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Discussions were held in Riga during October 24-November 6, 2001. The EU2-led Article
IV mission overlapped with an FSAP follow-up mission.

The staff representatives comprised Messrs. Mueller (head), McDonald, Beddies,
Lundbick {all EU2), Mr. Risager (PDR), and Ms. Merlino (research assistant, EU2).

Mr. Odling-Smee and Mr. Lehmussaari, Executive Director for Latvia, joined the mission
for two days. Mr, Kndbl, the Fund’s resident representative in Riga, assisted the mission.

The mission met with members of the government, including Prime Minister Berzips,
Minister of Finance Berzip§, Minister of the Economy Kalvitis, Minister of Welfare
Pozarnovs, Minister for Cooperation with International Institutions Zile; Bank of Latvia
(BoL)) Governor Mr, Repse; other senior government officials; members of parliament; and
representatives of Transparency International, other NGOs, and the financial, business, and
diplomatic communities.

On April 20, 2001, the Executive Board approved a 20-month Stand-By Arrangement
(SBA) in an amount of SDR 33 million (26 percent of quota). The authorities have
indicated their intention to make no purchases under the arrangement,

The staff is not proposing to complete the first review under the SBA at this time, as the
mission was unable to reach understandings with the authorities on the budget for 2002.
The Latvian authorities proposed, in a letter to the staff (Attachment I), fiscal, monetary
and other targets for the first two quarters of 2002 which are consistent with an appropriate
annual deficit target. However, the annual deficit under the adopted 2002 budget would
imply a significant fiscal loosening in the second half of 2002. Nonetheless, if the current
strong fiscal performance continues during the first quarter of 2002—including revenue
collections in excess of the targeted amount—and the authorities are prepared to delay
some expenditures, this could serve as a basis for resuming the discussions to complete the
first program review under the SBA.

Related papers that provide useful background for the upcoming Board discussion include
the Statistical Appendix (SM/01/364) and the Financial Sector Stability Assessment
(FSSA), which accompany this paper; the paper on “Labor Markets in Hard-Peg Accession
Countries: The Baltics and Bulgaria” (SM/01/100); and the forthcoming paper on “The
Baltics—Medium-Term Fiscal Issues Related to EU and NATO Accession.”
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Latvia: Basic Data
Social and demographic indicators
Area ' 64,589 sq. km.
Population ‘ : 24 million
Utrban : 68.2 percent
Rate of population growth 0.6 percent per year
Life expectancy at hirth
Male 64.9 vears
Female 76.0 years
Infant mortality rate (per 1,000 births} 104
Hospital beds (per 10,000 inhabitants) ' 873
Physicians {per 10,000 inhabitants) 344
1996 1997 1998 1999 2000
In percent of GDP
Shares of gross domestic product at current prices
Agriculture and hunting 6.7 40 25 23 22
Forestry and logging 0.8 0.8 10 1.3 14
Fishing 03 0.2 02 03 04
Mining and quarrying 01 0.1 01 0.1 0.1
Manufactaring 182 194 154 13.4 12.8
Flectricity, gas, and water 46 43 4.6 39 35
Construction 41 42 59 6.2 6.0
Services 523 54.0 56.4 50.9 61.9
Taxes and subsidies 127 12.8 138 12.5 11.8
GDP
Nominal GDP (in miltions of lats) 2820 3275 358% 3897 4333
GDP per capita (in lats) L,131 1,321 1460 1837 1,826
Real GDP (percentage change) 33 8.6 39 1.1 6.6
Unermployment rate (end of period) 72 70 9.2 9.1 7.8
Consumer prices (percentage change,
end-period) 13.1 7.0 28 32 1.8
General govermrent finances In millions of lats, unless otherwise stated
Total revenue 1,057 1352 1529 1561 1620
(in percent of GDP) 374 413 426 400 374
Total expenditure _ LId 1332 1554 L7 L74
(in percent of GDF) : 39.0 407 43.3 43.8 40.7
Finarcial balance A7 20 25 -146 <144
{in percent of GDF) -1.7 0.6 0.7 3.8 33
Net lending 5 10 3 7 0
{in percent of GDP) 02 03 0.1 02 0.0
Fiscal balance 52 10 27 -153 -143
{in percent of GDP) -1.8 03 0.8 -39 33
- Money and credit (end-period) '
Net foreign assets 445 619 415 34 538
Broad noney 628 871 923 997 1275
Domestic credit 366 479 647 745 1062
Velocity (ievel) - 30 4.1 4,0 432 3R
Balance of paymenits
Total exports ((GNFS) 1440 1669 1841 1708 1984
Total imports {GINFS) 1669 1547 2327 2110 2360
Current account balance -154 =201 -380 -380 -302
(in percent of GDF) 4.2 5.1 938 9.8 69
Official reserves (in months of imports
of goods and nonfactor services) 28 25 29 29 26
Excharige rate, lats per USS, end-period 035 03590 0569 0583 0613

Sources: Latvian authorities; and Fund staff estirpates.



Executive Summary

Latvia has experienced high growth and low inflation over the last two years. Real GDP grew
by 6% percent in 2000 and 8% percent in the first half of 2001, and it appears that strong
growth was sustained at least through the third quarter of 2001. This investment-led growth
has been aided by continned price stability, in part reflecting the successful exchange rate
peg: consumer price inflation was about 3 percent in both 2000 and 2001. Market sentiment
toward Latvia remains favorable, as seen by the successful Eurobond issue in November. The
current account deficit fell in 2000 and in the first half of 2001, but remains high and
appeared to be widening in the second half of the year. Foreign direct investment inflows
continue to be strong, covering about three-fifths of the current account deﬁc1t and helping to
keep external debt at a moderate level.

Prudent macroeconomic policies underlie this excellent economic performance. As of
October, the government was on track to meet its 2001 fiscal deficit target of 1.7 percent of
GDP, compared to 3.3 percent in 2000 and close to 4 percent in 1999. Monetary policy has
continued to be geared to supporting the peg of the lats to the SDR. A recent Financial Sector
Stability Assessment (FSSA) found that the Latvian financial system appears to be generally
robust and, overall, well-regulated. Latvia moved quickly after September 11 to prepare
legislation that would more comprehensively cover terrorist financing. Negotiations on EU
accession are proceeding well, and have helped reinforce the drive toward structural reform.

The staff expects that slower growth among Latvia’s major trading partners would lead to a
reduction in external demand; nevertheless, with domestic demand (particularly for
investment) remaining strong, Latvia would experience moderate growth in 2002, at around
4% percent. The combination of weaker external demand and continued strong domestic
demand could put further pressure on Latvia’s current account deficit, which could be
exacerbated by the planned 2002 budget deficit of 2.7 percent of GDP. While no agreement
could be reached on an appropriate fiscal deficit for 2002, thus preventing the staff from
recommending completion of the first program review at this time, deficit targets for the first
and second quarters were agreed that are in line with an annual deficit target of about

1% percent of GDP. Noting the uncertain external environment, the staff indicated that in the
event of a more pronounced slowdown in Latvian growth it would support using the
automatic fiscal stabilizers, provided that the current account and its financing did not give
rise to concern.

- Competitiveness remains adequate, and the staff supported the authorities’ intention to retain
the existing exchange rate peg until shifting to a euro peg following accession to the EU, The
Bank of Latvia has decided to discontinue issuing long-term foreign exchange swaps, and
will limit its use of short-term swaps. Discussions covered the emergence of interest rate
spreads relative to the anchor currency basket, the continuing large inflows of non-resident
deposits, and the relatively rapid growth of credit to the private sector, as well as the need to
closely monitor developments in these areas.



I. INTRODUCTION

1. The Executive Board concluded the 2000 Article IV consultation on June 30,
2000, Directors commended Latvia’s long-standing commitment to macroeconomic stability
and noted the success of structural reforms in creating a flexible market economy. Directors
supported the fiscal tightening that had been undertaken, but cautioned that more rapid fiscal
adjustment would be needed should the current account deficit fail to decline or FDI fail short
of expectations. While welcoming improvements in the financial sector prudential
framework, they stressed the need to closely monitor credit expansion. The exchange rate peg
remained appropriate, but Directors stressed the importance under such a regime of continued
structural reform and prudent fiscal policy. Following the authorities” request, the 2000
Article I'V staff report was placed, without deletions, on the Fund’s external website.

2. Relations with the Fund and the World Bank are summarized in Appendices I
and II. Latvia has accepted the obligations of Article VIII and maintains an exchange system
free of restrictions on payments and transfers for current international transactions.

II. RECENT ECONOMIC DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

3. Latvia has experienced high growth and low inflation over the last two years
(Table. 1 and Figure 1). Real GDP grew at 6% percent in 2000 and 8% percent in the first half
of 2001. Indicators such as industrial output, transport activity, retail sales, fiscal revenues,
and private sector credit suggest that strong growth continued in the third quarter, despite
lower EU growth. The official unemployment rate has declined to about 7%2 percent, but high
unemployment persists in rural areas and mainly reflects geographical immobility among
workers (SM/01/100). Even with a possible slowdown late in the year, growth is likely to
exceed the 6 percent rate underlying the economic program by about one percentage point.
This robust growth performance at a time when major trading partners are experiencing

- declining growth is examined i Box 1.

4. Continued price stability, aided by the successful exchange rate peg, has helped

support investment-led growth. Twelve-month consumer price inflation has remained low

(3.3 percent in October) and is on track to meet the authorities’ 3 percent objective for 2001,

despite the impact on food prices of animal diseases in Europe and poor mid-year weather in
Latvia. Wage growth has lagged behind GDP growth, while the minimum wage (LVL 60 per
month, following a LVL 10 increase earlier this year) remains low.

5. All performance criteria under the program to date were observed and, based on
end-October data, all end-December performance criteria are within reach. Two of the
three structural benchmarks for June were observed. The measures related to two of the three
structural benchmarks for end-September were implemented with a two-week delay, as the
government focused on difficult budget discussions (Table 2).
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Figure 1. Latvia: Macroeconomic Indicators, 1997-2001

Real GDP Growth
(Percentage change over preceding four
quarters)

1

Q2Q3Q40Q1Q2QIQ4QI QIR Q4QIQ2Q3IQ4QL A
997 1998 1999 2000 2001

Repistered Unemployment 1/
{Average, as percent of the labor force)

1o+
g v !
S t
7
8 | I S : : L1 I : |
Q3Q4Q1Q2Q30Q4Q1Q2Q3IQ4NQ1N2QINMQI Q203
1997 1598 1999 2000 2001
Real Wages
(Average 1993 = 100)
150 - :
i40 - " - , ‘
|
130
120 |
Whole economy :
10 | = = = State sector
[
100 L ! — L L L L i I i i

Sources; Latvian authorities; and Fund staff estimates.

Q2Q3Q4QIQIQIQ4Q1 Q203 Q4QIQ2QIQAQIA
1997 1998 1999 2000

1/ Official data.
2/ Average monthly wage in the public sector, including public enterprises.
3/ Wages net of social taxes.

2001

CPI Inflation in Goods and Services
{Percentage change over preceding twelve

maonths}
24 ! 24
20 - s A1l items 420
i6 E,h‘-_‘ . - Goods 418
I Vo e Services 112
IR ;4
ODFATAODFAJAODFAJAODFAJIAC
1997 1998 1999 2000 2001

PPI Inflation
(Percentage change over preceding twelve

months}
S :
(3 :..
4 b
2 f‘\\‘\ ,-\/\J\_r”
0
.2 -
NS
-6 F
-8
ODFAJACDFAJAODFAJAODFAJTAOQO
1957 1998 1999 2000 2601
CPI, Dollar and Net Wages
{Percentage change over preceding four
_ quarters)
20
Dollar wages 2/
s | E—"Net wages 3/ -

0

1397

" L L "

QQ3Q4aQIQIQIQ4QIQ2Q3IQ4N1Q2Q3Q4QL Q2
1998 1999 2000 2001




Box 1. Latvia’s Growth Experienee

The recent strong economic growth in Latvia has been driven by domestic demand, mainly investment,
and has been broad based. Fixed capital formation grew by 10.8 percent in 2000 and 9.6 percent in the first
half of 2001. Private consumption is growing slower than GDP, but accelerated in the first half of 2001, Both
industry and services grew strongly in the first half of 2001. Key factors explaining this growth pattern include:

® Macroeconomic stability has created a sound basis for continued transition and high long-run growth.

& The Russian crisis sparked a process of adjustment, leading 10 a jump in the share of exports 1o the EU from
49 percent in 1997 to 65 percent in 2000. This adjustment has required substantial investment in capacity,
technologies, marketing, legal advice, and improved management. As bad as the crisis was, it helped reinvigorate
the transition process, which constitutes a basis for rapid growth.

® The restructuring process accelerated by the Russian crisis has also had a positive effect on activities in the
domestic market, In the food industry, for example, imploding demand in the Russian market necessitated rapid
adjustrnent that helped Latvian producers improve their domestic market position. This has also boosted demand
for commercial services, which are supplied largely from within Latvia. The financial services sector was also
forced by the Russian crisis to adjust, and has since recovered, been restructured and reached a higher degree of
sophistication (sec Boxes 3 and 6).

® The trend has continued toward higher value-added production and exploiring economies of scale, partly
reflecting the orientation toward EU markets, This s seen, for example, in the wood sector (see Box 4) and in
other manufacturing areas.

& Larvian producers improved their competitiveness in the Russian and other BRO markets (see Figure 3). The
Russian recovery and increased oil exports have also raised the demand for transit through Latvia,

® The prospect of EU accession in the near futnre has stimulated domestic investment and helped attract strong
FDI inflows.

® As the economy develops, a larger share of economic activity may be captured in the official statistics.

These trends are set to continve in 2002. First, past investments should lead to greater capacity, improved
technology, and scale economies. Second, consumption should continue growing as consumer confidence
appears steady, unemployment is falling, and incomes are rising. Third, the declining trend in government
investment will be reversed in 2002. Fourth, the reorientation towards the EU will continue, as accession
approaches and industries further comply with EU norms. Fifth, modest wage increases, high profits, and
enhanced productivity should ensure continued competitiveness, including, importantly, regarding Russia.
Latvian exporters have previously shown resilience in the face of tough economic conditions. Finally, the
Latvian economy is relatively diversified and growth has been broad based, so that even if some sectors weaken,
others may show more positive developments.

Reai GDP growth in 2002 should, nevertheless, slow from that in 2001, Long-run prospects for Latvian
growth are very good, but Latvia will likely be affected by the global slowdown; the projected 4% percent growth
rate for 2002 wouid be 2% percentage points less than in 2001, Growth in 2002 is projected to exceed that in
advanced economy trading partners by about 2}% percentage points, compared te 3 percentage points in 2060 and
over 5 percentage points in 2001. However, if the rebound of the world economy expected in late 2002 is
significantly delayed, growth may be much weaker; the more pessimistic scenario (Table 7 and Section I11.B)
‘jssumes that EU growth would be less than 1 percent and Latvian growth would then decline to 2V2 pergent,

6. Market sentiment toward Latvia remains favorable. Developments in emerging
markets and the September terrorist acts caused a temporary rise in Latvia’s Eurobond
spread, but it is again below 100 points (Figure 2). Ratings agencies in August 2001 upgraded
their outlook on Latvian long-term sovereign foreign currency debt and issued a positive
report on the banking system. Despite the anticipated delay in completing the first review



Figure 2. Latvia: Yield of Latvia's Eurobond over a Comparable German Government Bond,
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under the SBA, Latvia successfully placed a second Eurobond in November 2001 (see
Section II1.C). '

7. After dropping markedly in 2000, the current account deficit fell to about

5.3 percent of GDP in the first haif of 2001, from 5.7 percent a year earlier. However,
preliminary third quarter data indicate a2 widening that could imply that the annual current
account deficit would exceed 7 percent of GDP (Table 3 and Figure 3). Merchandise exports
grew by 12 percent in January-September, as a slowdown in exports of wood and wood
products (exported mainly to the EU) was balanced by rapid growth of machinery, foodstuffs
and textiles exports, demonstrating continued competitiveness and flexibility (Box 2), With
economic activity in the EU slowing, the strongest export growth has occurred in the Baltic
and CIS markets, reflecting their strong growth and a real depreciation of the lats versus the
ruble. Merchandise imports have grown at about 14 percent during the period. Transport and
other service exports have been affected by the slowdown in western Europe and stiffer
competition among the Baltic countries for East-West transit trade.
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Figure 3. Latvia: Exchange Rates and External Indicators, 1997-2001
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1/ Imports of goods and non-factor services.

2/ Trade-weighted, using INS-adjusted weights for 1957, to reflect recent changes in shares of trading
partuers. :

3/ Comprising Belerus, Estonia, Lithuania, the Russian Federation, and Ukraine.

4/ Comprising Denmark, Finland, Germany, France, Italy, the Netherlands, Sweden, United Kingdom,
and United States.
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Box 2. Latvia’s External Competitiveness

Developments since the last Article IV consultation suggest that the Latvian economy remains

" {competitive and that the exchange rate of the lats is broadly appropriate, Operating under a fixed exchange
rate regime, the ability of the economy to remain competitive even when subjected to a significant external
shock was demonstrated by its resilience during the Russian crisis. More recently, faced with slowing growth in
western Furopean markets, exporters are reorienting toward other markets. Key to this performance are flexible
‘labar market rules and the impact of progressive structural reforms to improve the business climate, foster
‘international trade and promote FDL Recent developrnents regarding competitiveness include:

» Relative stability of the real effective exchange rate (Figure 3). This follows the large real
appreciation that resulted from the Russian crisis and the end of a period of appreciation of the lats against the
major western trading partners that had mirrored the appreciation of the dollar (and SDR) against the euro.
Reflecting inflation differentials, the lats has depreciated substantially against the ruble.

. Good external performance, despite the real value of the lats remaining well above its Ievel
before the Russian crisis. The current account balance improved by 3 percentage points in 2000, despite
growth substantiaily higher than that of Latvia’s advanced economy trading partners. The improvement
conlinued into 2001 but has recently been reversed somewhat, as parmer country growth has slowed.

