard deviation shocks 179 21 200 187 185
6. One time 30 percemt real depreciation in 2000 7/ 215 229 130 229 200
7. 10 percent of GOP increase in other debt-creating flows in 2003 266 215 283 278 68
8. [mpact on debt-to-GDP ratio if revenue-to-GDP ratio is at historical average minus bwo stendard deviations in 2003.04 191 241 244 242 232
8a, Iropact ar debl-to-revenus ratio if revenue-to-GDP ratio is at histotical average minwa two standard deviations in 2003-04 573 725 639 630 606
Historical Statistics for Key Variables (1996-2001) Histarical Standard
Averge Deviation
Primary deficit 09 1.6
Real GDP growth (in percent) 57 2.3
Nominal interest rate (in percent) 6/ B3 1.2
Real interest rate (in percent) 1.8 4.5
Inflation ratc (GDF deflator, in percent} 59 52
Revenue to GDP ratio 13 28

1/ Indicate coverage of public sector, £.§., general govemmetin of nenfinancial public sector. Also whether net or gross debit is used.

2 Derived as [{r - r(14g) - g + as(1+)J{1+g+Hnregn)) times previous period debt ratio, with r = intetest ate;, n = growth rate of GDP deflator; g = real GDP growth rate; o = share of
foreign-currency d inated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar),

3/ The real interest rate contribulion is derived from the denominator in foatnote 2/ as 1 - % (1+g) and the real growth contribution as g,

4/ The exchange mtc contribution is derived from the denominator in footnote 2/ as ae(1+1).

5/ Defined as public sector deficit, plus amostization of tediurn and long-term public sector debt, plug short-term deht at end of previous period.

&/ Dierived as nominal interest expenditure divided by previcus period debt stock

7/ Renl deprecistion is defincd a8 inal depreciation (i ity p ge fall in dollar valye of local currency) minns domestic inflation (based on GDP deflator),
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MEDIUM-TERM GROWTH IN LATVIA

This annex aims to explain Latvia’s growth experience to date and to identify the factors that
could enable it to maintain such growth over the medium term, with a view to further
reducing its income gap with advanced economies. Latvia's recent economic performance has
been among the best of transition economies and EU accession candidates. Real output has
been growing at an average of 5% percent annually between 1995 and 2001, despite the
impact of the Russian crisis in 1998, resulting in an increase in living standards—as
measured by per capita GDP—by more than 50 percent. The authorities’ overall sound
macroeconomic and structural policies have created an environment conducive to growth,
driven by the private sector. These policies, as well as the prospect of EU and NATO
accession, have contributed positively to the growth momentum and helped attract large FDI
inflows (see Box 3). Nevertheless, Latvia’s per capita GDP (PPP based) remains at about
one-third of the EU average.

To shed light on the sources of the recent growth experience, a standard growth accounting
framework is employed, which decomposes output growth into contributions from labor
input, capital accumulation, and total factor productivity (TFP) growth.! The analysis reveals
that the rapid output growth in Latvia during 1995-2001 is mainly due to TFP growth
(contributing 3.8 percentage points to GDP growth), and to a lesser extent, capital
accumulation (contributing 2.0 percentage points to GDP growth). By contrast, partially
reflecting the decline in population, employment has had a slightly negative contribution
during the period.

! Growth accounting is widely used in analyzing the sources of growth, When applied to
transition economies such as Latvia, the quantitative results are marred by such problems as
the short time span, labor shedding, and difficulties in estimating the initial capital stock.
However, the qualitative implications, such as the importance of productivity growth and the
international patterns of growth, are likely to be robust. For further discussion, see Peter
Doyle, Louis Kuijs, and Gurong Jiang, Real Convergence to EU Income Levels: Central
Europe from 1990 to the Long Term, IMF Working Paper 01/146. For calculations for the
EU member states, see C. Denis, K. McMorrow and W. Rédger, 2002, “Production Function
Approach to Calculating Potential Growth and Output Gaps—Estimates for the EUJ Member
States and the US,” European Commission Economic Papers No. 176.
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1995-2001 2002-2007
Average GDP growth 5.7 59
Contribution from:
Employment -0.1 -0.3
Capital 2.0 24
TFP 3.8 3.7

This pattern is similar to that observed in other transition countries, such as Estonia,
Lithuania, Hungary, and Slovenia, where TFP growth has played a dominant role relative to
capital accumulation and employment.” It differs from the pattern in countries with a stronger

industrial base, such as the Czech Republic and the Slovak Republic.

