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Summary

Prime-minister Ansip prolonged his term in last year’s parliamentary elections in Estonia , which
implies that little change in the policy direction is expected. With real economic growth projected
to slowdown to 4% this year (from 7% last year, and 11% in 2006), the economy has allegedly
overheated. Inflation is forecast to run up to 8.2% in 2008, and a procyclical fiscal stance has
not helped to lower it. EMU-entry will most likely be deferred to 2012. Rapid credit growth has
pushed the current account into a large deficit, wh ich appears increasingly difficult to finance.
Although the liquidity position is still sufficient, this puts Estonia’s external solvency under
pressure.

Things to watch:

e Inflation
e External solvency
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Summary

The centre-right coalition in Latvia secured another term in office in 2006, but with t he addition
of a fourth party, it may prove difficult to sail ¢ lose to the wind, especially now that the Latvian
economy is in turbulent waters. Early last year, ru mours of a devaluation of the lat caused jitters
on financial markets that led to soaring interest r ates on interbank lending. Double-digit growth
and inflation rates, and a current account deficit of 24% of GDP, have triggered doubts about
the sustainability of Latvia’s external finances. A n orderly slowdown can still relieve external
imbalances, but as financing conditions are tighten ing worldwide, the recent build-up in foreign
debt is to be watched closely.

Things to watch:

e Inflation
e External solvency
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Summary

Elections are due in Lithuania in October of this year. The policy direction of t he next
government could become more populist if Victor Usp askich or Rolandas Paksas would return
to power, but so far, their chances are slim. Itis more likely that the stance of mainstream
parties is continued. The overheating of the Lithua nian economy is not as pronounced as in the
other Baltic States, but at 6.4% this year, inflati on will still be far beyond the Maastricht
benchmark. Euro adoption, therefore, is not expecte d before 2013. Since Lithuania has to
contract more debt to finance its current account d eficit, its external solvency is under pressure.

Things to watch:

e Elections in October 2008
o Inflation

e External solvency
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Economic structure and growth

Since their independence from the Soviet Union in 1 991, the Baltic States have experienced a
dramatic transition. At the start of the transition process, the tiny economies of Estonia , Latvia
and Lithuania had a highly vulnerable economic structure becaus e they used to produce only
a few goods for the entire Soviet Union, a market t hat had collapsed. Fifteen years, and a
truckload of reforms later, the Baltic economies ha ve caught up with their Central European
peers (see Chart 1) and are comfortably embedded in the EU. In recent years, however, the
growth story appears too fast, too furious. The Bal tic economies have, on average, grown by
8.5% over the last five years, and each of them has clocked a double-digit growth rate within
this timespan (see Chart 2).

Unfortunately, this rate of expansion is proving un sustainable, and a slowdown is forthcoming.
Estonia is already experiencing a serious dent with its ec onomic growth rate dropping from
11.2% in 2006 to 7% last year. This year, it is pro jected to drop further to 4%. Latvia's
economic growth rate touched 12% in 2006, but it is also slipping. The 2007 estimate is put at
10.7%, and for 2008, a decrease to 7.5% is expected . The story is similar for Lithuania , albeit
more modest. The real growth rate of the largest Ba Itic economy will decelerate to about 7.4%
this year, down from 9.2% in 2007.