. Productivity srowth, which appears to be outpacing wages. In 2000 and the first half of 2001, real
wage growth was about 4 percentage points below real GDP growth. Unit labar costs (ULC) in manufacturing,
when measured on a dollar basis, fell B percent in 2000 and 82 percent in the first half of 2001; when measured
against advanced economy trading partners, however, because of movements in the dollar-euro exchange rate,
ULCs increased about 3% percent in 2000 and then fell by 2 percent in the first half of 2001,

8. Strong inflows of foreign direct investment (FDI) continued in the first nine
months of 2001, financing three-fifths of the current account deficit and helping to keep
external debt indicators at moderate levels. External debt is equivalent to 66 percent of
GDP, of which about a third is related to nonresident deposits in the Latvian banking system,
which are largely matched by high-quality assets of similar maturities.

9. Following the fiscal slippage in 2000, the general government deficit in the first
nine months of 2001 was 1.4 percent of GDP (Table 4 and Figure 4). The comfortable
margin relative to the target was achieved mainly by restraining expenditures and net lending.
Continuing administrative problems with excise taxes and a one-time shortfall early in the
year in VAT revenues (reflecting changes to meet EU requirements) were largely offset by
otherwise strong VAT collections and buoyant customs and property tax revenues. No new
decisions to spend privatization receipts outside the budget have been taken and most such
spending from earlier in 2001 was included in the supplementary budget adopted in June.

10.  The government has implemented a wide array of public sector reforms. In April,
Parliament approved amendments to the Excise Tax Law (structural benchmark) to
harmonize tax rates, improve the monitoring of exemptions, and help detect smuggling.
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Figure 4. Latvia: Fiscal Developments, 1997-2001
(In percent of GDP)
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Pension Law amendments were submitted to parliament on June 28 (structural benchmark).’
The structural benchmark on transferring all accounts of budget-financed institutions to the
Treasury by end-June was missed, with the few accounts still outside the Treasury generally
relating to co-financing of international projects. Although submitted to Parliament with a
two-week delay, the 2002 budget draft included information on contingent liabilities, tax
expenditures, quasi-fiscal activities, forecasting assumptions, and financing (structural
benchmark). Implementing regulations for the Law on Public Agencies have been delayed
{structural benchmark), but are to be adopted by mid-December 2001. The procurement law
adopted in July 2001 will take effect from January 1, 2002. A public administration review of
the Secretariat for Regional Development was completed ahead of schedule.

11.  Nonetheless, steps that could help prioritize and increase the efficiency of
spending have progressed slowly. The zero-based reviews of certain existing spending
programs have not yielded any noteworthy budgetary savings. Medizm-term budget planning,
which is critical to the re-prioritization of spending, remains underdeveloped, although the
Cabinet in April 2001 adopted an overall medium-term budget planning framework.
Improvements in the targeting of social assistance have not been implemented; the
introduction of a guaranteed minimum income scheme and a corresponding monitoring
system to replace the current multiple social assistance programs have met resistance.

12.  Following the strong policy implementation in 2000, monetary developments
continue to be broadly on track (Tables 5 and 6, Figure 5). However, private sector credit
growth could reach 40 percent by end-year. Monetary policy has at times been complicated
by the government’s issuance of medium-term bonds in excess of financing needs, with a
view to fostering the development of domestic financial markets. This did not seem to
dampen the supply of credit to the private sector, which continues to grow briskly. The BoL
did not accommodate these issues with secondary market purchases, as it had in 2000,
resulting in large liquidity swings in the banking system and nising short-term interest rates.
Faced with strong demand for central bank credit from banks, the BoL used its open market
and swap facilities to effect a liquidity tightening and to meet the end-June NDA target. The
BoL also raised the rate offered on government deposits in order to attract funds from the
banking system; it was reluctant to raise the Lombard rate, however, fearing the signaling
effect of such a move. Tight monetary conditions were sustained through the third quarter,

13. ° Asforeseen under the program, the BoL began in April to reduce the volume of
new issues of long-term foreign exchange swaps, while also reducing the stock of short-
term swaps. In this environment, the BoL has begun to make occasional outright foreign:
exchange purchases, particularly in Qctober ($32 million}. '

! Under the draft provisions, working pensioners would be allowed to collect their full
pension; early retirement would be eliminated; and indexing changes would emphasize wages
over consumer prices. These changes were to take effect in April 2002, but the current
parliamentary deliberations point toward a later implementation date.
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Figure 5. Latvia: Monetary Developments, 1997-2001
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14, The Financial Sector Assessment Program (FSAP) report found that the
financial system appears to be generally robust and, overall, well-regulated (Box 3). The
FSAP identified no major sources of vulnerability, but stressed the need for vigilance in
various areas.

15, Latvia is adjusting legislation to more comprehensively cover terrorist financing,
The January 2001 summary report of The European Committee on Crime Problems and the
OECD Financial Action Task Force (FATF) suggested Latvia had made significant progress
in combating money laundering, but cited a need for improvements in enforcement and with
respect to the speed of the legal process, the standards of proof, the confiscation regime, and
information sharing. Latvia’s financial intelligence unit, the Money Laundering Board

- (MLB), was established in 1998 to, among other things, analyze reports of suspicious
transactions and forward relevant cases to the Prosecutor’s Office. Closely following the
September terrorist acts, legislative amendments prepared by the MLB were submitted to
Parliament that would: (i) allow for the suspension of the movement of financial resources or
other property should criminal activity be suspected, (ii) require banks to report all
transactions of people on international terrorist lists, and (iii) permit international cooperation
in fighting terrorism.

16.  The securities market lacks liquidity and remains small. Capitalization of the Riga
Stock Exchange at end-June 2001 remained at about 8 percent of GDP. The bond market
mainly consists of government bonds (market share close to 90 percent), but recently
benefited from the repeat issuance of mortgage bonds. Steps toward enhanced cooperation
among the Baltic stock-exchanges and with those of western Europe are expected to help
Latvian companies attract portfolio investment.

17. Negotiations on Eurepean Union (EU) accession are proceeding well, with Latvia
having completed negotiations on 22 of the 31 chapters. The authorities are commitied to
closing all chapters by end-2002 to pave the way for accession in 2004. The Commission’s
November 2001 report on candidate countries’ progress toward accession notes that Latvia is
a functioning market economy that in the near term could cope with the competitive pressure
within the Union—a key requirement for EU accession.

18.  With EU accession as a catalyst, substantial progress has been made with
structural reforms, although large-scale privatization has experienced another setback.’
Divestiture of the Latvian Shipping Company (LASCO) was postponed shortly before the
auction was to begin, due to incomplete submission of documentation and the nonpayment of

% The World Bank is leading with respect to advice in all structural reform areas not directly
in the Fund’s expertise or of clear macroeconomic significance, Bank staff agreed with the
Latvian authorities in October 2001 on measures to be taken under a second Programmatic
Structural Adjustment Loan (PSAL II), but the Bank has decided to postpone presentation to
its Board because of concerns over the 2002 budget.
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Box 3: Main Findings under the Financial Sector Assessment Program
Latvia participated in the FSAP in February 2001, The main findings of the FSSA are summarized below:

Macroeconomic conditions have created an environmnent favorable to sustained financial sector
development. Foreign investment has strengthened the banking sector, and banks are well capitalized, liquid,
and profitable, although the financial system nonetheless is susceptible to an array of shocks. Stress tests
provided evidence that the varicus shocks that were simulated would have only small effects on bank sclvency.
Close monitoring is, however, needed it certain areas, such as: (i) the current account deficit, (ii) rapid credit
expansion (Box 6), (iii) the rising short-term interest rates and the differential with the SDR rate, (iv) significant
non-resident deposits (about half of total deposits), and (v) possibie exchange rate movements of Latvia’s main
trading currencies against the SDR.

The emergence of nonbank financial institations does not pose a potential systemic risk at this time, due to
the relatively light activity and the lack of strong linkages with the banking system. However, the growth of
nonbank business and bank connectivity require close monitoring by the Financial and Capital Markets
Commission (FCMC).

The FCMC, a unified financial sector supervisory authority, began eperations on July 1, 2001 after a
smooth and successful transition (EBS/01/44, Box 5). Issues such as staffing, strategic objectives, internal
organization, decision making processes, and cooperation on policy and regulatory objectives and information
sharing with the BoL have been adequately addressed. However, more emphasis may be neaded on: (i}
developing a risk-based supervisory approach, (ii) introducing a rating system for financial institutions, and {iii)
developing an on-site examination manual for insurance companies.

Latvia largely complies with the Basel Core Principles for Effective Banking Supervision (BCP)
(EBS/00/109, Box 1). Amendments to the Law on Credit Institotions, submitted to Parliament on October 12,
20061 (structural benchmark), would address the remaining weaknesses identified by the FSAP and are intended
1o bring Latvia into full compliance with the BCP. Anti-money laundering legislation appears appropriate,
although enforcement needs improvement; the imposition of steep fines for failure to report suspicious activity is
an important step. Latvia also Iargely observes the IAIS Core Principles for insurance supervision and the
IOSCO principles for securities regulation The legal framework for banking was found particularty robust.
Latvia exhibits high policy transparency in virtually all areas in which it has been assessed (banking, i insurance
and securities regulation, monetary policy, and payment system oversight),

Latvia’s systemic liquidity and safety net arrangements appear adequate. The BoL provides temporary
liquidity support through its Lombard facility. The BoL also imposes appropriate market discipline; banking
licenses are sometimes revoked and lender-of-lasi-resort loans are rare. Banks manage liquidity efficiently. The
Deposit Guarantee Fund provides sufficient protection for depositors.

the security deposit by auction participants. By contrast, remaining government shares of
Latvijas Gaze are being sold in three stages between July 2001 and February 2002, and this
has, so far, yielded more privatization receipts than expected. The creation of competitive
frameworks in the telecoms and energy sectors is progressing, with the super regulator, the
Public Utilities Commission, beginning operations on October 1, 2001. The
Telecommunications Law was adopted on November 1, 2001. The restructuring plan for
Latvenergo has been progressing on schedule. Progress under the action plan to improve the
business environment, drafted in close cooperation with the Foreign Investors Council, has
been strong, including in the key areas of tax policy, tax admlmstratlon and customs and
border crossing procedures.
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III. PorLIiCcY DISCUSSIONS
A. Overview

19.  Macroeconomic policies in 2001 have sustained an environment conducive to
investment-led and sectorally balanced growth, with low inflation. Key factors
underlying this performance have been fiscal discipline, the exchange rate peg, appropriately
tight monetary policies, and implementation of key structural reforms. During discussions,
the authotities were strongly committed to meeting the end-December targets under their
economic program supported by the SBA, including a fiscal deficit of 1.7 percent of GDP.

20.  The discussions took place against the backdrop of an uncertain external
environment and expenditure pressures associated with Latvia’s strategic priorities
(including EU and NATO accession) and the October 2002 parliamentary elections. As
a result of these pressures, the fiscal deficit under the government’s 2002 budget would partly
reverse the successful fiscal consolidation of the last two years and be significantly above
what staff considers appropriate under Latvia’'s present circumstances of continued high
growth and emerging pressure on the current account deficit. It should be noted that staff
would have been willing to allow automatic stabilizers to work unimpeded but both the staff
and the authorities expected growth in 2002 to remain strong, albeit somewhat lower than in
2001.

21.  These differences of view on the appropriate fiscal deficit could not be resolved
during the discussions, preventing staff from recommending completion of the first
program review at this stage. The authorities have proposed fiscal targets for the first two
quarters of 2002 that are consistent with an annual deficit target acceptable to staff of 1%
percent of GDP {Attachment 1). However, an abrupt fiscal loosening seems likely to occur in
the second half of the year unless the deficit in the annual 2002 budget of 234 percent of GDP
is revised. Thus, the staff felt there was no solid basis for completing the review at this time.

22.  Nevertheless, if the current strong fiscal performance continues during the first
quarter of 2002, including revenue collections in excess of the targeted amount, this
could serve as a basis for resuming the discussions to complete the first program review.
In addition, the authorities would need to present a credible and transparent fiscal tightening
plan for the year as a whole; this may involve more ambitious revenue targets and delaying
somne expenditures, such as capital spending. However, the appropriate level of the fiscal
deficit would need to be revisited if Latvia’s outlook for 2002 were to change substantially.

23.  There was general agreement on the appropriate policies in other key areas,
including monetary and exchange rate policy. :
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B. Macroeconomic Framework and External Sector Prospects
Discussions focused on:

The deteriorating external environment and its implications for Latvia
Assumptions underlying the medium-term macroeconomic framework

Projections of the external current account and its financing in 2001 and beyond
Vulnerabilities

24.  The present external environment has introduced more than the usual amount of
uncertainty in projecting the macroeconomic framework for late 2001 and for 2002,
There are early signs that the slowdown in western Europe has begun to affect Latvian
exports, raising risks for the external balance and the prospect of a moderation of growth in
Latvia. Based on lead indicators, and assuming a continuation of the current policy stance for
the remainder of 2001, staff expects investment-led growth to decelerate in the fourth quarter
of 2001, implying real growth for the year of 7 percent. Inflation would continue to be low,
while the current account deficit could reach 7 percent of GDP (Table 7).

25. The macroeconomic framework for 2002 and beyond is consistent with the mid-
October WEO projection of 1.9 percent growth in Latvia’s advanced economy partner
countries and assumes a fairly short-lived global slowdown. Growth under this baseline
scenario would decelerate to 4Y2 percent, with subdued economic activity concentrated in the
first half of the year. Slowing external demand and continued strong domestic demand
(parti¢ularly for investment) would temporarily halt the downward trend of the current
account deficit in 2002, while a recovery in western European markets would be reflected in
a smaller current account deficit beginning in late 2002. Rising saving rates in the medium-
term, owing mainly to fiscal consolidation, would allow for continued investment growth
while leading to moderate declines in the overall savings-investment imbalance and, thus, the
current account deficit. With sustained macroeconomic stability and further improvements in
the business environment, FDI inflows would hold external debt in check.

26.  While recognizing the accomplishments in establishing a market economy, staff
reiterated the importance of further structural reforms and additional improvements in
the business climate. Such gains would enhance productivity, promote FDI inflows, support
export growth and sustain Latvia’s generally low vulnerability to external shocks (Table 8).
While such positive developments are also being observed in the wood sector, staff noted the
high concentration of wood exports, which may give rise to some vulnerability to external
shocks (Box 4). '
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Box 4: The Latvian Wood Sector

The wood sector plays a key role in Latvia’s economy. Wood product exports account for about two-fifths of
megchandise exports (i.e., equivalent to about 10 percent of GDP); nearly half of Latvia’s land is covered by forest,

Wood product exporters have been under stress in recent years, as world prices fell about 15 percent in 1999-2000.
Nevertheless, through restructuring, technology upgrading, cost cutting, and an aggressive export strategy, export sales
increased during this peried, reflecting strong volume- growth of both sawn weed (which accounts for half of wood product
exports) and of higher value-added products. A modest rebound of prices in 2001 has further stimulated growth in exports
of furniture and other high value-added products, while exports of lower value-added products (like sawn and round wood)
have been affected by slowing growth in the EU, the destination of over 80 percent of Latvia’s wood product exports.
Further restructuring and investment in new technologies will therefore be needed to help sustain growth in export volutmes
and continue raising the role of valug-added products in the sector.

Latvia's Wood Product Exports, 1999-2001

(percent change}
1999 2004 2001*°
Exports (in U.S. dollars) 5.6 11.9 24
Price index (in U.S. doliars) - 87 -5.8 2.7
Price index (in lats) -97 -3.1 3.5

Source: Staff calculations based on data from the Latvian Miristry of Agriculture.
# January-August over the smme period of 2000

The establishment of a large-scale pulp mill is being considered by a consortium of foreign investors, This green field
investiment (about € 900 million, with annual production of 600,000 tons) would be very large by Latvian standards. While
the overall desirability of the project would depend on its terms and conditions, it would provide Latvia with its first
capability to produce pulp and thereby facilitate a better utilization of saw-milling by-products (including waste), By adding
pulp to Latvia’s product range, the economy would be less vulnerable to adverse price movements of low value-added
products. These advantages would need to be weighed against any additional vulnerability that might result from increasing
the overall economy’s concentration in one sector (which conld make Latvia more velnerable to a downtum in wood
product prices) and any concessions that Latvia might offer (such as subsidies, tax exemptions, or cutting quotas).

27.  Under a more pessimistic projection for the external environment,’ Latvian
growth in 2002 would be about 2 percentage points less than under the baseline
scenario (Table 7).* Such an external shock would be reflected during the first half of 2002
in a considerable contraction in investment (the main engine of growth in 2001)—including a
reduction in FDI, which could adversely affect current account financing. On the other hand,
lower investment activity could help contain the external current account deficit, even as
external demand slipped. With an improved externtal environment, robust growth and the
declining trend in the current account deficit would resume in 2003.

28.  Latvia’s liberal merchandise trade regime is rated “1” on the Fund’s 10-point
scale of trade restrictiveness. This reflects the virtual absence of nontariff barriers and a low
simple average m.f.n. import tariff of 44 percent. For 2002, the 0.5 percent m.f.n. rate will be
eliminated and affected products moved to a zero rate, This will simplify customs processing
and reduce the average m.f.n. rate to 4.3 percent (13.8 percent for agricultural goods, and

1.7 percent for other products), with a maximum rate of 335 percent.

*Partner country growth would be 12 -2 percentage points less than in the baseline scenario.

*Latvia would be largely insensitive to moderate oil price changes: while a change in the oil
price would affect the cost of cil products consumed, fees collected on the transshipment of
Russian oil through Latvia would change in the opposite direction. '
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C. Fiscal Policy and Public Sector Reforms
Discussions focused on:

The need to contain the 2001 budget deficit within the program targets
The inappropriateness of the 2002 draft budget

The need to persevere in the implementation of public sector reforms
Issuance of a second Eurobond

29.  The government is on track to meet its 2001 fiscal deficit target of 1.7 percent of
GDP, despite the adoption of a supplementary budget in June. The Prime Minister
reassured the staff that the government would not submit another supplementary budget this
year. The authorities noted that in the event of a sudden revenue shortfall they would have
some scope to constrain expenditures if needed to meet the annual deficit target. While strong
growth has helped the fiscal performance, attaining the deficit target would represent a 1%4
percentage point reduction from 2000 and the lowest deficit since the Russian crisis.