Contributions to Average GDP Growth (1995-2001) 1/

.. EEEmployment S Capital CITFF ~ ~—Towl ... ... ]

Estonia Latvia  Lithuania Hungary Slovenia  Poland Slovak Czech CUrD area.
' Republic  Republic
1/ Baltics: 19935-2001; Hungary, Poland, Slovak Republic, Slovenia: 1995-2000; Czech Republic: 1955-199%9; surg
area: 1996-2000
Source: IMF staff estimates; Doyle et al (2001); and Denis et 21 (2002).

In the next few years, TFP growth and capital accumulation must play similar roles as in the
recent past for Latvian to maintain a trend growth rate of 5% to 6 percent and for its income
level to converge to those of the advanced economies. This is due to Latvia’s demographic

trends, as the labor force is expected to continue to decline.’

The scope exists for such rapid productivity growth, based on the current development stage
of Latvia, the particular features of its economy, and past experiences with productivity
growth in other countries, especially those that managed to substantially close their income

? See the accompanying staff background paper on “Competitiveness in the Baltics in the

Run-Up to EU Accession”; and Doyle et al. (2001).

3 According to the Central Statistical Bureau of Latvia and the World Development

Indicators from the World Bank.
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gap with advanced economies. For example, TFP growth in western European countries afier
World War II was estimated between 3 to 3% percent, allowing for GDP growth rates of 5 to
6 percent over an extended period of time to narrow the income gap with the United States.

While in the past the rapid growth in productivity can be attributed to efficiency gains
resulting from Latvia’s transition to a market economy, helped by strong FDI inflows, in the
next few years productivity growth should reflect the further convergence of technology
levels to those of the advanced economies, facilitated by greater openness resulting from EU
accession and the deepening of structural reforms. After a decade of successful transition and
rapid FDI inflows, the established market economy infrastructure and the large stock of FDI,
coupled with high levels of human capital, are ready to unleash further productivity gains.

Human capital accumulation is conducive to rapid productivity growth. Latvia has an
advanced education system, and the level of human capital, as indicated by the average
number of years of schooling (12 years), is high. In the same vein, much of that part of the
current labor force that possesses outdated skills from the Soviet era—which underlies much
of Latvia’s structural unemployment —will retire from the labor force in the coming years.
The Latvian labor force can thus be expected to 1ncreas1ngly embrace new technologies and
contribute to efficiency gains. Benhabib and Spiegel (1994)° find that countries with a higher
level of education tend to close the technological gap faster than others, and provide a
method for projecting TFP growth based on the income gap with the United States and the
level of human capital in a given country. Applying their approach to Latvia suggests that
there is scope for annual TFP growth of 4%; percent during the convergence process, which
would be more than enough to enable Latvia to maintain its trend growth rate. Similar
calculations for central European EU accesswn countries show TFP growth rates of up to

3 percent and for Estonia of about 3% percent.®

The significant inflows of FDI have contributed to Latvia’s relatively high investment rate
and, through technology transfer and other effects, have laid the foundation for future TFP
growth, The openness of the Latvian economy and the extensive financial relations with the
rest of the world have allowed Latvia to take full advantage of technological progress. It can
be expected that investment needs in the years to come will remain significant, partiaily
triggered by the need to comply with EU norms and standards and in response to the
competitive pressures in the EU.

* See Nicholas Craft, East Asia Growth Before and After the Crisis, IMF Working Paper
WP/98/137.

5 Jess Benhabib and Mark Spiegel (1994), “Role of Human Capital in Economic
Development: Evidence from Aggregate Cross-Country Data,” Journal of Monetary
Economics, Vol 34, pp. 143-173.