Chart 1: Baltics are catching up rapidly Chart 2: But a cooling is in the offing
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The clearest sign that the Baltic economies are ove rheating is given by Chart 3. In recent years,
inflation has been running high. In Estonia and Lithuania , respectively, increases in consumer
prices are forecast to peak at 8.2% and 6.4% this y ear. Latvia s inflation rate is projected to
come down from 10.1% to 9%, but this is still alarm ingly high. Because the Baltic currencies
follow rigid exchange rate regimes anchored on the euro (the Latvian lat is pegged to the euro,
Estonia and Lithuania operate currency boards), mon etary policy cannot be used to combat
inflation. For the slowdown to be gentle, therefore , credit growth has to moderate through other
channels. Chart 4 indicates that total domestic cre dit growth reached its peak at 40% in 2006
for Estonia , and even a whopping 60% in 2005 for Latvia and Lithuania . Especially private
credit extension has taken a flight. A few Nordic b anks, which hold virtually all banking assets in
Estonia (97%) and Lithuania (96%), and more than half of total banking assets in Latvia
(55%), have the power to curb private credit growth . Even though term loans from parent
companies are generally more secure than market deb t, it offers no guarantee that the foreign
owners will stand by their subsidiaries. The Nordic banks may be strong parties with
professional risk management capabilities, but sinc e assets are hardly diversified across
holders, it poses both concentration and contagion risks to the banking sectors of the Baltic
States.
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The projected slowdowns for the Baltic economies ar e substantial, but not yet catastrophic.
They can still be seen as a natural, albeit strong, correction to severe external imbalances. This
analysis is based on a typical overheating scenario of a small, open economy in which domestic
supply fails to keep track of burgeoning domestic d emand. In such a scenario, rising incomes
and rapid credit growth boost investment and consum ption, which cannot be satisfied by the
narrow structure of domestic supply. Since foreign supply meets the soaring demand for
imports, the current account balance moves into deficit. In case of the Baltic States, the drive
for liberalisation and reform that came with Europe an integration sped up this process. If the
buoyant economy cannot attract sufficient (productive) foreign investment, it will have to fall
back on debt-creating capital flows. So far, a beni gn financial climate has allowed the Baltic
States to finance their external deficits quite eas ily, but as investment flows are uncertain and
financing conditions are tightening, substantial ex ternal imbalances have emerged. An orderly
slowdown of domestic demand growth may deflate thes e imbalances, but policymakers in the
Baltic States will have to careful not to push the cart over the hill.

Chart 3: Inflation still to be curbed Chart 4: Cred it growth reached its peak
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Political and social situation

In Estonia , the Reform Party of prime-minister Andrus Ansip w on the parliamentary elections in
March 2007. Although this enabled him to prolong hi s premiership, a novelty in post-
independence Estonia, he formed another coalition, since the previous coalition was too often
at loggerheads over tax policy and relations with R ussia. In spite of a broad consensus for fiscal
consolidation, this change makes a decrease in the 23% flat tax rate more likely. A similar story
holds for Latvia . Prime-minister Aigars Kalvitis was also the first to prolong his term in office
winning the country’s parliamentary elections in Oc tober 2006. He continued with his centre-
right coalition with the addition of another junior partner. This implies that the coalition counts
four parties, which is proving too many for effecti ve decision-making. Corruption charges
against Latvian oligarchs will also continue to dis tract politics. Despite the controversy
surrounding his candidacy, however, Valdis Zatlers became the new president in July 2007.
The ruling coalition in Lithuania does not have much room for manoeuvre either. In 2 006, the
government collapsed and a minority coalition conti nued with only 60 out of 141 parliamentary
seats. The minority government is expected to hold out until the elections of October 2008,
however, since neither the Social Democrats of prim e-minister Gediminas Kirkilas, nor the
conservative Homeland Union, the main opposition party, will do well in a snap poll. However, a
possible return of Victor Uspaskich or Rolandas Pak sas might rock the boat during the
upcoming elections. The former is the founder of th e Labour party who had left for Russia after
corruption charges. Last September, he came back fe eling mistreated and regained leadership
of the party. Since Rolandas Paksas was impeached a s a president in 2004, he cannot run for
elective office at present, but his party won contr ol of Vilnius in the municipal elections of
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February 2007 and he yearns for a comeback. He alre ady appealed to the European Courts to
declare the 2004 impeachment unconstitutional. Both may have good chances in the elections,
as they campaign on a populist platform of lower ta xes - higher pensions, and they can claim to
be wronged by the political establishment. Even tho ugh the mainstream parties are currently
unwilling to engage with them, a landslide victory could put them in the driver’s seat. If so, the
policy direction could become more populist with fu rther risks for Lithuania’s public finances,
economy and prospect of euro adoption.