30.  While the authorities still intend to move toward a balanced budget in the
medium-term, the 2002 budpet (adopted on November 29, 2001) contains substantial
spending increases and a deficit of 2% percent of GDP (including the projected costs of
pension reform).” This contrasts with the authorities’ prior publicly expressed intentions—
such as in the April 2001 Memorandum of Economic Policies (MEP) and the Pre-Accession
Economic Program submitted to the EU in June 2001—of a deficit of 1 percent of GDP
(excluding the costs of pension reforms) and could also adversely affect Latvia's credibility
with international investors. The staff argued that the likelihcod of strong growth in 2002
(albeit lower than in 2001} and the weakening external environment (which could erode
Latvia’s external position) called for continued fiscal consolidation, particularly given the key
role fiscal policy plays under Latvia’s fixed exchange rate regime to rein in the current
account deficit. The staff also stressed that fiscal consolidation and substantial improvements
in areas such as budget planning, tax administration, and the composition and efficiency of
expenditures were the foundations of the SBA-supported program. Based on these factors, in
the staff’s view, a deficit of 1% percent of GDP would be an appropriate ceiling.

31.  Staff reiterated that automatic stabilizers should be allowed to operate largely
unimpeded in the event of a more pronounced economic downturn, provided that the
current account and its financing do not give rise to concern. According to staff estimates
of the automatic stabilizers under the more pessimistic growth scenario described above,
revenues could be lower by about 0.6 percent of (baseline) GDP while expenditures could
increase by 0.2 percent of GDP, implying a fiscal deficit of 2.4 percent of GDP (Table 7).
Low levels of public debt and the ability to tap domestic capital markets provide Latvia with
a measure of fiscal flexibility which, along with other factors, suggests that a moderate and

3 Projected costs of pension reform include a net cost of 0.2 percent of GDP due to pension
amendments agreed with the World Bank, and a revenue loss of 0.2 percent of GDP from the
diversion of social fund payments to the pension system’s new second pillar (EBS/00/109).
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temporary widening of the fiscal deficit would not raise significant vulnerability concerns.
However, staff and the authorities viewed the baseline macroeconomic scenario as being
more likely. In any case, adjusting for the automatic stabilizers using the authorities’ higher
budget deficit as a base could push the deficit to 3% percent of GDP, thus reversing the fiscal
consolidation gains of the last two years.

32.  Although the authorities considered it politically infeasible to change the budget
law, they proposed to target fiscal deficits in the first and second quarters of 2002
consistent with an annual deficit of 1Yz percent of GDP, This leaves open the door to
complete the first program review at a later stage. The staff views the authorities” intentions
for the first two quarters positively, but remains concerned that election-related and other
spending pressures that could emerge later in the year would make it very difficult for the
authorities to hold the annual 2002 deficit much below that approved by parliament. The
authorities hope to continue improving revenue performance; a significant over-performance
could make room for many of the expenditure increases in the budget within the desired
annual deficit ceiling of 1%2 percent of GDP.

33.  The large spending increases reflect key strategic priorities, but also include
substantial increases attributable to the upcoming elections. The authorities argued that
the spending increases wete critical to Latvia’s strategic priorities, including NATO
integration (0.4 percent of GDP) and EU accession (0.2 percent of GDP). Staff agreed that
higher spending for these priorities should be accommodated, but should fit within an
appropriate overall expenditure ceiling if more resolve was shown in prioritizing spending
and implementing the public séctor reform measures under the program. The budget also
includes expanded social spending, such as for higher teacher salaries (0.3 percent of GDP)
and in the health sector—although spending in these areas is already high in relation to
comparator countries. The staff also questioned whether the capacity existed to efficiently
implement the sharp acceleration of the public investment program (capital spending would
increase 40 percent, or about 1 percent of GDP). Finally, in light of the strong performance of
the Social Fund in 2001, good graowth in 2002 could generate a moderate Social Fund surplus
and contribute to a smaller overall fiscal deficit; however, the authorities wanted to maintain
the relatively cautious projection of a small deficit in the Social Fund.

34.  The need for better prioritization and enhanced efficiency of expenditures is
reinforced by plans to reduce the tax burden. The 2002 budget includes a reduction in the
rate of corporate income tax from 25 percent to 22 percent (implying a revenue loss of

V4 percent of GDP), with further reductions leading to a 15 percent rate by 2004, Staff agreed
that a lower tax burden was an appropriate medium-term goal, but argued for a more cautious
approach to tax rate reductions and for a thorough review of tax exemptions, with a view to
offsetting the revenue impact of rate reductions.® Rate reductions for social insurance

- contributions and the property tax were postponed, but may be taken up in the context of the

® The corporate tax rate reduction will not apply to enterprises benefiting from many of the
exemptions, in effect reducing the attractiveness of the exemptions. The authorities have
undertaken to review all current corporate income tax exemptions.
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2003 budget.” However, the authorities are taking steps to improve revenue performance by
curbing the scope for tax evasion. Parliament, in November, approved amendments to reduce
allowances for duty-free imports for personal consumption, including of petroleum products,
and to broaden the coverage of fuel-related excise taxes.

35.  The staff urged the authorities to persevere in their implementation of public
sector reforms. The authorities intend to step-up implementing their medium-term budget
planning which will help prioritize spending. Building on the pilot comprehensive public
administration review done earlier in 2001, they also will complete reviews of at least two
more policy areas by July 2002, in time for the conclusions to be reflected in the 2003 budget.

36.  Despite the uncertainty in the external environment and in international capital
markets, Latvia successfully issued its second Eurobond in November 2001. The seven-
year €200 million bond was issued at an interest rate of 5% percent, about 150 basis points
over a comparable German bond. The size of the bond goes beyond the needed external
financing, reflecting the authorities’ desire to establish a greater presence on international
capital markets and help reduce liquidity pressures in domestic financial markets.

D. Exchange Rate and Monetary Policies and Financial Sector Reform

Discussions focused on:

The maintenance of the SDR peg until EU accession

The monetary program for the remainder of 2001 and 2002
The reduced reliance on foreign exchange swaps
Enhancements to banking and financial sector supervision

37.  The exchange rate peg to the SDR remains appropriate, having served Latvia well
by helping to maintain price stability and encouraging disciplined macroeconomic
policies. Moreover, Latvia’s real economy has demonstrated considerable flexibility, so that
competitiveness has been sustained even in the face of considerable movements in nominal
exchange rates. BoL officials reiterated their view that the peg sends a strong positive signal
regarding the BoL’s policy stance and use of the SDR as the anchor broadly reflects the
currency composition of Latvia’s trade. The staff supported the authorities’ intention to retain
the existing peg until shifting to a euro peg following accession to the EU.® The BoL. wished to
ensure an orderly and transparent transition during the re-pegging and intends to consult with
the ECB. The staff and authorities agreed that the current level and projected path of
international reserves were adequate, especially given the recent Eurobond issue (Box 5).

7 The staff’s projections for social tax and property tax revenues in 2002 are somewhat above
those of the authorities (Table 4), on the expectation that collections would grow roughly in
line with nominal GDP.

¥ The authorities and staff expect no significant speculation to arise from the upcoming
repegging of the Lithuanian litas from the US dollar to the Euro.
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Box 5. External Short-Term Debt and the L.evel of Reserves

The most appropriate short-term debt indicator will depend on a country’s circumstances; in Latvia the
role and size of international banking activity is an important consideration. The most comprehensive
measures of short-term debt, including foreign liabilities of the banking system, initially snggest that Latvia's
short-term debt is high.' However, these liabilities are largely matched by high-quatity, highly liquid foreign
assets. Thus, more appropriate measures of short-term debt for Latvia that consider the nature of these liabilities
suggest that short-terrn debt does not present any iminediate concern. '

By its broadest measure, economy-wide external short-term gross debt at end-June 2001 was

US$2,960 million (40 percent of GDP). Total external gross debt was US$4,817million {66 percent of GDP).
The ratio of BoL international reserves to short-term debt (R/STD) was (.32, According to Debt- and Reserve-
Related Indicators of External Vuinerability (SMAG/65), R/STD should ideally be above 1.0.

In the case of Latvia, however, this measure may give a misleading impression. Over two-thirds of Latvian
short-term debt consists of non-resident deposits in commercial banks; these deposits are largely redeposited in
foreign banks or placed in other secure liquid foreign assets in OECD countries chosen to closely match the
currencies and maturities of the deposits;” in addition, the Latvian banking sector is reasonably strong and well-
supervised (Box 3). When assessing vulnerability, it is reasonable therefore to exclude non-resident deposits
from short-term debt, or to net the liabilities with their corresponding assets.

Excluding non-resident deposits, R/STD is at s more comfortable level of 1.0, broadly in line with the
benchmark threshold. Altematively, as mentioned in SM/00/63, reserve assets could be augmented with
private assets when calculating the R/STD ratio {without excluding non-resident deposits). For Latvia, it seems
reasonabie to include commercial banks® liquid or short-term assets; the ratio wouid then be slightiy over 1.0. If
ail other non-FDI assets are added to reserve assets, an option suggested in the report, the ratio becomes 1.3.

Short-term debt figures cited here include an estimate of (original) long-term maturities falling due in the
coming year. For short-tertn debt on a maturity basis, the R/STD ratio exceeds 1.2 (excluding deposits),

'External debt is defined as the sum of all non-equity elements of liabilities in the International Investment
Position {IIP), Short-term debt by remaining maturity includes monetary instruments, financial derivatives,
short-term elements of other investmenis, and an estimate of other liabilities maturing within one year.

_ 2Re:ﬂec:ting similar factors, the R/STD ratio in the United Kingdom, for example, was 0.02 at end-2000,

38.  The staff raised questions about the emergence of interest rate spreads relative
to the anchor currency basket, and urged the authorities to monitor developments
_closely. The lats had been trading near the more appreciated level under its (+ 1 percent)
band, despite outright foreign exchange purchases by the BoL, suggesting confidence in the
currency and the peg. The authorities noted that the increased spread was concentrated at the
* short end of the market and reflected a thin market and a tight lats liquidity situation,
resulting mainly from the government’s large issues of medium-term bonds earlier in the
year. In this context, staff emphasized the need to better coordinate government debt policy
with the BoL’s liquidity management,
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39.  The 2002 monetary program is designed to support the exchange rate peg, The
BoL and staff reached understandings on indicative targets through June 2002 consistent with
a prudent macroeconomic policy stance. The targets are based on a continued increase in
money demand and the money multiplier, in line with the growing sophistication of the
banking system.” Broad money would increase by 23 percent in 2002 and reserve money by
11 percent. Growth of private sector credit is projected to slow to 27 percent in 2002; the
staff stressed the need for vigilant monitoring of loan portfolios (Box 6). The BoL intends to

Box 6: Credit Growth—A Cause for Concern?

In April 2001, several Directors expressed concern over the 37 percent growth in private sector credit in 2000,
This rapid growth has continued and could reach 40 percent in 2001. While the credit expansion requires close
monitoring, it also may benefit Latvia’s financial development. Lending is developing off a very low base—
credit as a share of GDP was about 20 percent at end-2000, compared to 26 percent in Estonia and 48 percent in
the Czech Republic. Moreover, credit is being provided to sectors that had lacked access. An assessment of the
sustainability of credit growth can include macroeconomic considerations and microeconomic factors,

Macroeconomic considerations. The Bol has maintained a fairly tight policy stance over the past vear, as
evidenced by occasional liguidity distress in the banking system, increasing money market rates, and low
inflation. Rapid economic growth has contributed to credit demand; however, bank lending also fosters growth,
Finally, at end-September 2001, credit to enterprises was primarily directed to fast-growing industries such as
trade {25 percent), manufacturing (20 percent}, and transport and communication (12 percent).

Microeconomic factors. Despite the surge in private sector credit, banks appear to operate on a sound footing.
The nonperforming loan ratio has declined steadily, from 4.6 percent of total loans at end-2000 to 3.2 percent at
end-September 2001 (Table 8 and Figure 6); the overall stock of non-performing loans fell from LVL 54
million to LVL 45 miltion during this period. The primary providers of credit are foreign-owned banks, which
have strong financial backing and sound corporate governance, and experience and expertise in risk
management and loan evaluation practices. While the liquidity ratio has fallen during 2001, this is consistent
with the increasing share of loans in banks’ total assets. As some foreign-owned banks have significant foreign
credit lines not included in this ratio, the risks associated with this decline seem manageable at this point,

Stress tests conducted in the context of the FSAP confirmed the health of the banking system, based on end-
December 2000 balance sheets and possible stresses resulting from interest rate fluctuations, exchange rate
fluctuations, an increase in non-performing loans (such as could result from excessive growth of domestic
credit), and a narrowing of interest rate margins associated with increased competition.

Despite this generally positive assessment, continued close monitoring is required and decisive steps will be
needed should there be signs of a deterioration in loan quality. Thus, if the current rising trend in interest rates
does not slow the credit expansion, further monetary tightening may be needed to: (i) send a stronger signal to
banks; (1i) gnard against the creation of overcapacity; and (iii) contain the credit expansion and thus counteract
a potential future deterioration of loan portfolios. An official statement by the Governor clarified that the BoL
would not increase its liquidity provision to banks, and banks seem to be well aware of this, The impact on loan
portfolios of increasing barnking competition also requires close monitoring in the medium term, including by

ensuring that loan evaluation practices remain appropriate.

® Reserve requirements will be lowered from 6 to 5 percent from January 1, 2002. As the
share of cash in vaults that banks may count toward their reserve requirement will also be
reduced, from 40 to 30 percent, the liquidity injection will be a modest LVL 8 million.
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Figure 6. Latvia: Financial Sector Developments, 1997-2001

Financial Sector Development Measures
(In percent)

35

M2/GDP 1/

== we Credit to non-government/GDP 1/
—« = — - Nominal interest rate spreads
~—a—— Stack market capitalization/GDP 1/

Banking Sector Soundness Variables

90 (In percent)
Luoans/deposits
w0 b S e Liquidity ratio 2/
N —=e—— Capital adequacy ratio 3/

— =Loan-loss provisioning 4/
+=+ Non-performing loans/total loans

Sources: Bank of Latvia, Riga Stock Exchange, and Fund staff estimates.

1/ Annualized GDP.

2/ The liquidity ratio is defined as (cash+claims on the central bank + claims on other credit instittions +
fixed income government bonds - liabilities to the central bank - liabilities to other credit institutions) /
deposits, _

3/ For end-December, based on auditors’ reports. Otherwise as reported by banks.

4/ In percent of total loans.
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contain the expansion of its net domestic assets mainly through open market operations,
indicating that it would henceforth use short-term foreign exchange swaps only to fine tune
monetary conditions, with the outstanding stock to not normally exceed US$40 million.!
Believing that long-term (two-year) foreign exchange swaps have successfully helped foster
the market for longer-term domestic currency borrowing, the BoL has decided to discontinue
them by end-2001.

40.  The staff welcomed the smooth transition to unified financial supervision under
the FCMC. In light of questions raised about the effective enforcement of Latvia’s money-
laundering provisions, the FCMC and the MLB assured staff that they were constantly
improving cooperation, but believed that the capacity to follow through on the large number
of reports of suspicious activity was limited. The staff stressed the need for continuous
monitoring of inflows of non-resident deposits and for stepping up enforcement capabilities
in this area, noting the importance of preserving the reputation of Latvia’s banking system."’

41.  The staff strongly advised against the creation of a Financial Services Center in
an existing free economic zone. Notwithstanding Latvia’s otherwise adequate regulatory
regime, the supervisory demands arising from the likely complicated financial structures that
could locate in such a Center could initially present challenges. With perceptions of money
laundering activity persisting, there are concerns about the type of financial institutions that
such a center might attract. Given the weight of considerations, the initiative seemed to lack
strong.support and most officials agreed that the Center would likely not be established.

E. Structural Polibies and Data Issues

Discussions focused on:

o The government’s intention to complete the privatization program in 2002
The importance of fostering competition in energy and telecommunications
¢ Measures to improve the business climate

42.  The World Bank is taking the lead on privatization issues and in most other
structural areas. Despite the upcoming elections and the setbacks in 2001, the authorities
hope to reinvigorate large-scale privatization in 2002. They intend to adopt, by end-2001, an
action plan that would culminate in the privatization of LASCO in 2002; they will also seek

12 The BoL has reduced its stock of short-term swaps from US$101 million at end-2000 to
US$58 million at end-October 2001.

1 About half of these deposits continue to be received from the United States (reportedly
from companies incorporated in Delaware), as was noted in EBS/G0/109. However, given
Latvia’s traditional role as a major financial services center for Russia and other CIS
countries, a major share of these deposits are believed to originate in that region,
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to sell their minority share in Ventspils Nafta in the second half of 2002. The arbitration
process resulting from the accelerated elimination of Lattelekom’s monopoly rights in 2003
continues, with the divestiture of the state share in Lattelekom hinging on its conclusion. The
state’s remaining holdings in Latvijas Gaze and Krajbanka are to be sold by mid-2002.

43.  The staff stressed the importance of establishing an adequate regulatory
framework for public utilities. Latvia is establishing, by October 2002, separate iegal
entities for electricity generation, transmission, and distribution, and intends to complete the
restructuring plan for Latvenergo by end-2002. The Public Utilities Commission is
developing, by April 2002, a strategy paper and detailed work program for its regulation of
the energy and telecommunications sectors over the medium term.

44.  The Latvian authorities continue to implement the Action Plan to Improve the
Business Environment, in consultation with foreign investors. A key step is expected to be
the parliamentary approval of transitional provisions to allow the entry into force of the new
Commercial Law, which was passed in April 2000. In other key areas, the Corruption
Prevention Bureau (CPB) will be established by May 2002 under the Ministry of Justice to
consolidate resources and responsibilities and end agency fragmentation. Another positive
development in the fight against corruption has been the involvement of Transparency
International in monitoring the LASCO privatization.

45, . The authorities have an excellent record in their dissemination and publication
of data and other information (Appendix III). The periodicity and timeliness of data are
adequate. Latvia subscribes to the Special Data Dissemination Standard and has recently
submitted the Data Template on International Reserves and Foreign Currency Liquidity.
Table 9 provides indicators of financial obligations to the Fund.