% See Doyle et al. (2001); and Appendix T in SM/02/186.
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While the investment ratio is projected to gradually increase to 32 percent of GDP over time
(Table 5), staff projects a slightly declining trend in the FDI/GDP ratio from the high levels
of recent years, implying that an increasing share of investment will be generated
domestically. However, this would net significantly reduce projected TFP growth, as FDI
flows as a share of GDP in Latvia would still be above the levels recorded in Ireland, Spain,
and Portugal following their EU accession in 1970s and 1980s, which enabled them to close
between 10 and 20 percentage points of their income gap in the two decades foliowing their
respective accession. It would also exceed the projected medium-term FDI flows for other
Eastern and Central European accession countries, with the exception of Estonia. Moreover,
the ratio of the stock of FDI to GDP would still be rising, from 32.7 percent in 2002 to 36.2
percent in 2007. If, however, stronger FDI inflows were to materialize in Latvia, the Irish
convergerce experience in the second half of the 1990s offers an example of how quickly
sustained and large FDI inflows, coupled with prudent macroeconomic policies and a
deregulation of the economy, could contribute to an acceleration of real convergence; while
the Irish income gap narrowed by 11 percentage points in the two decades before 1994, it
was eliminated by 1998, and income stood at 16 percent above the EU average by 2000. ’

While the necessary conditions for sustained economic growth are in place, much will
depend on the Latvian authorities” macroeconomic and structural policy stance over the next
few years. Macroeconomic stability will be critical. A prudent fiscal and monetary policy
mix within the context of the SGP should enable Latvia to maintain a low-inflation
environment and contain the risk stemming from its persistently large current account deficit.

The deepening of structural reforms should also help maintain the current favorable
investment climate and attract FDI. Key arcas where progress still needs to be made are: (i)
the battle against corruption; (ii) the privatization of the remaining state enterprises; (ii1) the
deregulation of the energy and telecommunications markets; (iv) the promotion of labor
market policies channeling employment to high value-added sectors; (v) the promotion of
small- and medium-sized enterprises, inciuding their access to financing; and (vi) efforts to
foster the diversification of exports. The government has a good tradition of working very
closely with the business community to improve the business climate, as evidenced by the
constant updating and good implementation record of the Action Plan to Improve the
Business Environment.

In conclusion, international experience and key features of the Latvian economy suggest that
Latvia is poised to sustain an annual growth rate of 5 % to 6 percent in the next few years.
This should help Latvia make headway in catching up with the EU income average.
Productivity growth should be the main source driving growth, aided by capital and human
capital accumulation. Prudent macroeconomic policy and deepening structural reforms are
required to turn this favorable outlook into reatity.

7 See Chapter IV in IMF Occasional Paper 213,



Statement by the IMF Staff Representative
April 23, 2003

Since issuance of the staff report, the following information has become available on
macroeconomic developments, fiscal and monetary performance, and external debt. This
information does not alter the thrust of the staff appraisal.

1. Economic activity continues to be strong. Industrial production grew by 10 percent
in February, while retail trade turnover rose by 14 percent. Import growth, at 19.8 percent
year-on-year, outpaced export growth, at 16.6 percent, during the first two months of 2003,
with exports to the EU expanding by 20.3 percent. End-of-period intlation was 2.2 percent in
March, mainly reflecting rising prices for clothing and fuel.

2. The Treasury reports a general government fiscal surplus of LVL 14 million for
the first quarter of 2003. While the first quarter outcome is usually strong, this is the first
time since 1998 that a surplus has been recorded. The surplus could reflect the delayed
adoption of the 2003 budget law, which limited spending during the first two months of the
year to 1/12 of last year’s budget authorizations. Notwithstanding the rate reductions of the
social and the corporate income taxes, tax revenues grew by more than 8 percent year-on-
year, with excise tax and VAT collections performing particularly well. Based on recent
statements by government officials, it appears unlikely that the planned mid-year
supplementary budget would lead to a significant tightening.

3. The outstanding stock of short-term foreign exchange swaps fell sharply to $16.6
million at end-March, as the Bank of Latvia shifted the provision of liquidity to repo
operations. While reserve money and broad money developed in line with annual
projections during the first quarter of 2003, credit to the private sector remained buoyant,
growing by 38 percent year-on-year, significantly higher than projected for 2003 in
SM/03/121.

4., Based on newly released international investment position data, strong inflows of
non-resident deposits during the fourth quarter increased Latvia’s gross external debt
to 83 percent of GDP at end-2002. This is higher than the estimate provided in the staff
report. Nevertheless, as most of these nonresident deposits continued to be placed abroad,
end-2002 net external debt was raised only slightly, to 232 percent of GDP, and the ratio of
reserves to short-term debt (excluding non-resident deposits) remained above the benchmark
level of 1. The full-year debt data do not alter the conclusions of the external sustainability
exercise.