Foreign affairs in all of the Baltic States continu es to be dominated by relations with Russia.
Both Estonia and Latvia have large groups of Russia n minorities, a quarter and a third of their
respective populations. The treatment of ethnic Rus sians is often a point of dispute with the
Kremlin. Estonia , for instance, ran into a diplomatic row when it t ried to move a Russian war
shrine out of central Tallinn, and Latvia infuriated Moscow by conditions on citizenship: ha If of
Latvia’s ethnic Russians have passed up the opportu nity of a Latvian passport. Lithuania
managed to avoid this social exclusion by offering its Russian minorities (only 6% of the
population) unconditional citizenship. Like many other states in Eastern Europe, it has to
engage in tough negotiations with Russia’s energy g iants, which seek better remuneration for
their oil and gas supplies. However, this strengthe ns relations among the Baltic States, but also
with neighbouring Poland and other like-minded coun tries.

Russia, from its part, has discovered energy diplom acy as a powerful tool to make governments
move all around Europe. A renegotiation of contract s is not necessarily a bad thing, as long as
the Kremlin respects the national sovereignty of th e Baltic States. Russia still has to come to
terms with the Baltic States being members of both NATO and the EU. The Duma’s lingering
over the ratification of border treaties strikes a false note in this.

Economic policy

The strength of public finances in the Baltic State s is undisputed. Estonia consistently records
a fiscal surplus, and even pleasantly surprises bud get surplus targets on the upside from time
to time. In 2006, bumper revenues and lower expendi tures saw the budget balance churn out a
surplus of 3.7% of GDP, although delayed investment played an important role. The Estonian
government has used these surpluses to reduce its p ublic debt (2.3% of GDP) and build a
stabilisation reserve (2.9% of GDP) to cushion exte rnal shocks, such as the Russian ruble crisis
in 1998. Without prejudice to the excellent state o f Estonia’s public finances, its current fiscal
stance is not helpful in cooling down the economy. Plans to lower the flat tax and increase
spending will erode the budget surplus over the for ecast period. This may lead to an
undesirable procyclical effect called inflation, which is already high. The public accounts of
Latvia have also seen significant improvements in recent years. The budget deficit has been
turned into a surplus that may reach 1% of GDP this year. The government was planning to
gradually lower the flat tax from 25% to 15% in 200 9, but has wisely postponed this proposal
because of inflation worries. In setting public sec tor wages, some more restraint could still be
exercised. Even though the outflow of migrant worke rs tightened labour markets, the 40% wage
increase awarded to civil servants does not serve a s a good example for private sector
negotiations. Latvia’s public debt-to-GDP ratio has come down from 13% to 9%. This marks a
significant improvement, even though the old level was no cause for alarm either. In addition,
Latvia has also created a rainy-day funds carrying reserves worth 1% of GDP. The government
budget of Lithuania shows a trend similar to the Latvian budget, but s ince 2006, the
consolidation appears to have slipped somewhat. At -0.6% of GDP this year, the balance will
remain in deficit. This is still comfortably within the Maastricht target of -3%, but in comparison
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to its peers, it is rather low. Both Estonia and La tvia score better, and Bulgaria, which also
operates a currency board, even records a surplus i n excess of 3% of GDP. To prevent
procyclicality, however, Lithuania has implemented a commendable Fiscal Discipline Law from
the start of this year. It caps the maximum speed o f expenditure growth at half the average
revenue growth over the last five years. Together w ith efforts to keep wage growth in line with
productivity increases, this budget rule should wor k as part of the government’s strategy to
moderate inflationary pressures. Although seemingly more vulnerable than the government
debt ratios of the other Baltic States, the solvenc y record of the Lithuanian public sector is more
than adequate. The public debt-to-GDP ratio dropped from 25% to 15% in recent years and in
addition, the government has a Privatisation Fund a nd a Stabilisation Fund to finance special
expenditures, such as pension reform and restitutio n schemes for expropriated lands and lost
savings.