TV, STAFF APPRAISAL

46.  Latvia is reaping the benefits of sustained macroeconomic stabilization and
structural reform, with strong growth and low inflation, one of the best performances
among EU accession countries. Improved fiscal control and a strong commitment to the
exchange rate peg and the monetary policies that support it have fostered an environment
conducive to investment, while microeconomic reforms have enhanced the efficient
allocation of resources. The fiscal adjustment of around 114 percentage points of GDP in
2001 is commendable, all the more so as it follows the fiscal loosening that occurred late in
2000. External vulnerability has diminished, as the current account deficit has declined
significantly since 1999 and buoyant FDI inflows have continued. Market sentiment has
remained favorable, as evidenced by the successful placement of Latvia’s second Eurobond.

47.  Looking forward, the external imbalance remains the most significant risk to the
Latvian economy. While moderate current account deficits that reflect high investment can
be expected at Latvia's advanced stage of transition, the magnitude and obduracy of Latvia’s
current account deficit need to be considered carefully when devising macroeconomic
policies. Weakening external demand together with continued strong growth at home are at



-28-

present generating pressures on the current account. Under Latvia’s exchange rate peg, fiscal
policy is the main policy tool for counteracting such pressures, while facing new challenges
in both the near term (such as the upcoming parliamentary elections) and over the medium-
term (such as the strategic expenditure needs of EU- and NATO- accesston and the
importance of reducing the tax burden).

48. A shift toward more expansionary fiscal policy, as represented in the 2002
budget, will exacerbate the risks and is inappropriate under Latvia’s present
circumstances, including its strong growth. The staff believes that there is ssope to
accommodate high priority strategic expenditures within an appropriate overall deficit target
of about 1% percent of GDP. :

49,  However, the authorities did not see scope for reducing expenditures in the 2002
budget, and attached strong importance to their tax reform plan. While there was no
convergence of views on an overall 2002 fiscal deficit target, staff welcomes the authorities’
agreement to fiscal deficit targets for the first two quarters of 2002 that would be consistent
with an annual deficit target of 1¥2 percent of GDP. However, staff remains concerned that
expenditure pressures in the latter part of the year, including those arising from the October
elections, will make it very difficult to restrain spending below the levels authorized by
parliament. Against this background, particular efforts are needed to sustain the current
strong revenue performance well into next year and to regain momentum in the area of the
public.sector reforms. Ip the same vein, staff urges against any revisions to the pension
amendments now in parliament. '

50.  Latvia’s exchange rate regime and the level of the lats are appropriate. The
exchange rate peg to the SDR continues to serve Latvia well by fostering price stability and
contributing to an environment conducive to investment and growth. Continued strong export
growth and the ability of Latvian exporters to expand into new markets indicate that Latvia’s
competitiveness is adequate. The staff found that this view was generally echoed by the
authorities and private sector representatives. The recent increase in the spread of Latvian
interest rates over those of the anchor currency requires close monitoring. The staff supports
the authorities’ decision to stop their issuance of long-term foreign exchange swaps and to
limit their use of short-term swaps, relving more extensively on open market instruments,

51.  The overall positive assessment of the Latvian financial sector under the FSAP
bedes well for its sustained future development. The successful launch of the FCMC will
further enhance such prospects. While recognizing the present health of the banking system,
in light of the continuing rapid expansion of private sector credit the staff urges vigilance in
monitoring banks’ loan portfolio quality. The BoL should stand ready to tighten monetary
conditions if deemed necessary to counter a worsening in the quality of banks’ loan
portfolios. Staff welcomes the creation of a sensible anti-money laundering framework, but
more emphasis needs to be placed on closely watching over the continuing large inflows of
non-resident deposits and on strengthening the enforcement capabilities. The authorities’
quick move to introduce anti-terror financing legislation after September 11 was fitting.
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52.  Substantial progress has been made on structural reforms, and staff is confident
that the prospect of rapid EU accession will sustain the reform momentum. In particular,
the efforts to enhance the business climate and create a competitive framework in the energy
and telecommunications sectors could buttress growth and heighten Latvia’s attractiveness to
foreign investors. Staff calls on the authorities to persevere in their efforts to fight corruption
and improve governance, and to show more resolve in divesting from LASCO and the few
other remaining public enterprises to bring the privatization program to an end. In addition,
allowing the Commercial Law to become effective should be considered a key priority.

53.  The staff welcomes Latvia’s decision to publish this Article IV staff report.

54, Staff recommends that Latvia remain on a standard 12-month consultation
cycle. '
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Table 1. Latvia: Selected Economic and Financial Indicators, 1998-2002

1998 1998 2000 2301 I/ 2002
[+5) Q2 EBS/OL44 Proj. Proj.
Mational Incoms ’
Nominal GDP  (millivna of Tats) 3,589 1897 4333 1.07% 1,193 4,700 4,753 5,140
Nominal GDP' (millions of U.S, doilars) 6,086 6,662 7,144 1,744 1,881 7,681 7,758 8,358
Real GDP {anmual growth} 19 1.1 6.5 83 9.2 6.0 740 43
Registered unemployed (in ‘000, end of period) 111 109 . 9 97 o4
Unemployment rate (end of period) 92 g1 74 8.1 7.8
Prices and wages {annval change, unless otherwise specified)
Consurnes price index ¢period average) 47 2.4 2.6 t1 zd4 22 2.5 3.0
Caonsumer price index (end-period) 28 iz 1.8 14 ad 3.0 3.2 30
Producer price index {end-period) -1.5 -1.1 1.0 0.6 20 .
Real wage (period average) 6.2 a3 3.3 43 2.9
Average monthly wage {in lats} 133 141 149 150 157
General goverpment (In percent of GDP, unless otherwise specified)
‘Revenue 2/ 456 400 314 36.7 36.8 37.5 363 36.5
Expenditure 433 43.8 40.7 376 38.9 38.9 37.8 38.1
Net lending 0.5 0.2 0.0 0.0 -0.2 03 0.2 00
Fiscal balance 2/ 0.8 -3.8 »33 -0.9 -1.9 -1.7 -1.7 «1.5
Gross government debt (millions of Tate) 3/ 7 311 570 617 50 . e
Gross debt ag pergentage of GDP 10.5 151 132 13.9 13.9
Foreign debl (millions of lats) 232 58 347 ME 43
External scctor
Current acet balamce {inel. official ransfers, percent of GDP) 0.8 0.8 -6.9 -4.2 -6.3 -6.3 <11 -7.0
External trade balarice (percent of GDF) 4f -18.8 154 -14.8 -11.6 «13.7 -14.5 -14.8 -14.4
Exports value (annual growth) 9.4 -&.1 9.0 R.E 12.2 117 6.0 83
Imparis value ( annuat growth)} 17.0 <72 A9 10.G 7.7 93 9.5 75
CPl-based reai exchange rate index, weights for 15 miost
important tradmg pariners {end-of-peried, 1997 average=100) 1158 1254 125.6 122.3 1243
Iniernationsl reserves {in months of imporis
of goods and nonfactor services, end-of-period) 2.9 2.9 28 2.4 25 1.9 1.1 .9
Exchangs rata {lats per $US; period average) 0.550 0.585 0.607 0.61% 0.634
Exchange mats (ats per Burs; pericd sverage) 0.660 0624 0.560 0.571 9.553
Money and credit (end-of-period, change in percent, unless otherwise specified)
Reserve money* = 740 116 1.7 123 19.2 134 1.1 1L
Damestic cradit {non-govemment) 59.0 151 38,7 %8 42.7 29.0 U X 26.8
Broad money 6.0 §0 219 242 24.0 270 4.0 23.2
Ratio of broad money to NFA of tha BoL (Jeval) 13 1.9 24 24 4 1.6 3 27
Riga Stock Bxchange Prica Index, RICL, {level) 185 71 176 158 15%
Interest rates (in percent, per anmum, end-of-perind)
Deposit 5/ 7.0 6.0 4.9 5.5 5.6
Credit 5/ 15.0 15.0 113 10.1 103
Three-monih treasury bill auction ratz 79 51 45 4.5 52

Sources: Latvian authorities and Fund stafT estimates and projections.

1/ Growth rates and changes refer to comesponding period pravious vear.,

2/ Privatization receipts are classified as a deficil fmancing component, i.e. they are excluded from Tevenues,

3/ Excluding government guarantzed debt
4/ Cinods anly.
5/ Average vol ighted

E

jal bank interes! rates on 3-6 month demestic curvency tramsactions.
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Table 2a. Latvia: Quantitative Performance Criteria and Indicative Targets

Under the Stand-By Arrangement, 2001 1/

Variable and Periods Adjusted Tarpet Outcome
(In millions of lats)
I Ceilings on the general government fiscal deficit 2/
From January 1, 2001 to:
March 31, 2001: Tndicative 20 10
June 30, 2001 : Performance criterion 46 33
September 30, 2001: Performance criterion 62 47
December 31, 2001; Performance criterion 79
. Ceilings on net domestic assets of the Bank of Latvia 3/
March 31, 2001 Indicative i -14
June 30, 2001: Performance criterion 12 12
Septeruber 30, 2001: Performance criterion 33 -12
December 31, 2001: Performance criterion 62
(In millions of US$)Y
IlI.  Floor on convertible net international reserves of the Bank of
Latvia 4/ 5/
March 31, 2001 Indicative 831 906
June 30, 2001; Performance criterion 851 936
September 30, 2001: Performance criterion 850 962
Decen}ber 31, 2001: Performance criierion 844
IV.  Ceilings on contracting and guaranteeing of medium-and long- Total Of which:  Total Of which:
term nonconcessional external debt 6/ 7/ maturity of maturity of
' more than more than
1 and upto 1 and up to
5 years 5 years
Reference point: December 31, 2000
March 31, 2001: Indicative 52 52 0 0
June 30, 2001: Performance criterion 242 52 0 o
September 30, 2001: Performance criterion 300 52 0 0
December 31, 2001 : Performance criterion 320 72
V. Ceilings on contracting or guaranteeing of external debt of up
to and including one year 6/ 7/
March 31, 2001: Indicative 0 0
June 30, 2001; Performance criterion 0 G
September 30, 2001: Performance criterion 0 0
December 31, 2(101: Performance criterion 0
VI Indicative ceilings on reserve money 8/
March 31, 2001; o 572 541
June 30, 2001: 583 586
September 30, 2001: - 640 577
641

December 31, 2001;
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Table 2a. Latvia: Quantitative Performance Criteria and Indicative Targets
Under the Stand-By Arrangement, 2001 1/

Variable and Periods Adjusted Target Qutcome

(In millions of lats}

VII. Indicative ceilings on net domestic assets of the banking

system 3/ 9/
March 31, 2001: 780 810
Tune 30, 2001: 350 842
September 30, 2001: 918 218
December 31, 2001: 1,009

VIII. Zero ceiling on the non-accumulation of external arrears by the : Continuous

general government

1/ Definitions of the performance criteria and indicative targets are included in the Annexes to the Memorandum of
Economic Policies.

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 MEP,

3/ The ceilings will be adjusted upward (dowaward) for any shortfall (excess} from programmed levels of disbursements of
foreign balance of payments assistance and for any decumulation (accumulation) of foreign exchange swaps compared to
the stock of such swaps at end-December 2000. The ceilings will also be adjusted downward for any receipts from
foreigners from privatization and the sale of UMTS and GSM licenses (see Annex II of MEP).

4/ The floors will be adjusted downward (upward) for any shortfall (excess) from programmed levels of disbursements of
foreign balance of payments assistance and for any decumulation (accumulation) of foreign exchange swaps compared to. -
the stock of such swaps at end-December 2000. The fioors will also be adjusted upward for any receipts from foreigners
from privatization and the sale of UMTS and GSM licenses (see Annex ITI of MEP}.

5/ The program definition includes gross international reserves generated from foreign exchange swaps accumulated by
end-December 2000 (see Annex I of MEP).

6/ Applies to the general government, the Bank of Latvia, or any other agencies acting on behalf of the government.

7/ 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 (Decision 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 MEP),

8/ The program definition excludes time deposits of commercial banks held with the BoL (see Annex H of MEP),

9/ The program definition includes foreign equity of commercial banks, which is recorded in “other net assets” (see Annex
I of MEP).
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Table 2b. Latvia: Structural Benchmarks
Under the Stand-By Arrangement, 2001-2002

By end-June 2001:

1,

Submit to Parliament amendments to the pension law, as
described in paragraph 24 of the MEP.

Complete the transfer of all accounts of budget financed
institotions (BFI) directly financed by the budget from
commercial banks to the Treaswry, as described in paragraph
15 of the MEP.

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 supparting 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 jn 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 exchange
swaps, as described in paragraph 29 of the MEP.

Observed

Not observed

Observed

Not observed

Submitted on
October 18, 2001

Submitted on
October 12, 2001
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Tabiz 3, Latvia-Balance of Payments, 1999-2006

1999 2000 2001 2002 2003 2004 2005 2006
Projections
(In millions of U.S. dollars)

Curmrent Account «G53.6 -493.4 -554.9 -585.3 -583.2 -505.0 -622,2 -604.7
excluding official rransfers -7144 -528.9 -597.4 4653 -706.1 -752.3 ~797.1 -803.9
Goods -1027.1  -1,05831 -1,147.8 -1,2080 -1279.2 -1,351.5 14125 -1,470.6

Exports 1,889.1 20583 2,263.4 24521 27072 3,0062 33592 37604
Tmports -2,916.1  -3,1165 -34111 -36601 -3,986.4 -4357.7 <4777 52310
Services 336.0 4427 4739 485,0 533.6 578.9 637.3 706.8
Transpartation 521.7 559.5 5722 585.2 628.0 865.5 7103 762.7
Teave! -150.6 -117.3 -53.6 -105.0 -104.6 -L04.4 -101.8 -98.3
Other 52 0.5 14 &8 18.3 17.7 258 42.4
Income -55.4 24.4 12.8 7.7 -27.9 -49.0 3.3 -113.6
Current ransfers 03.4 97.5 106.1 145.3 190.2 215.6 245.6 2727
Offlctal 60.9 35.5 42.5 50.0 122.9 146.3 174.2 199.2
Frivate 3z.1 62,0 63.6 653 673 69.3 T4 73.5

Capitaj and Financia} Arcount 780.7 5433 823.7 625.4 6§73.0 710.7 748,77 763.8
Capital Account 12.5 29.4 31.8 34.4 37.6 41.0 448 48.9
Financial Account 768.1 513.9 791.8 590.9 435.4 669.7 7.9 714.9

Direct Investment 330.8 398.0 441.6 4727 4938 5204 551.1 563.4
Ponfolio investment 271.5 -319.2 -55.3 ~265.2 -266.4 -268.0 -272.8 273.1
of which Ueneral government 210.6 345 178.7 a2.0 oo . 00 0.0 0.0
Other Investment 164.1 4351 405.5 3844 408.0 4173 4236 4247
of which General government 14.1 <15 50.8 102.5 35.1 60.7 116.6 107.6

Erroes and amissions 37.9 221 0.0 0.0 [10] 0.0 0.0 0.0

Overall Balance, Net reserve assets 185.0 278 268.7 40.1 83.7 104.7 123.8 159.1

Memorandum items; {In percent of GDP, unless otherwise indicated)

Current account balance -5.8 -6.9 <11 =70 5.4 6.1 -5.8 -5.2

excluding official Lransfers -10.7 74 -7 -8.0 -1.8 -1.6 -1.4 -6.9

Trade halance -15.4 -14.8 -14.8 -14.4 -14.1 -13.7 -13.2 -12.6

Merchendise exporis 28.4 28.8 29.1 29.3 2%.8 304 313 323

Merchandise imports -43.8 -43.6 439 -43,7 -433 -44.1 ~44.5 -44.9

Services, income & transfers balance 5.6 1.9 1.6 7.4 17 7.5 14 7.4

Gross official reserves (millions of USS) 944.4 919.3 11781 12082 1,288 1,3884 15122 16713

in months of GNFS imports 2.9 26 31 2.5 29 2.8 2.8 2.8

Value growth of merchandise exparts (percent} -6.1 2.0 16.0 B3 it4 11.0 11.7 11.%

Value growth of mecchandise imports (percent) -1.2 6.9 9.5 7.3 8.9 2.3 9.5 2.6

Terms of Trade, GNFS (parcent) 1.8 A4 0.1 0.2 0.0 0.8 2.0 0.0

Net FDL/ Current Account, percenl 5 Bt B0 B1 35 B6 88 93

External public debt (millions of USH) 1/ 708.1 705.6 9363 10259 10474 10995 12114  1,308.9

in percent of GDP 10.6 5.9 12.1 12.3 11.5 I1.1 11.3 11.2

Public debt service (in percent of exparnts) 1/ 42 7.5 3.7 4.8 4.6 114 4.0 4.2

Bxternal debt 2/
in miliions of US$ 3,820.7 44887 51699 5,703.5 62329 6,B06.9 7,5071 8,205.2
in percent of GDP 57.4 62.8 66.6 68.2 68.5 68.9 69.9 0.4
of which shart-term (in milllens of TISE) 2315.6  2,78%40 31613 34027 38646 3,9657 43105 4.614.4
gross official reserves / short-term debt 0.4 03 G4 0.4 03 0.4 0.4 0.4

Net debt 2/
total in millions of US$ 764.7 1,026.1 1,1846.1 1,398.2 1,567.3 1,728.3 1,895.8  2.010.8
total in perceat of GDP 11.5 14.4 153 16.7 17.2 17.5 17.7 17.2
short-tertn In millions of USE -126.1 36.4 Ds.8 2283 561.2 450.1 568.4 556.2
shori-term in percent of GDP -1.9 9.5 1.2 237 6.2 5.0 53 4.8

Source: Data provided by Latvian authorities and stafT estimates,

1/Includes publicly guarantsed debt.