5. The spread on Latvia’s Eurobond maturing in 2004 fell to a record-low of 23.7
basis points as of mid-April.
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IMF Concludes 2003 Article IV Consultation with the Republic of Latvia

On April 23, 2003, the Executive Board of the International Monetary Fund (IMF) concluded the
Atticle IV consultation with the Republic of Latvia.”

Background

Latvia has enjoyed continued strong economic performance since the last Article IV consultation
in January 2002. Real GDP growth was 7.9 percent in 2001 and 6.1 percent in 2002; growth
has been led by invastment and, more recently, consumption. Real per capita GDP now stands
some 50 percent above its 1995 level. Inflation remains low and was under 1%z percent in 2002.
The current account deficit rose to nearly 10 percent of GDP in 2001, partly reflecting stagnant
external demand and one-time factors, while a deficit of below 8 percent of GDP was recorded
in 2002. This apparent improvement, however, was due to improved coverage of certain exports
and private transfers, masking a deterioration in the underlying extemnal position. Nevertheless,
Latvian exporters have demonstrated resiliency in the face of the slowdown in western Europe,
quickly reorienting toward other export markets. Inflows of Foreign Direct Investment were
strong in 2002, covering about three-fifths of the current account deficit and helping to keep
external debt levels moderate. Financial market sentiment towards Latvia remains favorable, as
evidenced by relatively low yield spreads on Latvia's Eurobonds.

This performance owes much to past macroeconomic policy but fiscal control lapsed
significantly in late 2002. While the general government fiscal deficit declined by 1 percentage

! Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities.

Washingfon, D.C. 20431 « Telephone 202-623-7100 « Fox 202-023-06772 » www.imi.org
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point to 2.2 percent of GDP in 2001 and was kept to 0.7 percent of GDP during the first nine
months of 2002, the fiscal position loosened abruptly in the last quarter of the year and the
annual deficit rose to 2.7 percent of GDP. This mainly reflected a surge in spending late in the
year, while tax and non-tax receipts continued to be buoyant. This spending surge led to
reversal of the expenditure tightening that had been accomplished since 1999.

Supported by appropriate monetary policies, the exchange rate peg of the lats to the SDR has
contributed to price stability and a stable macroeconomic framework. The growth of credit o the
private sector remained high in 2002, but household borrowing taking on increased importance
relative to enterprise borrowing; along with the strong wage growth, this contributed to higher
rates of consumption. Latvia has continued to improve its financial sector infrastructure under
the Financial and Capital Markets Commission, established in July 2001, and is actively aligning
its legal and regulatory frameworks for anti-money laundering (AML) and combating the

~ financing of terrorism (CFT) to intemational standards.

Together with its largely successful macroeconomic policies, political, institutional, and
structural reforms underpinned the invitations Latvia received in late 2002 to join the European
Union and North Atlantic Treaty Organization. ELJ membership is scheduled for May 2004.

In July 2002, the iMF Executive Board completed the first and second reviews under Latvia’s
20-month Stand-By Arrangement. The Stand-By Arrangement expired in December 2002,

Executive Board Assessment

Executive Directors noted that Latvia's growth and inflation performance in 2002 was among the
best of the EU accession countries, and that the economy has demonstrated resiliency in the
face of relatively siow growth among its major trading partners. However, Directors expressed
concem about the magnitude and persistence of unemployment and the external current
acceount deficit, recognizing this deficit both as a sign of Latvia’s transition and as its key
vulnerability.

Directors noted that Latvia has completed an impressive decade of transition during its first 10
years of IMF membership, embracing sound fiscal and monetary policies at an early stage and
setting the stage for the pursuit of structural reforms and for a remarkable growth and inflation
performance. Real per capita GDP has risen more than 50 percent since 1995 and inflation has
remained at or below 3 percent since 1998. Together with political and institutional reforms, the
transition to a market economy has helped Latvia gamer an invitation for EU membership. The
IMF has supported Latvia’s transition through a series of Stand-By Arrangements, which have
been treated as precautionary since 1995, with the last one expiring on December 18, 2002.

Looking ahead, Directors observed that Latvia is poised for continued strong growth in 2003
and over the medium term, provided the authorities maintain prudent macroeconomic policies
and forcefully implement the remaining structural reform agenda. The authorities will need to be
watchful of the persistent current account deficit. Latvia’s economy appears to be competitive,
and further diversification of exports and deeper trade integration with the EU will help
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contribute to strong economic growth over the medium term. With strong policy resolve, Latvia
should be in a position to generate the productivity growth necessary to gradually close the
income gap with the EU.