Chart 5: Prudent fiscal budgets Chart 6: Limited pu blic indebtedness
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As mentioned before, monetary policy in the Baltic States is firmly anchored on fixed exchange
rate regimes. This implies, however, that the monet ary authorities cannot hike the interest rate
to halt inflation. Instead, they are dependent on t he policy stance of the ECB. Chart 5
demonstrates that maintaining confidence in the currency pegs is essential. Early last year,
rumours of a devaluation of the Latvian lat shocked local markets. The three months interbank
rate, RIGIBOR, skyrocketed from 4% to almost 10%, a nd with the international credit crisis
adding to uncertainties, it still seems to have los t its orbit. The recent increases of in interbank
rates of Estonia and Lithuania (TALIBOR and VILIBOR ), and especially the growing gap with
three months EURIBOR, indicates that risk premiums have also increased for these markets.
Investors have clearly come to wonder whether the i mbalances in the Baltic States will be
financed as easily in the future as they were in th e past.

Chart 7: Interbank rates jittery Chart 8: Hefty cu rrent account deficits
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Another issue that causes is market jitters is exce ssive inflation. Since the Baltic inflation rates
are way above the Maastricht reference value (3% fo r 2007), the adoption dates for all of the
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Baltic States have been deferred. Estonia is expected to enter EMU in 2012, whereas Latvia
and Lithuania are projected to join a year later. All will depen d, however, on the success in
combating inflation and sustaining external solvency.

Balance of payments

Chart 8 reveals that the Baltic States have massive current account deficits. Over the last two
years, the current account deficit of Estonia rose from 10% to 15% of GDP. The deficits on the
current account balances of Latvia and Lithuania doubled from 7% to 15%, and from 12% to
24% of GDP, respectively. Faltering competitiveness, however, is not the issue. With in annual
increase of more than 20% on average, the value of exported goods and services is showing
healthy growth. Albeit negligible, the share of Bal tic imports in the basket of Eurozone imports is
also rising. The reason for the external deficits i s buoyant domestic demand and considerable
increases in the import prices of goods with inelas tic demand, food, petrol and basic materials
for the construction boom. The deficits on the trad e balances are roughly similar to the current
account deficits because the other balances are lev elling eachother out. In Estonia , the surplus
on the services balance outweighs the deficit on th e income balance at (-)6% of GDP. This
would imply that the country spends about as much o n paying net dividend to foreign investors
than it receives in revenues from transport, touris m and other commercial services. The transfer
balance records only a negligible plus, which means that Estonia does not benefit significantly
from a net inflow of worker remittances or foreign aid. This is different for Latvia and Lithuania .
Both receive a net inflow in the order of 1.5%-2% o f GDP. Since their deficits on the income
balance are somewhat higher than the surpluses on t heir services accounts, however, the trade
and current account deficits do not differ much for these countries either.

More interesting than the exact composition of the current account deficits, however, are the
capital flows completing the balance of payments. A rguably, the most benign way to finance a
current account deficit is to attract foreign direc t investment (FDI). Chart 9 demonstrates that
the Baltic States have been able to finance about h alf of their current account deficits out of
inward direct investment in recent years. This is | ower than their closest peers, although it must
be said that countries as varied as Hungary, Turkey and Slovenia show similar ratios. The other
half of the current account deficit, therefore, has to be financed out of debt inflows or foreign
exchange reserves. Another fairly benign source of financing is short-term debt, which is often
consists of trade credits that can easily be renewe d. Last year, all of the Baltic States attracted
USD 15-17bn in debt flows, of which the lion’s shar e was short-term debt. The share is slightly
higher for Latvia, which has a much lower share of commercial bank loans because fewer of its
banks are in foreign hands.