2/1n accordance with IMF advice, trust funds, which mostly involve transactions between non-residents, are temporarily saciuded untif a new

survey, which will give more detailed information, is released in 2002
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Table 4. Latvia: Consolidated Getieral Govemment, 1999-2002
(in miliions of lats, unjess stated otherwise)

1999 2000 2001 2002
(I to Q3 Q4 Annual Deaft Staff Indicative targets
Act. Act. Prog. Act. Prog, Prog. Est, Budget Praj. [+]] 2
Revenue 1/ 1,561 1,620 1,288 1,258 472 1,760 1,725 1,848 1,87 447 466
Tax revenue . 1,322 1,362 1,090 1,870 391 1,481 1,475 1,560 1,583 378 396
Direct taxes 786 801 647 637 231 878 873 915 931 223 236
Corparate income tax ) 92 74 73 74 23 98 98 a4 96 25 29
Petsonal income tax 241 261 206 2207 ’ 78 284 284 309 308 72 75
Social axes 2f 453 466 363 336 131 494 491 511 525 126 111
Indirect taxes 534 560 443 426 160 €03 5096 639 646 154 158
Taxes on goods & services 487 516 414 391 151 566 551 598 508 143 L47
VAT ale 338 274 262 95 369 364 . 397 97 a7 98
Excises 155 164 £33 117 52 1BS 172 184 184 43 45
Customs duty 16 14 3 11 4 12 15- TS 16 3 4
Property taxes 47 44 29 33 9 38 45 41 49 11 11
Other (incl. taxes in ansit) 2 ¢ q [ 0 0 6 6 & 1 1
Non-tax tavente 239 258 198 187 81 79 50 288 288 68 70
of which: EU grants 21 33 9 14 47 2B 49 49 12 12
Expenditure 1,707 1,764 1,338 1,308 489 1.827 1,796 1,989 1,951 464 493
Current expenditure 1,530 1,591 1,211 1,190 434 1,665 1,646 1,766 1,751 421 441
Wages & salaries 386 397 a0 305 117 417 421 460 460 111 113
of which: soc sec contributons 82 82 64 6l 5 &8¢ B9 98 98 24 24
Goods & services 30 305 2i7 226 161 317 329 320 e 76 7%
Interest 23 49 13 33 é L] 40 54 52 10 18
Subsidies & transfers 817 820 658 621 230 838 854 932 923 227 231
Transfers to households 616 504 451 440 159 610 531 617 612 150 154
Other 202 214 207 182 71 278 263 318 3 77 7
Orher expenditure 0 20 3 5 0 3 3 Q 0 o 0
Capital expenditure 177 173 127 118 36 162 15¢ 223 200 41 52
Financial balance -146 -1d4 -50 -50 -17 -67 =71 -141 -80 -17 -27
Netlending (+) 7 o g -3 3 12 g -1 -1 ¢ 0
Fiscal balance -153 -143 -59 -47 -20 =19 =79 -140 -9 -17 =27
Financlog " 1583 143 59 47 20 78 T 138 7% 17 27
Privatization receipts ] 23 11 18 4 15 5 8 g 2 2
Domestic 36 129 19 33 15 33 -94 78 17 3 27
Banks 35 og iz -38 g 20 -120 -8 13 2 23
BOL -3l 49 -19 -35 i -13 96 0 52 23 10
Commercial banks 65 50 31 -3 7 38 =33 -3 -39 -22 13
Other domegtic 2 30 8 7l 7 15 35 85 4 4 4
Foreign 11 -11 20 -4 i 29 148 53 53 10 -3
Memorandum items; {in percent of GDPY
Revenue 40.0 174 313 364 37.4 375 36.3 s 36.4 90 365
Direct raxes 20.2 13.5 18.8 18.5 i8.3 18.7 18.4 176 18.1 195 18.5
Taxes on goods & services 125 1.9 121 1.3 120 120 11.6 JRE] 11.6 125 11,5
Expenditure, gf which: 43.8 40,7 389 37.8 387 RO 373 384 380 40.5 386
Expenditure financed by EU grants 0.0 0.8 e 11 1.0 06 0.9 10 11 10
Wages & salaries (net of social taxes) 1.8 1.2 7.0 1.3 7.0 7.0 7.6 7.0 7.6 7.0
Transfers to kouseholds 158 13.9 124 126 130 i24 119 119 13.1 121
Capital expenditure 4.5 4.0 s 32 28 3.5 kM) 43 a9 a6 41
Net tending 0.2 oz 0.3 0.1 02 0.3 02 a.n Q.0 0.0 0.0
Fiscal balance 3.9 233 -1.7 -l4 -1.6 -1.7 -1.7 =27 -1.5
Excluding the cost of pengion reform 3/ -1.6 -1.6 =23 T-11
Social Budger
Revenues {social taxes) 453 466 365 356 131 496 491 511 525 126 131
Transfers fram basic budgei 8 a 0 9 [} 0 D ¢ 0 ) [
Transfers to individuals 500 488 379 356 130 500 487 512 507 125 126
Pensions 445 445 331 27 117 4438 412 431 426 105 iB6
Balance -47 -19 -15 0 1 -14 4 -1 18 1 3
In percent of GDP -1.2 -0.4 0.4 00 18] -0.3 6.1 949 0.4 0.1 0.4
Nominal GDP {mitlions of lars} 3,897 4,333 3,436 3,455 1,264 4,700 4,753 5,184 5,140 1,145 1,275
Central gov't. tax revenve (pgm. defn.} ™ 1,226 1,313 316 33]

Sources: Ministry of Finance; and Fund staff estimates,

1/ Revenues exclude receiprs from privadzacion.

2/ Excluding soctal tax revenue being ¢hanneled to the secand pension piilar (projected at LVL 5.9 million in 2001 and LVL 12.7 in 2002},
3 Aher adjusting for social taxes channelad to the second pillar and the nat cost of the pension amendments,
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Table 5. Latvia: Reserve Money and Net Domastic Assets of the Bank of Latvia, 1995-2002

(in millions of Jats)
1999 2000 2001 2002
Dec Dec Mar Jun Sep Dec Dee Mar Tun Dec
Prog. Proj. Proj. Proi. Proj.
Reserve money E 526.3 566.7 541.0 5858 5171 841.0 625.4 656.4 670.8 699.1
Currency in circulation 426.1 4823 47654 500.4 515.8 519.2 3444 567.7 5702 5872
Bank deposits 1002 844 64.6 854 61.3 1218 850 38.6 100.6 111.9
Foreign currency deposits
Other 100.2 84.4 64.6 B5.4 £1.3 121.8 850 38.6 160.6 1119
of which: Time deposits 1/ 4.0 6.0
Net foreign assets 2/ 3/ 52314 542.0 558.9 378.9 593.9 615.7 7006 70337 703.3 7190
Met Intemational Reserves 5231 542.1 559.0 5190 554.0 615.7 700.7 7037 708.3 719.1
Correspondent aceounts 0.2 0.0 00 a.0 0.0 0.0 0.0 0.0 0.0 8.0
Net domestie assels 28 24.7 -17.9 6.8 -168 254 1.2 -47.3 -31.5 -19.8
Domestic credit 68.0 70.1 42.7 64,3 48.7 in.g 3.7 182 28.0 45.6
Banks 633 425 35.0 102.0 60.8 682 63.2 708 720 737
BoP assistance ot 0.1 0.1 0.1 0.l ol 0.1 0.1 01 a1
Refinance credits 632 424 4.9 1219 60.6 68.1 68.1 70.7 71.9 738
Goverriment, net 4.6 75 7.7 -31.7 -12.1 2.6 740 -52.6 -44.0 284
BoP assistance 50.4 238 230 217 196 16,5 18.1 16.3 147 11,6
Other govemment, net 4/ 435 37 153 -59.4 2317 -13.9 92.1 -58.9 -58.7 2397
Qther items, net -65.1 -43.4 -60.6 -37.5 -85.5 454 -65.5 -65.5 -65.5 -65.5
Memorandum fems:
Percentage change from previous quarter
Reserve maney 17.1 6.1 -4.5 83 -15 0.z o.1 4.3 2.2
Daornestic credit 252 536 -39.1 50.8 -24.4 2l6 1118 417.0 54.2
Percentage annwal change
Reserve money 116 7.7 131 11.1 11.1
Broad money 8.0 C279 27.1 24.0 232
Credit to the nongovernmens sector 153 36.7 2R3 399 26.8
Velocity ' 42 38 11 33 30
Money multiplier 1.394 2.250 2456 2411 2.531 2.528 2.513 2,518 2622 2,787
Exchange rate (L.VL/US§) 0.583 0613 0631 0.639 0.61% 0.613 3.613 0613 0.613 0.613
NFA total {US$mn) 857.7 884.3 885.8 906.0 959.5 10043 1,143.0 1,148.0 11555 11730
Nonconvertible NFA (US$mn) 0.4 -0.1 -0.1 0.1 0.3 0.0 0.0 0.0 [+R1] 0.0
Government financing -52.8 49.2 ~19.0 -63.1 «35.4 -17.6 -95.8 232 334 524
(cumulative, excl, BOP assistance)
Change in NIR (US5mn}
Quartetly 5.0 1.5 20.2 535 -1B.6 1834 50 75 50
Cumulative -13.0 1.3 217 75.2 120.0 2387 50 125 306
WFA at program exchange rate
In millions of lats . 542.0 555.4 574.0 5394
In millions of US$ 884.3 906.0 936.4 261.5
Stock of swaps (EJ53mn) 1841 217.0 2214 236.4
OF which: short-term swaps 100.5 90.7 712 65.4

Sources: Bank of Latvia; and staff estimates.

1/ As of Janvary 1, 2001, commercial banks' and other financial institutions' time deposits with the Bank of Latvia are excluded from the reserve money definition.
2/ Valued at cirent sxchange rales.

3/ As the Bank of Latvia has almost no medium- and long-term foreign cucrency liabilities, NFA largely equais NIR.

4 Includes purchase of Treasury Biils and change in government deposiis.
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Table &, Latvia: Broad Maney and Nat Damestic Assets of the Banking System, 1999-2002
(in millions of Jars)

1999 2000 2001 2002
Pec Dec Mar Jun Sep Dec Dec Mar Tun Dec
Prog. Praj. Proj. Proj.  Pmoj.
Broad money (M2X) ) 996.9 1.275.3 1,328.8 14124 14609 16206 1,58L7 1,6528 1,758.6  1,%485
Currency held by public 74 4277 4261 4434 458.1 462.1 484 6 505.3 5075 5226
Eouseheld deposits 1211 193.9 203.5 2252 2463 262.2 2423 2703 209.3 47,1
Enterprise deposits 199.9 251.0 281.2 285.6 2927 410.1 379.8 422.7 468.2 342.9
Residents' FC deposits 1/ 2985 396.8 418.0 454.2 463.8 486.2 474.5 454.5 483.6 5358
Tatal deposits 619.4 847.7 902.7 9690 1,0028 1,1585 1,097.1 1,i475 12512 14258
Net foreign assets (total) 2/ 3/ 3617 5383 519.4 570.8 542.7 611.9 6499 6530 657.5 668.3
Convertible nat int"] yeserves 1/ 2/ 497.1 4953 492.6 532.1 504.4 564.9 6116 614.7 619.3 630.0
Nonconvertible reserves 1/ 3/ -i133.4 47.0 6.8 387 383 47.0 383 383 383 38.3
Net domestic nssets 3/ 633.1 737.0 809.5 8414 9182 10087 D318 999.9 {1011 1,2802
Domestic credit ) T45.0 1,062.5 1,118.1  §,18%.1 L,276.8 13342 1,2904 13586 14598 1,638.%
Credit to tha non-government sector 665.1 909.4 0963 10782 11697 11682  1,2723 1,340.7 14205 16137
Households 94.3 158.9 171.8 191.6 210.8 213.5 2194 2310 2482 278.6
Enterprises 570.8 750.6 324.6 886.7 9589 9547  1,0529 CL1088 11723 13351
Government, net 79.9 153.0 [21.8 110.9 107.1 166.0 18.2 17.9 39.3 25.2
Restructoring Bonds 6.1 0.0 0.0 0.0 0.0 0.0 0.0 040 0.0 0.0
Other Credit to Government 738 153.0 121.8 110.9 1071 166.0 18.2 17.9 393 25.2
Other items, net 3/ -111.9 -325.5 -308.6 -347.5 -358.7 -325.5 -358.7 -358,7 -358.7 -1538.7
Memorandum Jeems:
Percentage change from previows quarter
Brosd money{M2X) ~ . 5.2 6.0 42 6.3 3.4 5.1 B3 43 6.4
Domestic credit 8.8 171 52 6.4 7.4 7.3 1.1 5.3 74
Credit to the non-govermment sector 6.4 1.3 2.6 8.2 8.5 7.7 88 54 6.0
Houscholds 9.9 14.1 8.1 11.5 10.1 7.3 4.0 53 7.4
Enterprises 59 10.7 2.9 7.5 a1 7.8 9.8 54 56
Credit wo the government, net 338 70.3 =204 -39 -3.4 4.3 -83.1 -1.7 119.9
Exchange rate (LVL/USS$) 0.583 0613 0.631 0.639 0.61¢ 0.613 0.613 0.613 0.613 0.613
Total NFA (US$mn) 2/
Total 623.9 878.2 823.1 893.2 §76.7 998.2 10602 1,0652 L0727 1,080.2
of which: commercizl banks 3/ 2738 -6.0 -62.7 -12.8 -§2.8 6.1 -82.8 -82.8 -B2.8 -82.8
Government financing e 59.4 -30.4 -40.0 -41.7 20.3 -129.2 i35 24.5 13.5

{cumulative, excl. BOP assistance}

Sources: Bank of Latvia; and Fond staff estimates.

1/ As of June 1997, residents’ forsign currency deposits are deposits in all currencies except lats.

2{ In currencies of OECD countries, valued at the current axchange rates.

3/ Up to end-June 2000, NFA of commercial banks include equity in Latvian commercial banks that is owned by non-residents;
theraafier, such equity is treated like domestic capital and captured ir "other iverms, net”.

As of end-October 2001, this equity amounts to LVL 154 million.
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Table 7. Latvia: Medium Term Macroeconomic Framework, 1995-2006

1999 2000 2001 2002 2003 2004 2003 2006

Projections 1/

{In percent of GDF)
L. Baseline scenario

Foreign savings 2/ 9.8 69 7.1 7.0 6.4 6.1 58 5.2
Gross national saving 17.2 202 20.5 20.7 215 2.7 13.6 24.7
Nongovemment 16.4 19.5 18.9 18.3 18.5 18.9 18.6 1%.0
Government 3/ 0.8 0.7 L6 23 3.0 4.1 4.9 57
Gross investment 27.0 211 L7 213 27.9 28.% 29.4 258
Nongovernment fixed capital formation 20.4 206 218 213 214 w213 21.6 21.6
Govermment fixed capilat formation 4/ 4.7 4.0 3.3 3.9 4.0 50 3.3 57
Change in inventories 1.5 2.6 2.6 2.6 2.6 2.6 2.6 26
Memorandum item;
Nongovemment savings-investment balance -5.2 -3.6 -3.3 -5.5 -3.3 -5.3 5.5 -5.2
Govemment savings-investment balance -3.9 3 -1y -1.3 -b.9 0.9 -0.3 0.0
Revenues 40.4 374 36.3 36.4 374 384 38.5 387
Expenditures and Net lending 440 40.7 379 374 38.3 39.2 389 38.7
Nominal GDP (in millions of lats) 3,897 4,333 4,753 5,140 5,612 6,127 6,690 7,504
Real GDP growth rale 11 4.6 7.0 4.3 6.0 6.0 6.0 &0
Inflation (annuzl average rate) 24 26 23 3.0 30 3.0 34 3.0

1L Alternative scenario

Foreign savings 2/ .8 [R5 71 74 6.9 6.2 5.8 5.2
Giross nationa) saving 17.2 202 20.5 19.8 203 221 3.1 241
Nongovernment 16.4 19.5 18.9 18.2 17.9 17.9 18.0 18.3
Government 3/ 0.8 Q9.7 16 1.6 2.6 4.2 5.0 5.8
Gross investment « . Z1.0 271 273 212 274 28,4 28.8 29.3
Nongovernment fixed capital formation 20.4 206 213 207 20.8 20.7 20.9 210
Government fixed capila) farmation 4/ 4.7 4.0 33 i 490 5.1 5.4 58
Change In inveniories 1.9 2.6 2.6 2.6 2.6 2.6 2.6 2.6

Memorandum ibem:

Nongovemment savings-investment halance -5.9 3.6 -5.5 -5.0 -5.5 -5.4 -5.4 =52
Governinent savings-investment balance -3.9 -3.3 -1.7 -2.4 -1.4 -6.9 -0.3 1.0
Revenies 4n.0 374 36.3 26.5 38.1 35.1 393 9.4
Expenditures and Net lending 44.0 40.7 37.9 389 391 40.0 396 39.4
Revenue shortfall in lecms of baseline GDP 0.6
Expenditure increase In terms of baseline GDP 0.2
Nominal GDP (in militons of lats) 1,897 4,332 4,753 5042 5505 6,010 6,562 7.164
Real GDP growth rate 11 6.6 74 2.5 6.0 6.0 6.0 6.0
Inflation (annual average rate} 2.4 2.6 2.5 3.0 3.0 30 R} 1.0

Spurces: Latvian authorities; and Fund staff estimates,

1/ The figitres for 2002-2006 reflect staff projections.

2/ External current account deficil.