Directors agreed that the exchange rate peg to the Special Drawing Rights and the current
value of the lats remain appropriate. The peg should remain the anchor of Latvia’s economic
strategy during the period leading to EU entry. Directors considered Latvia well positioned to
join ERM i after EU accession as a precursor to the adoption of the euro. They underlined the
importance of a good public understanding of the implications of the shift in the exchange rate
regime. Directors recognized that the monetary policy conduct of the Bank of Latvia in support
of the exchange rate peg has been broadly appropriate, but some cautioned against further cuts
in the interest rate. Directors were also concerned with the occasional resort to the use of short-
term foreign exchange swaps in amounts deemed excessive.

Directors underscored the importance of a prudent fiscal policy, given Latvia’s large current
account deficit, buoyant domestic demand, and expenditure commitments associated with EU
and NATO membership. They regretted the resort to an expansionary supplementary budget
and the loss of expenditure discipline toward the end of 2002, which had reversed the strong
fiscal performance throughout much of the year. These developments stand in contrast with the
more positive fiscal developments in the neighboring Baltic countries, which also face
expenditure pressures associated with EU and NATO accession.

Against this background, Directors welcomed the authorities’ intention to move toward a
balanced budget over the medium term, and underscored the importance of early decisive steps
in this direction. They noted the adoption of general government fiscal deficit of about 3 percent
of GDP in the 2003 budget law, and regretted that this signaled further fiscal relaxation in the
context of strong economic growth. Directors therefore called upon the authorities to quickly
resume the path of fiscal consolidation, including by redoubling their efforts to durably reduce
non-priority spending, improving medium-term budget planning, and enhancing the efficiency of
spending. They also urged the authorities to exercise restraint in further raising wages following
the sharp increase in the government wage bill in 2002, and they suggested that the
introduction of the new merit-based pay scale in 2004 be combined with efforts to improve the
efficiency of the civil service. Enhanced efforts to monitor expenditure commitments and
advance payments are also required.

Directors noted that the reductions of the social and corporate income tax rates that took effect
in January 2003 provide an unwarranted fiscal stimulus at a time when Latvia is enjoying
buoyant growth. They urged that further tax rate reductions be delayed until Latvia's fiscal
performance has improved. Most Directors suggested that at that time, reducing payroll taxes
would probably warrant higher priority than reducing corporate taxes--already among the lowest
of EU member and accession countries. The authorities should also move aggressively to
improve tax collections and curtail tax exemptions.

Noting that the 2002 amendments to the Law on Local Government Budgets had done little to
enhance control over subnational fiscal positions, Directors urged the authorities to monitor
developments and take steps to enhance local government discipline. Directors felt that
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according local governments some scope to influence their tax revenues would, by providing
flexibility in setting property and personal income tax rates, complement, and perhaps facilitate,
steps to tighten control over deficits.

While noting that the banking system is well-supervised and financially sound, Directors
welcomed the authorities’ initiatives to strengthen financial sector surveillance. The authorities
have brought their regulatory and supervisory framework largely in line with international
standards. They have also made progress in monitoring the continued large inflows of hon-
resident deposits and the rapid growth of credit, particularly foreign-currency credit, such as
through their new financial sector stability reports. Directors urged the authorities to remain
vigilant to possible risks and emerging financial sector vulnerabilities in these areas, and to be
ready to take action as necessary. Directors welcomed the authorities’ steps to strengthen the
framework for AML and CFT, in order to bring Latvia into full compliance with international
AML/CFT standards.

Directors stressed that progress against corruption and state capture will be critical for allowing
Latvia to improve its business climate and achieve its full growth potential. They welcomed the
authorities’ recent steps to reduce corruption, including through the adoption of a national anti-
corruption strategy and the opening of an anti-corruption bureau. They also encouraged the
authorities to build on the recent divastment of the state gas and shipping companies and to
complete the process of large-scale privatization.

Directors commended the continued evolution of the Action Plan to Improve the Business
Environment, which has helped to remove unnecessary administrative barriers and other
obstacles to business. They emphasized the need to maintain Latvia’s flexible labor market
institutions and policies while addressing the underlying causes of the high, albeit declining,
unemployment rate. In this context, Directors stressed that wage growth needs to be contained
to improvements in productivity in order to safeguard Latvia's external competitiveness.