Chart 9: FDI falls short as financing Chart 10: External liquidity decreases
source
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External position

As a result of a growing current account deficit th at is becoming ever more difficult to finance
with non-debt creating capital inflows, the external position of the Baltic States is deteriorating.
It should be noted, however, that this mainly holds for the private sector, which in each of the
Baltic States holds owes more than half of external obligations. In 2007, the share of public debt
was only 1.5%, 5% and 10% in Estonia, Latvia and Li thuania, respectively. The remainder
consisted of short-term debt, most of it also priva tely contracted. The deteriorating external
solvency record of the Baltic States is not directl y related to higher sovereign risk. If it would
come to a severe balance of payments crisis, the co untries’ public finances are not immediately
endangered. Since some private or semi-public playe rs may have to be bailed out, however,
the possibility of such an event poses a contingenc y on the sovereign. Even if such an event
would occur, however, public finances in the Baltic States are deemed strong enough to
recapitalise the essential players in strategic sectors (e.g. a bank or a refinery). It would lead to
a painful shake-out in the private sector, whose in debtedness is growing rapidly.

In five years, Estonia 's foreign debt obligations have tripled to more th an USD 25bn in 2007.
As a ratio to GDP, it increased from 71% to 108%, a nd as a ratio to current account revenues, it
jumped from 95% to 132%. Over the same period, tota | debt service obligations also tripled and
the debt service ratio soared from 38% to 51%. The interest service ratio also noted a
remarkable increase. It went from 3.8% to 5.9% and is projected exceed 7% over the forecast
period. Clearly, Estonia’s external solvency record is under pressure. There is no immediate
risk, however, since the liquidity ratio stands at 110%. The external position of Latvia shows a
similar trend. Between 2003 and 2007, total foreign debt more than tripled to USD 30bn. As a %
of GDP, it rose from 78% to 109%, and as a ratio to current account revenues, it soared from
148% to 212%. The debt service ratio increased from 85% to 104%, but the pressure on
Latvia’s external solvency is best shown by its int erest service ratio, which rose from 3.1% in
2003 to a whopping 11.4% last year. This suggests t hat that external creditors price in a higher
risk of non-repayment on Latvian holdings. The coun try’s external position has also become
less liquid, as the liquidity ratio dipped below 10 0%, and official foreign exchange reserves
cover just over a third of total debt service. Also in Lithuania , foreign debt obligations tripled.
Relative to its size, however, Lithuania is not as indebted as the other Baltic States. The ratios
to GDP and current account revenues have surely inc reased markedly, but at 57%, and 91% in
2001, respectively, they are still substantially lo wer. This also holds for the debt- and interest
service ratios.

At 49%, the debt-service ratio is still rather high by international standards, but at 4%, the
interest service ratio shows that external creditor s are not yet perceiving a substantially higher
risk of repayment. Lithuania’s external liquidity i s not luxurious, but with a liquidity ratio hoverin g
around 100% and two-thirds of debt service obligati ons covered by foreign exchange reserves,
there is no immediate cause for concern.