3/ Govemment revenues do not include privatization recaipts.
4/ Including net lending.
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Table 8. Latvia: Indicators of External and Financial Vuinerabifity, 1999-2001

1958 2000 2001
Year Mar. Ju. Sep Dec. Year Mar, Juis. Sep. Lalest Date
Financial indivatars :
Pubic dett (domestic and foreign, in percent of GDP) 147 156 153 151 47 4.7 145 142 3.9 139 Q32001
Broad meoney (yar-on-year change in percent) a0 163 171 a0 9 279 W2 M2 214 09 1308
Brosd maney in peccont of groes officizl reserves 181.1 194.4 2098 2209 226.3 226.3 206 2535 2350 2320 1300
Privaiz secior credit (year-on-year change in percent) 153 196 A48 307 367 36.7 8.8 427 431 41,7 104318
Baoking indicators
Capital Adequacy
Capital adequacy-—risk-weighted avsrage 166 16.0 150 15.0 140 148 164 15.0 150 150 Q32000
Capital and rasarves (in millions of lats) 195.0 1920 2050 217.0 2280 2280 23640 264.0 266.0 2660 Q32001
Liguidity
Liquidity ratie 1/ 429 43.0 443 44.8 4.2 442 394 57 30.1 300 Q2008
Total reservestota) deposits 189 148 153 149 163 183 13.3 147 4.5 145 Q2061
Excess reserves/total reserves 19.8 LR 84 35 75 75 8.8 B3 1.2 1.2 Q3001
Agact guality
Nonperforming loang {in percent of wtal Ians) &8 70 5o 50 46 4.6 44 34 32 12 Q¥m
Loan-joss provisioning/gross loans 48 40 k2] b a0 g o 20 17 1.7 Q372001
“Profitability
Return an cquity 2/ g 210 2.0 204 150 - 10 150 1.0 168 160 Q372001
Returm on assats 10 2.0 20 280 20 20 14 i3 e 1.2 Q32001
Income from fees/total income - 235 %9 2.3 234 262 62 234 28 24 2t Q32001
Loans and deposits
Loansideposits 659 650 628 5.0 583 583 619 6516 66.5 8.5 Q3/2001
Loans/toal assers ) 434 420 413 4.0 40,3 453 428 40.8 4.7 4.7 QNI
Credit to noagavemment/GDF 3¢ 1548 180 17.5 18K 19.8 1926 235 22.5 2.5 QUM
Nonresident deposits 28 ashere of total depasies 485 465 47.3 5.1 513 513 482 54 48.5 485 Q32om
‘External indicators
Current account balance in percent of GDP 58 45 6.7 -8.2 43 -6% 4.2 -6.1 -6.1 Q22001
Exports of GNFS (year-on-year change in percen) 82 5% 14.3 104 82 t2.3 ] 77 7.7 QI0;
Emports of GNFS {year-on-year changs in percant) 87 8.7 1B} 76 45 78 108 5.8 38 Q200
Capiizl and financial azcount balancs in percent of GDP 1.7 68 3.0 6.4 ile 76 4.8 62 42 Q212001
Gross officil resarves (in raillions af T.5. dablars) 944 924 904 856 913 919 917 935 087 1LOIE V3L
Gross official ressrves/shor-term debt 04 04 04 0.3 03 23 03 03 03 Q27200
Gross official reserves/short-lenn debt hess non-resident deposits
09 [+ o8 [the 08 03 1.6 1.0 10 Q22001
Grass official feservea/reserve money {1 R 1id.d 1104 1049 99 4 994 107.6 fRi 21 104.8 107.1 10731401
Gross official reserves in monthe of imports of GNT3 29 26 2.5 2.5 2.6 26 24 25 26 26 Q372001
Nei fareign assets of financial eector (in millions of T.8. dailars) 624 701 782 s 378 378 523 853 7 943 10431401
Tatal extornet debt (in millions of U8, dollam) 382 3843 3,890 4,094 4489 4489 4,48] 4,817 4817 Q22001
in parcent of GDP 574 57.0 58.Q 5B.6 §2.8 €28 819 452 £52 Qo
in percent of sxports GNES (over the st four guariars) ' 1311 935 101.8 102.1 1089 1089 1058 1119 1119 Q00!
of which:
Public ssctor external debi (e miltions of 115, deliar) 7081 T4 F06.9 620.9 705.6 056 6934 6852 717.8 178 Q32008
in percent of GOP 106 165 103 9.7 8.9 9.9 L2 2.3 93 3.5 Q3o
Short-taer exterial debt (in millons of U.S. dollars) 2,316 2420 2,494 2,678 3,01 3,011 2,661 2,960 2,960 Q2001
in percent of GDP ME 359 3.2 32 42.1 30 36.8 400 430 Q200!
Shoa-term external net debr (in millions of U.S, doblars) & -i26 -39 -10% 43 238 258 i 60 50 QL2006
in percent of GIP 1% -0.8 1.6 0.6 s .5 124] 0.8 08 Q700!
inclunding bands and notes on asset gide {millions of USH) -544 -§11 -Ha -585 -489 -489 -541 -5713 -573 Q2001
in pereent of GDP B2 8.1 -10.2 -84 4.8 £3 -8.0 -7.8 -18 QLIG0L
Reaf offective exchange rate (8.0.p., yrar-on-year ciange in percent,
"4" a qppreciation) 5/ B3 5.2 42 49 B 01 28 -0 2 Avg0l
Bond market indicators
Foreign currency leng-termn debt eating & BHEE BBEB BEE BBHB BBB EBBB BREB BBB BBB BBE /01
Spread of benchmark bonds (percontage paints) 7/ 1.8 1.1 1.2 i1 0.9 09 [¢) 0.8 1.2 09 1171340
Memarandim items:
Nominel exchengs rate (end-of-period)
Latvian las/TU.§, dofiar i1 .6 a6 06 06 06 0.6 96 B4 a6 11415401
Latvian hiseuro a6 04 06 035 0.6 06 iX3 0.5 0.6 06 1L/15401

Seurces: Bank of Larvia, Minmry. of Finance, Depariment of Statistics, Matianal Siock Exchange of Latvia, Bloomberg, Standard & Paors,
Battic Newe Service, and Information Notice System.

1/ The liguidity ratio is dafined as; (cish + claims on the central bank + claime on other credit institutions +

fixed-income government bonds - liailitics 1 the centeal bank - liabslities (o other credit institutions) / deposits,

2/ Rewur on oquity is dafined as the ratio of the value of bank-issued equity to profits.

3/ GDP ig caleulated uring ized g 1y data

4 Shart-tam xesars include mserve assets,

57 CPI-based REER ageinst the 15 most important trading parners. Yearly number is end of period change.

6/ 5&P

7 End-of-psriod sprexd of 5-year Buroband issuzd in Mzy 1999 above the rate on German Bare denaminated bond maturing July 15, 2004,




Table 9. Latvia: Indicators of Financial Obligations to the Fund, 2001-2006

2001 2002 2003 2004 20035 2006
Projections

Debt service to the Fund (in millions of SDRs}) 1/ 2.1 8.7 8.9 13.7 17.1 1.7

Debt service to the Fund (in miltions of USD) 27 113 11.5 17.7 219 9.8

Repurchases (in millicns of SDRs) 1.9 7.6 7.6 12,7 16.5 7.6

Charges (in millions of SDRs) 0.2 1.1 1.3 1.0 0.6 01

In percent of exports of goods and non factor services 0.1 03 03 0.4 04 0.2

In perceht of convertible currencies debt service 32 97 9.2 5.1 16.5 62

In percent of gross official reserves 0.2 0.9 09 1.3 1.4 0.6

Memorandum items:

Fund credit outstanding 2/

In millions of SDRs 28.6 44 4 368 241 7.6 0.0

In millions of U.S. dollars 374 57.8 47.7 311 9.8 0.0

In percent of quota 2206 5.0 25.0 19.0 6.0 0.0

In percent of convertible currencies debt 0.7 1.0 0.8 05 0.1 0.0

In percent of GDP 05 0.7 0.5 03 ¢.1 00

U.S. dollar/SDR 1.3 1.3 1.3 1.3 13 1.3

Sources: Data provided by the Latvian authorities; and Fund staff estimates.

1/ Data for 2001 relate to the remainder of the year; i.e. November 1, 2001 to December 31, 2001.

2/ Projections assume that all drawings are made under the stand-by arrangement. It is further assumed that the undrawn amounts that were

scheduled for April 20, 2001 and August 31, 2001 (SDR 9.5 million) woutd be drawn on November 29, 2001. Since the review could not be completed at this
_ time, it is further assumed that drawings that were scheduled for November 30, 2001, February 28, 2002, and May 31, 2002 will be drawn on
May 31, 2002 (totaling SDR 14.1 million). Projections use the expeciation schedule.

uov-
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LATVIA: FUND RELATIONS
(As of November 30, 2001)

Membership Status: Joined May 19, 1992; Article VHI.

APPENDIX I

General Resources Account: SDR Million Percent of Quota
Quota 126.80 100.0
Fund holdings of currency 147.73 . 116.5
Reserve position in Fund 0.06 0.0
SDR Department: SDR Million  Percent of Allocation
Net cumulative

Holdings 0.17 N.A.
Outstanding Purchases and Loans: SDR Million Percent of Quota
Systemic Transformation 20.97 16.5
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 (SDR million; based on existing use of resources and

present holdings of SDRs):

2004 2005 2006
3.8 0.0 0.0
0.1 0.0 0.0

Overdue . Forthcoming
(11/30/01) 2001 2002 2003
Principal 0 1.9 7.6 7.6
Charges/interest 0 0.0 0.5 0.3

Total 0 1.9 8.1 79 -

3.9 0.0 0.0
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VII. Safeguards Assessment:

Under the Fund’s safeguards assessment policy, the Bank of Latvia is subject to a full Stage
One safeguards assessment with respect to the Stand By Arrangement approved on April 20,
2001, which is scheduled to expire on December 19, 2002. A Stage One safeguards
assessment of the Bank of Latvia was completed in October 2001, The overall findings
indicated that the BoL.’s safeguards appear generally adequate and a Stage Two (on-site)
assessment was not considered necessary at this juncture. However, certain weaknesses were
identified, most notably in the area of financial reporting and internal audit. In particular,
staff recommended (i) the adoption by the BoL of a benchmark accounting framework or
disclosure of the differences between BoL accounting standards and a benchmark accounting
framework; (ii) reconciliation between foreign reserves on the BoL audited balance sheet and
net foreign asset data reported to the IMF at December 31, 2001; and (iii) strengthening of
the internal audit department by the adoption of a risk-based audit approach and a formal
training program for internal audit staff.

VIII. Exchange Arrangements:

The currency of Latvia is the lats, which was introduced in March 1993 to replace the
Latvian ruble. The exchange rate has been pegged 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.

X, Article IV Consultation:

Latvia is on the 12-month consultation cycle. The Executive Board concluded the 2060
Article IV Consultation on June 30, 2000. Directors commended the anthorities for the
generally sound macroeconomic policies, which had helped Latvia weather the impact of the
Russian financial crisis. Directors emphasized that Latvia’s growth prospects over the
medium term were promising, provided that the authorities continue to pursue appropriate
macroecononiic policies, improve further the efficiency of the public sector, and remove the
remaining impediments to private sector activity. In particular, Directors stressed the
importance of continued fiscal adjustment, and a balanced budget over the medium-term.
This approach was seen as instrumental in bringing about a reduction in the persistently large
external current account deficit, which, together with the decline in foreign direct investment
in the wake of the Russian crisis, posed a potential risk to Latvia’s external sustainability.

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 I'V consultation. The Financial Sector Stability Assessment (FSSA) report
will be circulated together with the 2001 Article IV staff report.
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_ ROSC Modules
Standard/Code assessed Issue date Document number
Code of Good Practices on March 29, 2001 SM/01/98

Fiscal Transparency

X1 Technical Assistance:

TECHNICAL ASSISTANCE FROM THE FUND, 1999-2001

DEPT  Project Action Timing Counterpart

MAE Banking Supervision Mission October 1995 Bank of Latvia

STA Balance of Payments Long-term Expert 8223: éggg to g:::l i:f::{%ﬁif;eml
MAE Banking Supervision Short-term Expert  April 2000 Bank of Latvia

MAE Banking Supervision Short-term Expert June 2000 Bank of Latvia

FAD Expenditure Policy Mission Tune 2000 Ministry of Finance

No future technical assistance missions have been agreed upon at this time.

XI. . Resident Representative:

The fourth resident representative of the Fund in Latvia is Mr. Kn&bl, who tock up his post in
October 1999.

XHl. Fourth Amendment:

Latvia accepted the Fourth Amendment of the Articles of Agreement on February 16, 2001.
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WORLD BANK RELATIONS
(As of end-November, 2001)

1. Latvia became a member of the World Bank on August 11, 1992. The main emphasis
of the Bank’s current lending and economic sector work program is on improving public
sector governance. In support of this strategy, the Bank has seven projects under
implementation totaling US$152.4 million in commitments, of which US$95.8 million have
been disbursed. In addition, it has an IDF grant under implementation totaling

US$0.4 million. The total amount of original commitments and principal, including closed
operations, is US$393.7 million, of which US$292.3 million has been dlsbursed The current
amount of outstanding obligations is US$244.8 million.

2. Since 1992, the Bank has financed a variety of loans in the following areas:
agriculture, enterprise and financial restructuring, environment, heating and other municipal
services, highway maintenance, and welfare reform. More recent loans include the State
Revenue Service Modernization Project (January 1999, US$5 million), which supports
strengthening the organization and management as well as the operations of the revenue
administration; and the Education Improvement Project (August 1999, USS31 million),
which aims to improve education by strengthening the management of both resource inputs
and the learning process. Other projects under implementation are the Municipal Services
Development Project, the Municipal Solid Waste Management Project in Riga, the Liepaja
Region Solid Waste Project, and the Welfare Reform Project. Projects in energy and housing
are also under preparation. More recently, the government has worked with the World Bank
to undertake a Programmatic Structural Adjustment Operation. This three-year reform
program, which focuses on improving governance, was discussed and the Bank’s board
approved the first loan under the program in March 2000, and US$40.4 million has been
disbursed. Negotiations for the second PSAL were completed in October 2001, but board
presentation has been postponed until Spring 2002, at the earliest, in particular due to
disagreements on the macroeconomic framework. :

3. The Bank is preparing a new Country Assistance Strategy (CAS) for discussion by
the Bank’s board early in 2002. The latest World Bank CAS was presented to the board in
April 1998. Over the years, the Bank has prepared a series of policy notes that provide advice
on various poverty related issues, macroeconomic issues, and structural reform issues such as
local government expenditure and resource transfer; and on macroeconomic and financial
sector vulnerability. In 2000, a Bank team conducted a second Public Expenditure Review
(PER) to advise the Government on: {(i) how to improve efficiency and effectiveness of its
programs, and (ii) how to further rationalize its policy and budget decision-making processes.
A PER report provided recommendations on public expenditure planning, programming, and
management. In February 2001, a Financial Sector Assessment (FSA) of the Latvian
financial system was carried out under the joint IME/World Bank FSA Program. In addition,
the Bank has provided technical assistance on tariff policy, customs administration, the
design of a duty drawback scheme, and the preparation of the public investment program.
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STATISTICAL APPENDIX

L. 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 a large number of additional economic and financial aggregates
is readily available on the websites of Latvian government institutions and agencies, as well
as of the Bank of Latvia (BoL)). The authorities are reporting data for the Fund’s
International Financial Statistics, Government Finance Statistics Yearbook, the Direction of
Trade Statistics, and the Balance of Paymenis Statistics Yearbook. Latvia has subscribed to
the Special Data Dissemination Standard (SDDS), meets the SDSS specifications, and its
metadata are posted on the Fund’s Dissemination Standards Bulletin Board on the Internet.
There is increased cooperation on data issues between the Central Statistical Burean (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 quarterly national accounts data from 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 primarily obtained through a comprehensive set of questionnaires
that the CSB sends to businesses and individuals, supplemented by administrative data, labor
force surveys, and information obtained from other agencies. The basic data are widely
believed to understate economic activity, particularly in the private sector, and there is an
ongoing effort to increase coverage. The official national accounts data published by the CSB
incorporate an adjustment for under-recording, which the CSB currently estimates as

16 percent of total GDP. The data for the expenditure-based accounts are obtained from
household budget surveys and other surveys from the State Treasury and ministries.
Input/output tables are currently being prepared.

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
weights in the CPI basket are now revised annually. The weights in the producer price index
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are updated annually and the index covers almost three quarters of total industrial activity.
The CBS 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
the BoL balance sheet and 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.

Balanée of payments statistics

7. Since early 2000, the BoL has assumed the responsibility for compiling the balance
of payments statistics from the CSB and has since 2001 begun publishing monthly series
based on an international transactions reporting system (ITRS). This source is to be
supplemented with the results of three other 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 for 2002.

8. Current account transactions: Merchandise trade data, based for the most part on
customs data, underestimate imports into and exports from Latvia’s 140 or so Custom-
bonded warehouses and the three free trade zones. The implementation by the customs
department of transaction-price based valuation reduces previous problems relating to the
valuation of goods. With regard to trade, proper procedures to assure that goods passing
through customs warechouses are properly valued have not been completely implemented.
Coverage of exports to Russia and CIS countries is incomplete. Exports of cars and shuttle
trade items are particularly difficult to capture; improved survey techniques are
recommended. Estimates of travel credits and debits have been improved through a revised
survey,

9. Financial account operations: until the quarterly and annual surveys are fully
implemented, enterprise surveys currently collect information on other services items and the
income component. Enterprise surveys, supplemented by balance sheet data from banks, are
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employed to estimate financial account flows. As additional sources, BoL has requested data
from the Security and Exchange Commission and from the Privatization Agency on shares in
state-owned companies sold to non-residents. Starting in 2000 BOL has also been using
ITRS data for estimating new investment not captursd by the main balance of payments
survey.

Data dissemination standards

10.  Latvia has subscribed to the Fund’s Special Data Dissemination Standard since
November 1996 and has been posting metadata on the Dissemination Standards Bulletin
Board since December 1997, Latvia has been disseminating data on the reserves template
since April 2000.



Survey of Reporting of Main Statistical Indicators

{As of end-November, 2001)

Public
Central External
Reserve/ Bank Consumer Current Overall Debt and
Exchange Intemational Base Balance Broad Interest Price Exports/ Account Government  GDP/ Debt
Rates Reserves Money sheet Money Rates Index Imports Balance 2/ Balance GNP Schedaling
Date of latest : #
obscrvation 29-Nov 23-Nav 23-Nov 23-Nov 31-Oct 31-Oct Oct-01 Sep-01 Q2, 2061 31-Oct Q2, 2001 30-Sep
Date received 30-Nov 28-Nov 28-Nov 28-Nov 20-Nov 20-Nov H0-Nov 19-Nov 28-Sep 20-Nov 20-Sep 31-Oct
Frequency of data D W W W M M M ™M Q M Q M
Frequency of :
reporting D W w W M M M M Q M Q M ,
_ £
Source of data c Al Al AV Al AlLC C C C Al AN A oo
Mode of
feporting E CE CE CE CE CE E E B c E v
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

Sources: A--direct reparting by Central bank, Ministry of Finance, or other official agency; C--commercial service; N--official publication or press reicase.
1/ Through the resident representative office,
2/ Beginning in 2001, monthly Balance of Payments data are published within 30 business days aftes the end of the month. These data are regarded as

preliminary estimates based on a smaller set of data sources,

Notes:

Frequency of data: D-daily, W-weekly, M-Monthly, Q-Chuarterly.
Frequency of reporting: M-Monthly, Q-Quarterly, V-irregular in conjunction with staff visits.