Public Information Notices (PINs) are issued, (i) at the request of a member country, following the
conclusion of the Article IV consultation for countries seeking to make known the views of the IMF to the
public. This action is intended 1o strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (ji) following
policy discussions in the Executive Board at the decision of the Board. The Staff Report for the 2003
Article IV Consultation with Latvia is also available.




Republic of Latvia: Selected Economic Indicators

1997 1998 1999 2000 2001 2002
Changes in percent
Real Economy
Real GDP 8.4 4.8 2.8 6.8 7.9 6.1
Unemployment rate (ILO, end of period) 144 137 145 146 128 116
Consumer price index (end of period) 7.0 2.8 3.2 1.8 3.2 1.4
in percent of GDP
Public Finance
General government balance 03 08 -39 32 22 27
Total government debt 1/ 120 105 130 131 150 146
External government debt 1/ 6.7 6.4 9.2 8.2 9.5 8.9

Money and credit

Reserve money

Broad money

Domestic credit (non-government)

Balance of payments
Trade balance

Current account balance
International reserves
(in months of imports)

Exchange rate

Exchange rate regime
Exchange rate (lats per USS$;
period average)

Real effective exchange rate
(2000 = 100) 2/

31.2
38.6
76.2

End-period; changes in percent

8.7 116 7.7 88 224
6.0 80 279 208 209
586 1563 367 504 365

In percent of GDP unless stated otherwise

-15.1
-6.1
25

0.581

80.0

-186 -154 -148 -176 -17.2
-106 97 69 96 -78
2.9 29 26 3.0 29

Peg to the SDR
0.590 0.585 0.607 0.628 0.618

914 988 989 970 918

Sources; Latvian authorities and IMF staff estimates.
1/ Excludes government-guaranteed debt.

2/ CPl-based, end-of-period.



Statement by Benny Andersen, Alternate Executive Director for the Republic of Latvia
and Inguna Kup¢éa, Assistant to Executive Director
April 23, 2003

On behalf of our Latvian authorities, we would like to thank Mr. Mueller and his team for
their cooperation and dedication during the discussions in Riga and for presenting a set of
well-balanced documents. Our authorities are in broad agreement with the staff’s analyses
and the key economic challenges Latvia is facing.

With the last precautionary Stand-By Arrangement expiring at the end of 2002, this is the
first stand-alone consultation with Latvia. Our authorities appreciate this new level of
cooperation, and they would like to use this opportunity to emphasize the constructive
dialogue and fruitful cooperation, which consistently have characterized their relations with
the Fund. The framework of Fund-supported programs, together with regular Fund
surveillance and well-targeted technical assistance, has been very useful in guiding policies
through the challenges of reform and transformation. Qur authorities also would like to
extend their gratitude to the Fiscal Affairs Department and the Legal Department for the
recent technical assistance missions in the tax policy area and they emphasize the usefulness
of the recommendations made by staff. In a similar vein, they look forward to the data ROSC
planned for September 2003. Moreover, they would like to thank the resident representative
Mr. Knébl for his outstanding job facilitating the cooperation with the Fund throughout his
term that expired in January 2003.

Follewing elections in October 2002, a new majority coalition government was formed on
November 7 headed by the former governor of the central bank, Mr. Repie. The
government’s first priority is to conclude Latvia’s accession process in the EU and NATO.
The NATO accession protocol was signed by Latvian officials on March 26, and on April 16
in Athens Latvian officials signed the Furopean Union Accession Treaty that will allow the
country to become a full member of the EU on May 1, 2004. The EU membership
referendum is scheduled for September 20, 2003. Working towards these two membership
goals has largely facilitated the authorities” focus on macroeconomic stability. In this
process, Latvia has demonstrated a sustained track record of general fiscal discipline, price
stability, and exchange rate stability, contributing to high and sustainable growth rates in
recent years. This culture of stability-oriented macroeconomic policies combined with
determined structural reforms makes Latvia well placed to deal with the significant
challenges looking ahead, including the preparation of EMU accession upon meeting the
Maastricht criteria. In that regard, Latvia is well prepared with low and stable inflation, a

. recent successful launching of a 10—year domestic bond with yields well within the
Maastricht-set convergence criteria, fiscal deficits below the 3 percent limit in recent years
and a general government debt level at 15 percent of GDP end-2002,