Mode of reporting: C-cable or facsimile, E-electronic news reporting, V-staff visits, or O-ather.

Confidentiality; (B) for use by the staff and the Executive Board, (C} for unmestricted nse.

I XIANdddV
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November 21, 2001

Johannes Mueller

IMF Mission Chief
International Monetary Fund
Washington, D.C. 20431

Dear Mr. Mueller:

The Government and the Bank of Latvia have successfully implemented the
policies under the program supported by the IME, as outlined in cur Memorandom of
Economic Policies dated March 21, 2001. As a result, real GDP could grow by 7 percent
this year, while inflation remains subdued and Latvia’s vulnerability to external shocks has
diminished. All performance criteria for end-June and end-September 2001 have been met,
and we are committed to meeting the respective end-December 2001 targets as well. We
have also implemented a wide array of structural reforms, mainly in the areas of public
sector and financial sector reform.

We are committed to continuing our strong performance in 2002. The attached
document describes the macroeconomic and structural pelicies that the Government and
the Bank of Latvia intend to follow next year, with a particular emphasis on the period
through June 2002, It reflects agreement reached with the IMF mission in several areas,
such as monetary policy, public sector reform, tax administration, and financial sector
reform.

The draft budget submitted to the Seima sets a deficit of LVL 128 million
(including social insurance contribations diverted to the second pillar), or 2%2 percent of
GDP. We understand that under Latvia’s present circumstances the IMF does not support a
deficit of this size, and that the first review under the program supported by the stand-by
arrangement cannot be completed at this time. Nevertheless, the government intends to
meet quarterly fiscal deficit targets for the first two quarters of 2002 that are consistent
with an annual deficit target of 1% percent of GDP. The Bank of Latvia has also agreed to
monetary targets for these quarters that are in line with a prudent macroeconomic policy
stance,

We hope that, if achieved, a strong fiscal performance during the first quarter of
2002, including revenue collections in excess of the programmed amount, would serve as a
basis for resuming the discussions to complete the first program review.

We look forward to continued close cooperation and policy dialogue with the IMF.

Sincerely,
st i1stt
Gundars Berzins : Einars Repse
Minister of Finance Governor
Ministry of Finance ' " Bank of Latvia

Attachment
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LATviA: ECONOMIC POLICIES FOR 2002

A. Introduction

1. The Latvian economy has experienced high and robust growth in a low inflation
environment over the last two years. Real GDP grew at €%z percent in 2000 and

8% percent during the first half of 2001. Growth has been broad based and strongly
supported by investment. At the same time, inflation has remained subdued, with the
twelve-month inflation rate at 3% percent in September 2001. Latvia’s vulnerability to
external shocks has diminished, as the external current account deficit has declined
substantially, notwithstanding the appreciation of the lats vis-a-vis the euro. This was
accompanied by strong FDI inflows, which helped finance the external current account
deficit to a large extent, thereby keeping external debt indicators in check.,

2. Expenditure restraint in the first nine months of 2001 helped contain the general
government deficit to 1.4 percent of GDP, and all related performance criteria under the
program were observed with a comfortable margin. The government has largely complied
with the public sector reform measures under the program: First, it submitted to
Parliament amendments to the excise tax law and the pension law. Second, most accounts
of budget-financed institutions were brought inside the Treasury. And third, the 2002
budget law explanations included (i) annexes covering auxiliary information on
contingent liabilities, tax expenditures and quasi fiscal-activities, (ii} a comprehensive
presentation of forecasting assumptions, and (iii) detailed information on financing.
However, the implementing regulations for the new law on public agencies have not yet
been adopted, but we will strive to do so by mid-December 2001.

3. Monetary conditions during the first nine months of 2001 were sufficiently tight to
support the Bank of Latvia’s (BoL.) exchange rate objective, and all monetary
performance criteria to date under the program were observed. In addition, the BoL
reduced the volume of new issues of both long-term and short-term foreign exchange
swaps as envisaged under the program. Despite the continued strong growth of credit to
the private sector, the banking system appears to operate on a firm footing.

4, We have submitted to Parliament the Law on Credit Institutions (LCI), which will
bring our prudential framework in full compliance with the Basel Core Principles for
Effective Banking Supervision (BCP). The newly established Financial and Capital
Markets Commission (FCMC) made considerable progress in implementing the
recommendations set forth in the joint IMF/World Bank Financial Sector Assessment
Program (FSAP) report. This will ensure operational efficiency and full integration of
supervisory functions, which is crucial to sustaining growth in Latvia’s financial system,

5. Latvia has made steady progress in the area of structural reforms. Whiie the
privatization process has continued to face various impediments, significant steps have
been taken in other areas. In particular, efforts focused on improving the business climate,
enhancing competition in the energy and telecommunications sectors, and reinforcing
utilities regulation, including through the enactment of supporting legislation for the
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newly established Public Utilities Commission (PUC). Our liberal trade regime continues
to be in line with EU requirements and WTO rules and agreements.

B. The Government’s Program for 2002
Program Objectives and Macroeconomic Framework

6. Notwithstanding the strong economic activity to date and the successful
implementation of the program, significant risks remain to our continued economic
advancement. These mainly emanate from the still large external current account deficit
and the current uncertainties surrounding the world economy. Our economic program for
2002 and over the medium term aims at limiting these risks through strong
macroeconomic policies—including by moving toward a balanced budget over the
medium term—and proceeding with our structural reform agenda 8o as to preserve FDI
inflows and create an environment conducive to private sector activity. These efforts wiil
be underpinned by maintaining our successful exchange rate peg to the SDR. We
recognize the need to closely monitor external developments, and stand ready to further
tighten policies as needed to maintain the sustainability of our external position and to
support the exchange rate peg.

7. Qur EU accession negotiations are progressing well, with more than half of the
31 chapters of the acquis communautaire closed to date. We expect that negotiations on
all chapters will be completed by end-2002, setting the stage for sustained economic
development and our integration into the EU.

¥

8. While the slowdown in the world economy may lead to a moderation of growth in
Latvia in the short run, we expect that, over the medium term, strong growth will
materialize in a low inflation environment. Our main macroeconomic cbjectives for 2002
and beyond are as follows: (i) real GDP growth at 4%2 percent in 2002 and 6 percent
annually thereafter; (ii) inflation at about 3 percent per year; and (ili} containing the
external current account deficit at about 7 percent of GDP in 2002, with a gradual
improvement expected from 2003 onwards. We also anticipate a continuation of strong
FDI flows so that at least two-thirds of the current account deficit will be financed
through these flows, thereby keeping our external debt indicators at low levels.

Fiscal Policies

9. Our fiscal policy aims at achieving a balanced budget over the medium term. To
this end, we are committed to containing this year’s general government budget deficit to
LVL 79 million, or 134 percent of GDP, despite the adoption by Parliament in June of a
supplementary budget that would otherwise imply a rise in the deficit of 0.2 percent of
GDP. To help ensure this outcome, we will not submit to Parliament a second
supplementary budget. '

10.  Our 2002 budget sets a general government fiscal deficit of LVL. 128 million, or
2Y2 percent of GDP. This higher deficit as compared to 2001 mainly reflects substantially
higher expenditures in the areas of defense and security (related to NATO accession),
pensions (as a result of pension amendments agreed with the World Bank), European
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Union accession, teacher salaries, and health, as well as an acceleration of our public
investment program. We recognize that under our present economic circumstances, and in
light of the current uncertainty in the external environment, a more appropriate fiscal
stance would suggest a deficit on the order of 1%2 percent of GDP, broadly in line with
our original intention under the stand-by arrangement. The quarterly pattern of revenues
and expenditures next year will, in practice, allow us to keep the deficit in the first two
quarters down to a level consistent with an annual deficit of 12 percent of GDP. We
therefore intend to limit our cumulative fiscal deficit to LVL 20 million at end-March and
LVL 46 million at end-June. We intend to continue to strengthen revenue collection
efforts, and we will strive for central government tax revenues of LVL 316 million by
end-March and LVL 648 million by end-J une.! We hope that this, together with
expenditure restraint, will produce a strong fiscal performance through the first quarter of
2002 that could serve as the basis for a resumption of discussions and the possible
completion of the first program review.

11.  In view of the conceivably beneficial effects on the business climate, we will
reduce the corporate income tax rate from 25 to 22 percent in 2002, This rate reduction
will not apply to taxpayers benefiting from tax exemptions. We will review all current tax
exemptions under the corporate income tax law, with a view to accelerating their full
elimination which is currently planned for 2005. Additionally, we will not reduce the tax
rate for social insurance contributions and the property tax.

12. We will continue to identify measures to raise revenue collections, reduce the
scope for tax evasion, and improve tax compliance, particularly with regard to the
difficult area of excise taxes. To this end, Parliament will adopt by end-December 2001
amendments to the Law on Taxes and Fees, the Law on Customs Tariffs, and the Law on
the Excise Tax that would: (i} reduce the value of goods that can be imported duty-free
using the exemption for personal use; (ii) limit the possibility for natural persons to
import oil products for personal use to the standard capacity of the fuel tank of their
vehicle; and (iii) broaden the coverage of the fuel-related excises. In addition, in 2002 we
intend to revise the definitions of various types of alcohol under the Law on the Excise
Tax on Alcoholic Beverages to harmonize them with EU definitions.

13. We will further raise the effectiveness and efficiency of our public sector. To this
end, in July 2001 the Cabinet of Ministers adopted the Public Administration Reform
Strategy, 2001-2006, which provides a set of development goals and guidelines for
modermnizing the public sector and which will help us to better coordinate individual
reform initiatives. We have completed, ahead of schedule and based on a newly derived
methodology, a comprehensive public administration review in the Secretariat for

1 Following Annex I of our Memorandum of Economic Policies dated March 21, 2001,
central government tax revenues are defined for this purpose as the sum of corporate
income taxes, the value added tax, all excise taxes, customs duties, the personal income
tax accruing to the central government special budget, central government taxes in transit,
and social insurance contributions (excluding those diverted to the second pillar),
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Regional Development, and the findings of this pilot review are helping us better
coordinate our activities in this area. We will build on this pilot review by completing
reviews for at Jeast two more policy areas in time for the conclusions to be available
during the 2003 budget process. We will determine the poliCy areas to be reviewed by
end-December 2001 and submit the completed reviews to the Cabinet of Ministers by
July 2002. The development of regulations for the phased implementation of a new civil
service pay scale has moved more gradually than initially expected, because the tight
fiscal situation limits the available options. We intend to adopt the regulations by end-
December 2001 and to begin implementation of the new pay scale some time after mid-
2002. The re-prioritization of spending is critical to meeting ocur medium-term-fiscal
objectives, and we will continue to implement the overall framework for medium-term
budget planning approved by the Cabinet of Ministers in April 2001.

Exchange Rate, Monetary, and Financial Sector Policies

14.  The exchange rate peg to the SDR has served Latvia well, and we intend to retain
this peg until EU accession. The BoL will continue to follow an appropriately tight
monetary policy to support the peg and keep inflation at low levels.

15.  Qurrevised monetary program for 2002 is based on the assumption of a sustained
increase in the demand for money and the money multiplier, in line with the rising
sophistication of our banking system. We will contain the growth of reserve money to

11 percent in 2002, relying mainly on open market operations, Growth of credit to the
private sector is expected to moderate to 27 percent in 2002, primarily reflecting market
saturation and continued sound lending practices. Nonetheless, we will continuousiy
monitor credit developments and stand ready to tighten monetary conditions to counteract
any potential deterioration of banks’ loan portfolios.

16.  The long-term foreign exchange swaps have served their intended function of
contributing to the broader availability of long-term credit in lats. We will therefore
discontinue this instrument by end-December 2001. We will also strive to reduce our
reliance on short-term swaps, only using this instrument for monetary fine-tuning, For
this purpose, the outstanding stock of short-term swaps would normally not exceed
LVL 25 million.

17.  The FCMC commits itself to continuously harmonize all sector-specific
legislation, regulations, and supervisory methods to reap the full benefits of unified
financial sector supervision. By end-June 2002, the FCMC will explore the feasibility of
introducing a rating system for the institutions to be supervised to enharnce the
effectiveness of its oversight activity. In addition, the FCMC will prepare on-site manuals
for insurance and securities market supervision by end-2002, The FCMC will
continuously enhance risk-based supervision and review the feasibility of introducing
certain consumer protection measures for the financial sector.

18.  We acknowledge that the IMF advises us against the implementation of the
proposal to create a Financial Services Center in one of the existing free economic zones
due to the potential fiscal implications of such undertaking. While our anti-money
laundering legislation is in line with international practice, we recognize the need to
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enhance its enforcement. To this end, we will vigorously pursue reports of suspicious
activity identified by the Money Laundering Board (MLB).

Structural and Trade Policies

19, Completion of our structural reform agenda is key to durable growth and
enhancing Latvia’s attractiveness to foreign investors. We will continue to improve the
business climate and pursue the implementation of our Action Plan to Improve the
Business Environment, In particular, we expect Parliament to approve the transitional law
to allow the new Commercial Law to become effective in January 2002. Moreover, we
will (i) take steps to facilitate overiand border crossing with Russia, (ii) draft and
implement amendments to the Procedure for Declaration of Goods; and (iii) ensure that
the simplified rules for obtaining construction permits are being applied across all
municipalities. Finally, we will amend the Law on the Natural Resource Tax and its
procedures in order to simplify the administration of this tax, as specified in the action
plan.

20.  One of our key objectives is to advance utilities regulation and enhance
competition in the energy and telecommunications sectors over the medium term. To this
end, the PUC will, by end-April 2002, develop its strategy paper and a detailed work
program. Following the adoption by the Cabinet of Ministers of a detailed restructuring
program for Latvenergo (which meets the requirements of EU Directive No. 92/96), we
will establish by October 1, 2002 separate legal entities for generation, transmission, and
distribution; in agreement with the World Bank, we have already established the
Transmission Systefn Operator (TSQ) as a separate legal entity, enabling it to carry out its
responsibilities independently. We intend to complete the restructuring program of
Latvenergo by end-2002. We will also reduce the criteria for qualified customers to

20 GWH by July 1, 2002. Finally, the Telecom Law was enacted on November 1, 2001,
which will pave the way 1o close the acquis chapter on telecommunications.

21.  We are committed to reviving and completing the divestiture of our remaining
state enterprises, in close cooperation with the World Bank. In particular, we will dispose
of the rematning state shares in Latvijas Gaze and Krajbanka by mid-2002. We will
adopt, by end-2001, guidelines for the privatization of the Latvian Shipping Company
(LASCO) to allow for its sale to take place in 2002. Based on the recommendations of
our financial advisors, we will strive to sell our minority share in Ventspils Nafta during
the second half of 2002. The divestiture of the state share in Lattelekom still hinges on the
conclusion of the arbitration process related to the WTO-mandated relinquishing of
monopoly rights by 2003.

22, Inour ongoing effort to fight corruption, we will create, by May 2002, a
Corruption Prevention Bureau (CPB) under the Ministry of Justice, which will end the
current agency fragmentation in this area. In defining the functions of this unit and
providing sufficient resources to enable the fulfillment of its obligations, the government
will follow the advice of the World Bank. To this end, a timetable will be adopted for
establishing the bureau, including on the transfer of the SRS anticorruption unit into the
bureaun. We will aiso prepare and publish the terms of reference for, and expeditiously
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appoint, the CPB head. Finally, a survey of public opinion on corruption will be piloted
and implemented.

23.  We are committed to maintaining our liberal trade regime and remain in line with
EU reguirements and WTO rules and agreements. The simple average MFN tariff has
been reduced to below 5 percent and legislation that will eliminate the MFN rate of

0.5 percent, applied to some industrial goods, will become effective on January 1, 2002.

24, We believe that the policies described above will help ensure that Latvia enjoys
sustainable economic growth over the medium-term and facilitate the process of acceding
to the EU. We are prepared to implement any additional measures deemed necessary to
meet these goals.



Statement by the IMF Staff Representative
January 18, 2002

Since issuance of the staff report (SM/01/366), additional information has become available
on macroeconomic developments, fiscal and monetary performance, and structural issues.
This information does not alter the thrust of the staff appraisal.

Economic growth has begun (o slow, broadly in line with expectations. Real GDP growth
in the third quarter was 6.3 percent, and economic activity indices point toward a further
gradual moderation of growth during the fourth quarter. Inflation remained low: the end-of-
period CPl increased by 3.2 percent in 2001.

The merchandise trade balance widened in the third quarter. This reflects the slowdown
of export growth to about 5 percent, while the strong import growth, mainly of investment
goods, was sustained at about 10 percent. In light of this development and recent indications
that the Latvian Shipping Company (LASCO) made major capital purchases in the fourth
quarter (equivalent to about 1% percent of GDP}, the 2001 current account deficit could
exceed the staff projection by 2 percentage points of GDP or more. Foreign direct investment
financed about three-fifths of the current account deficit in the first three quarters. The spread
on Latvia’s 2004 Eurobond has declined further and was under 60 basis points in early 2002.

The Latvian authorities met most policy targets for end-December 2001, but exceeded
the performance criterion on the general government fiscal deficit. The performance
criteria on the NIR and NDA of the Bank of Latvia and on external debt were all met
comfortably. However, preliminary data (that still need to be verified) suggest that the fiscal
deficit target was exceeded by LVL 8 million, as the Riga city budget outcome was worse
than expected. This implies a fiscal deficit of 1.8 percent of GDP for the year as a whole.

The liquidity situation in the banking system eased somewhat in late December and
early January. This has led to about a 1%2 percentage point decline in the short-term money
market interest rate spread against the SDR. Credit to the private sector grew by about 50
percent in 2001; however, abstracting from a large loan from a major bank to its leasing
subsidiary in December, credit growth was 39%2 percent, in line with expectations.

In the structural area, the new Commercial Law was brought into effect on January 1,
2002. The pension amendments adopted by Parliament in late December postponed to 2005
the abolition of early retirement and will steadily lift the ceiling on the pension payments that
may be received by working pensioners, removing the ceiling in 2005; no estimates are yet
available of the costs of the revised package. The Government has decided on the terms for
the privatization of LASCO, envisaging the sale of 51 percent of the shares via the Riga
Stock Exchange. In late December, Latvia closed an additional chapter in its EU accession
negotiations, bringing the total to 23.
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January 25, 2002 Washington, D. C. 20431 USA

IMF Concludes 2001 Article IV Consultation with the Republic of Latvia

On January 18, 2002, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with the Republic of Latvia.’

Background

Latvia has enjoyed a strong economic performance since the last Article [V consultation in June
2000. Real GDP growth was 6% percent in 2000 and accelerated to 8% percent in the first half
of 2001; growth has been led primarily by investment. Inflation has remained low at 3 percent in
2000 and 2001. The current account deficit fell to 7 percent of GDP in 2000, after reaching
almost 10 percent of GDP in 199899, during the Russian crisis. However, further reduction of
the current account deficit in 2001 was haited, due to the combination of continued strong
growth in Latvia and a slowdown among Latvia’s main trading partners. Nevertheless, robust
export growth (9 percent in 2000) appears to have been sustained in 2001, as exporters have
quickly recriented toward other markets. Strong inflows of foreign direct investment have
financed about three-fifths of the current account deficit, helping to keep external debt levels
moderate. Market sentiment toward Latvia remains favorable, as evidenced by the relatively low
yield spread on Latvia’'s first Eurobond and by the successful issue, in November 2001, of a
second Eurobond.

This performance reflects on generally strong macroeconomic and structural policies, apart from
a lapse in fiscal control in late 2000. After a moderate decline in 2000, the general government
fiscal deficit is likely to have been reduced by about 1'% percentage points in 2001, to

'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.



-2

1.7 percent of GDP. Fiscal consolidation has been accomplished mainly through expenditure
restraint: the ratio of expenditures to GDP has been reduced by about 6 percent of GDP from
the relatively high level reached in 1999 in the wake of the Russian crisis. The ratio of
government revenue to GDP fell by about 4 percentage points from 1999 to 2001, reflecting a
desire to reduce the tax burden, but also some weaknesses in tax collection.

The exchange rate peg of the lats to the SDR has contributed to price stability. Monetary
policies have supported the exchange rate peg, while a relatively rapid expansion of credit to
the private sector has helped facilitate investment. Latvia has continued to improve its financial
sector framework, which includes the introduction of a unified financial sector supervision under
the Financial and Capital Markets Commission in July 2001.

Latvia’s generally liberal market economy and its continued pursuit of structural reforms in many
areas have helped forge an environment conducive to investment and durable economic
growth, which is also reflected in Latvia’s prospect of joining the EU in 2004.

The main challenge to Latvia’s economy is the persistent current account deficit. Past current
account deficits have partly reflected the import content of the investment activity that has
underpinned economic growth. Nonetheless, deficits of this magnitude, if sustained, pose a
potential risk to Latvia’s external sustainability.

The IMF Executive Board approved a 20-month Stand-By Arrangement (SBA) with Latvia in
April 2001. The first review under the SBA was not completed at this time, over concerns about
the 2002 budget, but may be taken up by the Executive Board at a later date.

Executive Board Assessment

Executive Directors noted that Latvia's economic performance in 2001 had been among the
best of the EU accession candidate countries. Strong and broad-based economic growth had
been driven by domestic demand, particularly investment, while inflation had remained low.
At the same time, Directors expressed concerns about the magnitude and persistence of the
external current account deficit and regretted that the first review under the current Stand-By
Arrangement was delayed.

Directors were of the view that the economic performance in 2001 reflected Latvia's
long-standing commitment to macroeconomic stability and the success of earlier structural
reforms in creating a flexible and resilient market economy. In particular, Directors noted that
the authorities had successfully implemented their 2001 economic program, including by
adhering to macroeconomic policy targets.

Directors agreed that under Latvia’s present circumstances the exchange rate peg to the SDR
remained appropriate, but cautioned that it needed to be underpinned by the maintenance of
sound fiscal and monetary policies. The peg should remain an anchor of Latvia's economic
strategy in the period leading to European Union accession. Directors welcomed the Bank of
Latvia's decision to discontinue the issuance of long-term foreign exchange swaps ahead of
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schedule and to limit their use of short-term foreign exchange swaps by relying more on open
market operations.

Directors noted Latvia’s strong medium-term growth prospects. To meet this potential, the
authorities needed to continue pursuing disciplined macroeconomic policies, further improve
public sector efficiency, and sustain the momentum of structural reforms. This wouid help
ensure strong economic growth and low inflation in the medium term. For 2002, Directors
expected that domestic demand would again underpin significant growth in the Latvian
economy, albeit below the pace of 2001. However, the slowdown in the global economy was
likely to place additional stress on Latvia's external current account, as had become evident in
late 2001. Under the fixed exchange rate regime, fiscal policy remained the primary instrument
of macroecanomic management.

Directors supported the government’s intention to move toward a balanced budget over the
medium term. However, 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—which are needed to
upgrade the delivery of crucial public goods—and supported the autherities’ desire to gradually
reduce the tax burden on the economy. To make room for these important steps, however,
Directors saw as crucial the improved prioritization and containment of public expenditure
especially in election year 2002, continued efforts to enhance tax administration, and more
determination in bringing public sector reforms to fruition, including at the municipal levels of
government. In this context, Directors welcomed the authorities’ adoption of fiscal targets for the
first half of 2002 that were in line with a modest annual deficit; however, they noted that the
budget adopted by Parliament would imply a substantial fiscal loosening in the second half of
2002. They encouraged the authorities to take steps to avoid this loosening of the fiscal stance,
which as noted would likely add to pressures on the external current position.

Directors welcomed Latvia’s participation in the joint IMF-World Bank Financial Sector
Assessment Program, and noted that no major sources of vulnerability had been identified.
They observed the smooth transition to unified financial sector supervision under the Financial
and Capital Markets Commission. Directors recognized that Latvia had established an adequate
money-laundering framework, but urged the authorities to strengthen enforcement capacity and
to enhance their monitoring of the large inflows of non-resident deposits. They welcomed
Latvia’s quick actions to introduce anti-terrorism financing legislation after September 11. Some
Directors expressed reservations over the possible introduction of a Financial Services Center
in Latvia.

Directors expressed concern with the continued rapid expansion of private sector credit,
particularly at very short terms, and urged the authorities to stand ready to tighten monetary
conditions if deemed necessary to counter a worsening in the quality of banks’ loan portfolios.

Directors welcomed advances in Latvia's agenda for structural reforms as the means to reduce
unemployment and external vulnerability. They noted the continued improvements in the
environment for investment, and particularly foreign investment. In this regard the process of EU
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accession was providing a useful impetus to structural and institutional reform, and Directors
welcomed Latvia's progress in accession negotiations. Directors urged the authorities to
persevere in their privatization of large-scale public enterprises and in their efforts to fight
corruption and improve governance. They commended Latvia's maintenance of a very open
international trade regime.

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 to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (ii) following
palicy discussions in the Executive Board at the decision of the Board. The Staff Report for the 2001
Article IV Consultation with Latvia is also available.




Republic of Latvia: Selected Economic Indicators

1996 1997 1998 1999 2000
Changes in percent
Real Economy
Real GDP 3.3 8.6 39 1.1 6.6
Unemployment rate (end of period} 7.2 7.0 9.2 9.1 7.8
Consumer price index (period average) 17.6 8.0 4.7 24 26
In percent of GDP
Public Finance
General government balance -1.8 0.3 0.8 -39 -33
Total government debt 14.4 12.0 10.5 13.1 13.2
External government debt 8.4 7.4 7.7 10.6 9.9
End-period; changes in percent
Money and credit
Reserve money 25 30 7 12 8
Broad money 20 39 6 8 28
Domestic credit (non-government) 1 76 59 15 37

Balance of payments
Trade balance

Current account balance
International reserves
(in months of imports)

Exchange rate
Exchange rate regime

Exchange rate (lats per US$; end-of period)
Real effective exchange rate (1997 = 100) 1/

-15.5
4.2

28

0.556

-15.0 -18.6 -16.4

-5.1 -9.8 -9.8
25 2.9 29
Peg to the SDR

0.590 0.569 0.583
100.0 1168 1254

in percent of GDP unless stated otherwise

-14.8
-6.9
28

0.613
12586

Sources: Data provided by the Latvian authorities; and IMF staff estimates.

1/ End-of-period.



Statement by Olafur sleifsson, Executive Director for the Republic of Latvia
January 18, 2002

First, I would like to thank the staff for their substantial contribution to the economic debate
and the policy-making in Latvia. My Latvian authorities emphasize the importance of a
fruitful cooperation with the Fund in maintaining a sustainable development of the Latvian
economy. The Latvian authorities appreciate the quality of the set of documents and welcome
the publication of the staff report, the Financial System Stability Assessment and the study
on medium term fiscal issues relating to the Baltic countries” EU and NATO accession.

Over the last two years, the Latvian economy has experienced a rapid growth accompanied
by increased macroeconomic stability. Moreover, Latvia appears to have overcome the
negative economic consequences of the Russian crisis. This suggests that the Latvian
economy is fundamentally stable, making the authorities well posed to effectively cope with
potential external shocks. With the high growth rate and the stable macroeconomic
environment, Latvia appears to be one of the most successful economies in Central and
Eastern Europe.

EU and NATO accession remain top priorities for the Latvian authorities. In its 2001 Regular
Report on Latvia’s Progress Towards Accession, the European Commission concluded that if
Latvia continues its efforts in maintaining the pace of and completes its structural reforms, it
should be able to cope with the competitive pressures within the Union in the near future. By
end-2001, negotiations on all chapters of the acquis had been opened and 23 provisionally
closed. The Government intends to close all chapters by end-2002 and expects Latvia to
become a member of the European Union in 2004.

Recent economic developments and prospects

Latvia’s economic growth over the last two years has been among the highest in Central and
Eastern Europe facilitating gradual convergence of per capita income towards the EU levels.
Growth has been fairly well-balanced, with the sharpest increase in the service sector, while
manufacturing has been recovering from the decline in production in 1999.

The global slowdown of the world economy has had a limited impact on the growth of
Latvia’s economy as in the first three quarters of 2001 real GDP grew by an annualized rate
of 7.9 %. Nevertheless, for an open economy, such as Latvia, short term economic
performance will to a large extent depend on the speed of recovery in the outside world, in
particular the EU, the sustainability of Russian economic growth and the economic
performance of the Baltic neighbors.

The current account deficit still remains considerable, reaching 7.1% in the first three
quarters of 2001. The current account deficit mirrors the country's high investment rate,
which for the last three years has exceeded 27% of GDP. Latvia seems well posed to
continue to attract FDI, and investment inflows appear to be more than sufficient to finance
the current account deficit.



During the next few years, economic growth will be driven mainly by strong domestic
demand. Private consumption, which grew notably in 2000 and in the first half of 2001, is
likely to be sustained due to the relatively high growth in real income. Nevertheless, since the
growth of real wages is lower than productivity growth, relative labor costs are falling, This
development improves profitability, fosters international competitiveness, and creates
favorable condittons for investment and growth. Public consumption is not expected to
contribute significantly to GDP growth in the coming years due to the necessity of keeping
public expenditures in check.

Investment growth is expected to remain high in the coming years. Apart from favorable
economic growth prospects, investment growth should be stimulated by the gradual reduction
of the corporate income tax rate from 25 % in 2001 to 15 % in 2004. Inflation is expected to
remain low - at about 3% over the next years. High real growth has reduced unemployment
and a stable downward trend in the officially registered unemployment rate has been
observed since the end of 1999. By December 2001 the unemployment rate was at 7.6 %.

Fiscal policy

In the light of the fixed exchange rate regime my Latvian authorities recognize that fiscal
policy is the main instrument of macroeconomic policy. In particular, fiscal policy has a
significant role in countering the current account deficit. In the medium term the aim of the
government 1s to reduce the fiscal deficit and balance the budget.

In the first three quarters of 2001, the fiscal stance has been in line with the MEP. The
preliminary data for 2001 indicate a general government fiscal deficit of 1.8 % of GDP
compared to 1.7 % of GDP envisaged in the program. The central government has made
significant efforts, as evidenced by cutting in half the 2000 fiscal deficit of 2.7 % of GDP to
1.4% in 2001. However, financial discipline appears to be lacking at the municipal level. To
address this problem the Latvian authorities are inspecting the financial control systems
already in place with the intention to strengthen them if necessary.

The approved 2002 budget has a deficit of 2.5 % of GDP', including contributions to the
funded pension scheme. While the Government acknowledges the need to tighten fiscal
policy, the required expenditures to finance a range of activities related to Latvia’s accession
to the EU and NATO and the pre-election political environment prevented the authorities
from being able to effectively revise the draft budget law. The main items related to EU
accession are measures to improve environment protection. To facilitate the NATO accession
defense expenditures are being increased to 1.75 % of GDP. The growth in budget
expenditures in 2002 is also driven by increased commitments to allocate resources for
investment, as the Government is determined to increase investment in projects that will
bring infrastructure in compliance with the EU requirements and promote economic growth
in the medium term.

! The deficit is 2.7 % according to staff calculations.



The Latvian authorities intend to show moderation in the execution of the budget and believe
that the prospects for achieving a lower deficit than budgeted are quite good. On the
expenditure side, investment expenditures will likely fall short of the budgeted amount due to
the specific implementation procedures of investment projects. On the revenue side, much
attention will be paid to improve tax administration. My Latvian authorities therefore look
forward to discuss the completion of the first review with the staff during the April mission.

Exchange rate and monetary policies

During 2001 monetary policy remained sufficiently tight to maintain the exchange rate
objective and meet the monetary performance criteria agreed with the Fund under the SBA.
The Bank of Latvia (BoL) was net purchaser of foreign exchange.

The BoL intends to keep the lat pegged to the SDR basket. The SDR composition broadly
reflects the currency composition of Latvia’s external trade. The authorities intend to re-peg
the lat to the euro after Latvia's entrance to the EU.

The strong growth of credit to the non-government sector continued during 2001 with a 12-
month growth rate of 39.6% in November 2001. This development reflects the deepening of
the financial intermediation, rapid real economic growth and increasing confidence in the
banking system and the economy. For the time being the credit expansion goes hand in hand
with the improvement in the quality of the banks' credit portfolio and rapid growth of
deposits and, therefore, does not appear to be a source for great concern. The Latvian
authorities will continuously monitor developments in this area. They stand ready to adopt
the necessary measures should a deterioration of credit quality be perceived.

To manage liquidity in the banking system and achieve external and internal stability of the
lat, the BoL applies the same policy instruments as the European Central Bank. Given the
recent growth in long-term lending, decreasing interest rates and successful issues of private
sector long-term bonds in lats, from December 1, 2001 the BoL discontinued the issuance of
two-year foreign exchange swaps, which were used to facilitate the broadening of the range
of long-term financial instruments.

Structural reforms and financial sector policies

Significant progress in the pension reform has been achieved in 2001, On July 1, 2001,
contributions to the second, fully funded, pillar began. It is believed that this pillar will
promote savings and capital market development. The government intends to eliminate
incentives for early retirement and to raise the retirement age further to 65 over the medium
term.

The restructuring process of the Latvian banking sector is practically completed and over
95% of the banking industry is private-owned. Foreign investors are attracted by the high
potential of the Latvian market and currently about two thirds of paid-up-share capital of the
banking sector are owned by non-residents. On July 1, 2001, the Financial and Capital



Market Commission (FCMC) started to operate. This will facilitate the full integration of
supervision of banking, insurance and capital markets.

The authorities have made a special effort to combat money laundering. As the staff
emphasizes in the FSSA report, rules for prevention of money laundering are in line with
international standards. A joint European Council and the OECD Financial Action Task
Force (FATF) expert commission has found that Latvia has made significant progress in
combating money laundering activities. There is still need for some improvements in
enforcement, especially with respect to the speed of the legal process. My Latvian authorities
are making efforts to improve enforcement. A new criminal law is being prepared.
Enforcement of the legislation is overseen and coordinated by the Financial Intelligence Unit.
In addition, a separate division in the Financial Police will be established within this month.

The authorities have acknowledged the importance of the cross border cooperation to combat
money laundering. The Financial Intelligence Unit is a member of an international
organization, the Egmont Group, and cooperates with all 58 member countries in the area of
information exchange. Moreover, the Financial Intelligence Unit has signed cooperation
agreements with analogous agencies in other European countries.

Following September 11 and the consequent international effort to combat terrorism
worldwide, the Latvian government has committed to putting emphasis on prevention of
terrorist financing through money laundering. The necessary legislative and administrative
measures have been designed, and in October 2001 the Latvian government adopted the
“Action Plan of the Government of Latvia for Combating Terrorism” that contains a far-
reaching package of measures for both national and international cooperation, including the
prohibiting and combating of terrorism financing,.

Significant progress has been achieved in advancing utilities regulation and enhancing
competition in the energy and telecommunication sectors, including the enactment of
supporting legislation for the Public Utilities Commission (PUC), which started its operation
on October 1, 2001. Contrary to the FCMC, which unified several regulators within a single
sector, the multi-sector model of regulation adopted for the PUC had no prototypes in
Western Europe. The PUC oversees energy, telecommunications, postal and railway sectors.

The restructuring program for the “Latvenergo” energy company will be completed by end-
2002. Last November the Telecom Law was enacted. This will pave the way for closing the
acquis chapter on telecommunications.

Privatization of small and medium enterprises, which was launched in 1991, has been
successfully completed. On December 2001, guidelines for privatization of the Latvian
Shipping Company (LASCO) were adopted, which will allow for its sale to take place in
2002. In 2002 the remaining state shares in Latvijas Gaze and Krajbanka will be sold, and the
Government intends to sell its minority share in the “Ventspils Nafta” - oil company.



Financial Sector Assessment Program

The Latvian authorities have benefited from the Financial Sector Assessment Program, which
was successfully completed in 2001 and provided a comprehensive analysis of the financial
sector in Latvia. The Latvian authorities recognize that while the overall assessment of the
Latvian finance sector was positive, improvements are necessary in some areas.

Some of the recommendations of the FSAP report have already been implemented or will be
implemented shortly. However, a certain number of the recommendations require more time
for implementation and are targeted as medium-term goals.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