Recent economic developments and prospects

Over the last couple of years, the growth of the Latvian economy has been the highest
amongst the ten EU accession countries, facilitating a gradual convergence of per capita
income toward the EU levels. In 2002, GDP grew by 6.1 percent as high domestic demand
and strong exports helped to shield the country from the sluggish growth across the globe.
The trade sector developed vigorously and other sectors including construction,
manufacturing and financial services also reported better-than-expected performance. Those
developments fully offset some slowdown in the transit sector due to an uncertain situation in
the world oil markets and a sharp reduction of oil transportation via the Ventspils pipeline.
For 2003, the authorities expect growth around 5 % percent. Even stronger growth is
anticipated in the medium term as Latvia reaps the benefits of a decade of sound
macroeconomic policies and far-reaching structural reforms, and the authorities expect that
the forthcoming accession to the EU would foster further inflow of foreign direct
investments. According to the consensus forecasts, Latvia will have the highest GDP growth
amongst the EU accession countries for both 2003 and 2004.

Despite the economic slowdown in major trade partners, export performance improved
during 2002. Latvia saw a strong increase in exports of woods and metals to the EU,
expanding trade with CIS countries, including Russia, a significant increase of exports to the
neighboring Baltic countries, and the current account deficit narrowed to 7.8 percent of GDP
compared to 9.6 percent in 2001. Latvia's current account structure continues to reflect the
country’s investment needs with foreign direct investments (FDI) being a significant source
of financing, thereby keeping the external debt at a low level. In 2002, net FDI inflows
reached 4.6 percent of GDP, thus financing about 60 percent of the current account deficit.
Our authorities realize that FDI flows can be volatile and they agree that maintaining steady
FDI inflows is a key challenge.

Inflation has remained sluggish in Latvia. In 2002, annual inflation was 1.9 percent, and it
has accelerated slightly since the beginning of 2003, mainly due to a rise in the price of fuel.
In March, annual inflation was 2.2 percent. Low and stable inflation has been backing a
persistent trend of declining interest rates. Higher banking sector etficiency and competition
has also been a factor in trimming interest rates. A continued tight monetary policy stance of
the central bank should help keeping the inflation at an annual average below 3 percent in
2003.

Fiscal policy

In response to staff’s concern about erosion of fiscal discipline late 2002 and a budget deficit
target for 2003 of 3 percent of GDP, a little more than 1 percent higher than recommended by
staff, our authorities would like to emphasize their continued commitment to a prudent fiscal
policy stance in line with the requirements of the EU. To achieve medium term budget
balance remains of key importance for the authorities, and with EU membership, this is to be
achieved consistent with the Stability and Growth Pact. They think this commitment is
consistent with a somewhat higher budget deficit for 2003 than suggested by staff.



The general government deficit in 2002 amounted to 2.5 percent of GDP (or 2.7 percent as
calculated by staff), well exceeding the target of 1.8 percent of GDP. The budget overrun was
due, in particular, to a high deficit of the City of Riga and one-time commitments made by
the previous government, including compensation to farmers related to the drought last
summer. Thus, up to the fall of 2002, the government maintained a tight fiscal policy stance,
keeping the budget deficit well below the projected margins, but a supplementary budget
adopted in the last quarter of the year increased the budget expenditures significantly. The
authorities concur with staff on the need to strengthen local governments’ financial
discipline. While the Parliament has already adopted legislative measures to enhance the
financial control of municipalities by the amendments to the Laws “On Budget and Financial
Management” and “On Local Governments’ Budgets” in late 2002, they might not have been
as forceful as hoped for and the government is looking for possible avenues to address the
need in line with staff’s recommendations.

The budget for 2003 approved on February 28 foresees a slight increase in the deficit to

about 3 percent of GDP, Extra spending is related to NATO and EU accession, as well as to
the government’s other priorities, including a strong and independent judiciary system,
prevention of corruption and crime, and health and education sector reforms. Furthermore,
the government plans to strengthen revenue performance through improving tax
administration and reducing tax evasions, including through customs enforcement and fight
with fraud connected with reimbursement of the VAT. Measures already taken have resulted
in a welcomed increase in tax revenues with excise tax and VAT collections performing
particularly well as mentioned in the Buff statement by staff. Regarding the need for further
fiscal consolidation, staff has come up with a number of specific recommendations, most of
which being in line with the government’s priorities. To reduce non-priority expenditures in
preparation of the 2004 budget, the government is determined to better control spending and
they will scrutinize comprehensively the budgets of various ministries in order to enhance the
efficiency. Moreover, the government envisages to streamline the so far few remaining tax
exemptions. While staff urges the authorities to move cautiously with respect to tax
reductions, it should be emphasized that lower taxation is a key priority for the government
and in line with their emphasis on a business-friendly environment and the need to maintain a
dynamic economy in order to advance further real convergence to the EU. Furthermore,
although the Latvian Government plans to pass a supplementary budget this summer, it is
less likely to achieve a fiscal tightening in 2003,

Exchange rate and monetary policy

Since 1994, the Bank of Latvia has pegged the lat to the SDR. The structure of the SDR
basket largely corresponds to the currency composition of Latvian foreign trade and debt.
The peg has proven successful in its main objectives: facilitating low inflation, supporting
business confidence, and enhancing stability in financial markets. As the current exchange
rate strategy suits the needs of the Latvian economy well, the Bank of Latvia intends to keep
it unchanged until the entry in the EU. Latvia's good progress in nominal and real
convergence provides a sound basis for joining the ERM II soon after entry into the EU.
With decisions to be taken in accordance with the agreed common procedures, the authorities



are targeting ERM II membership no later than 2005 with an adoption of the euro after a
minimum of two years under ERM II upon meeting the Maastricht criteria. The legislative
framework, including central bank independence and the central bank’s monetary
instruments are considered to be in broad compliance with the EU requirements.

Staff has expressed some concerns regarding the 50 basis points cut in the official interest
rates and the increased use of short-term currency swaps in the previous fall. The Bank of
Latvia takes note of the concerns that Latvia’s cyclical position needs to be taken into
consideration when adjusting interest rates. However, with a fixed exchange rate regime and
free capital movements the central bank cannot protractedly sustain considerably higher
interest rates compared to those prevailing in the region and the countries of its currency peg.

Financial sector policies and combating money laundering

Financial intermediation has continued to expand and deepen within an environment of price
stability and buoyant demand. This includes lending, which has increased by an average of
over 30 percent during the last five years, although from a low base. Against this backdrop,
the authorities are pleased to note the recognition of the staff and others that the Latvian
authorities have made remarkable progress in strengthening their supervisory framework,
including that the December 2002 EU Peer Report identified no major weaknesses in
Latvia’s financial system, thereby reinforcing the findings of the 2001 FSAP. Provisioning is
considered by the authorities to be adequate and only 2 percent of loans are classified as sub-
standard, banks are well capitalized and the asset quality remains high. Privatization in the
banking sector is nearly completed — the government share in the Savings Bank will be sold
during 2003, thus keeping only one state-owned bank. Two thirds of the banking sector are
now controlled by foreign capital, mostly Nordic and German banks. Moreover, major
progress has been achieved in the field of harmonization of the Latvian financial sector
legislation with that of the EU, and the latest amendments to the EU banking and insurance
directives have been reflected in Latvian legislation. The authorities agree that vigilance
remains important and they will continue to monitor developments closely. Moreover, the
Latvian AML/CFT framework has been strengthened through various steps since the last
Article IV consultation bringing it into compliance with international standards.

Structural reforms

The EU accession process has worked as a significant catalyst for the structural reform
agenda. Now the privatization process has almost been completed as described in the staff
report. An ambitious work was launched by the Latvian government in 1999, notably the
Action Plan to Improve the Business Environment aiming at simplifying tax administration,
streamlining administrative procedures of customs clearance, and providing transparency and
better protection of investors’ interests. This plan has been revised frequently and the new
Action Plan approved in October 2002 envisages measures to improve tax policy and
administration, combat corruption, improve central and local government procurement
procedures, and foster the confidence in the rule of law. Not least, the effective fight against
corruption is of key importance under the government’s reform agenda. To this end, the Anti-



Corruption Bureau is now made fully operational. Health care reform is also of paramount
importance with a newly established Ministry of Health. The main objective of the health
reform is the introduction of an efficient and transparent health care financing and
administrative framework. The reform anticipates elimination of existing shortages,
including by increasing the access to high-quality health services, fostering the technological
and professional development of the health care sector, and securing a proper wage level for
health sector employees. Finally, a flexible labor market with a skilled labor force and
competitive wages is considered crucial for the Latvian economy, and this emphasis is
reflected in the National Employment Plan.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