See pages 10-12 for factsheets and datatables of th e Baltic States.
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National facts i governance indicators rank/ total
Type of government Republic Human Development Index (rank) 441177
Capital Tallinn Ease of doing business (rank) 17/ 178
Surface area (thousand sq km) 45 Economic freedom ind ex (rank) 12/ 157
Population (millions) 13 Corruption perceptionsindex (rank) 28/180
Main languages Estonian (67%) Pressfreedom index (rank) 3/169
Russian (23%) Gini index (income distribution) 3538
Main religions Lutheran (16%) Population below $1 per day (PPP) <2%
Orthodox (13%)
Unaffiliated (68%)
Head of State (president) Toomasllves Main export partners(%)  Mainimport partners(%o)
Head of Government (prime-minister)  AndrusAnsip Finland 18  Fnland 18
Monetary unit Estonian kroon (BEK) Sweden 12 Russia 13
Latvia 9  Germany 12
Germany 5 Sweden 8
Economicsize bnUSD %world total Main export product s(%)
Nominal GDP 17 0.03 Machinery & equipment 24
Nominal GDPat PPP 26 0.04 Mineral products 16
Export value of goods and services 13 0.09 Timber prod ucts 11
IMFquotum (in min SDR) 65 0.03 Non-precious metals & metal products 9
Economicstructure 2006 5-yearav. Main import product s (%)
Real GDPgrowth 11.2 83 Machinery & equipment 25
Agriculture (% of GDP) 3 4 Mineral products 14
Industry (% of GDP) 28 28 Transport equipment 12
Services (% of GDP) 69 68 Chemicals 11
Sandardsof living usd %world av. Opennessof theec onomy
Nominal GDP per head 12361 156 Export value of G&S(% of GDP) 79
Nominal GDP per head at PPP 19386 178 Import value of G&S(% of GDP) 91
Real GDP per head 11540 173 Inward FDI (% of GDP) 101
Estonia
Selection of economicindicators 2008f
Key country riskindicators
GDP (%real change pa) 72 83 102 112 71 43 47
Consumer prices (average % change pa) 13 30 41 44 6.6 82 48
Current account balance (% of GDP) -114 -123 -10.0 -155 -149 -137 -133
Total foreign exchange reserves (min USD) 1373 1788 1943 2786 3600 3900 4100
Economicgrowth
GDP (%real change pa) 72 83 102 112 71 43 47
Grossfixed investment (%real change pa) 19.2 44 99 224 70 30 5.0
Private consumption (%real change pa) 9.7 6.7 107 14.9 94 6.0 45
Government consumption (%real change pa) 03 30 16 26 43 25 25
Exportsof G&S(%real change pa) 80 16.6 205 83 30 6.0 6.7
Importsof G&S(%real change pa) 104 155 16.3 171 4.0 5.7 59
Economic policy
Budget balance (% of GDP) 20 23 23 37 27 13 09
Publicdebt (% of GDP) 56 51 44 40 23 22 20
Money market interest rate (%) 29 25 24 32 44 43 41
M2 growth (% change pa) 109 158 419 282 180 130 120
Consumer prices (average %change pa) 13 30 41 44 6.6 82 48
Exchange rate LCU to USD (average) 13.85 1259 1258 12.47 1143 10.72 11.79
Recorded unemployment (%) 10.0 9.7 79 59 47 48 49
Balance of payments(mln USD)
Current account balance -1116 -1467 -1392 -2581 -3110 -3340 -3260]
Trade balance -1557 -2020 -1904 -2958 -3097 -3280 -3190]
Export value of goodsand services 4596 5983 7771 9654 10938 11940 12930
Import value of goodsand services 6153 8003 9675 12613 14035 15220 16120
Servicesbalance 831 1073 1027 1024 1280 1310 1370
Income balance -526 -635 -579 -758 -1373 -1460 -1540]
Transfer balance 136 115 63 110 80 90 100]
Net direct investment flows 763 703 2252 569 600 670 600
Net portfolio investment flows 94 -130 -2245 -1309 -620 -670 -670)
Net debt flows 2028 2979 1399 4291 5056 3820 3150
Other capital flows (negative is outflow) -139%4 -1670 141 -125 -1113 -170 380
Change in international reserves 374 415 156 844 813 300 200
External position (mln USD)
Total foreign debt 6972 10008 11255 16359 22570 25580 27620
Short-term debt 2442 2999 3999 6000 7777 8630 9140
Total debt service due, incl. short-term debt 2810 3893 4590 6084 8663 10850 12010
Total foreign exchange reserves 1373 1788 1943 2786 3600 3900 4100
International investment position -7241 -11316 -12654 -16470 #N/B #N/B #N/B]
Total assets 6138 8784 10710 15247 #N/B #N/B #N/B|
Total liabilities 13379 20100 23364 31717 #N/B #N/B #N/B]
Key ratiosfor balance of payments, external solven cy and external liquidity
Trade balance (% of GDP) -15.9 -17.0 -13.7 -17.8 -14.8 -134 -129
Current account balance (% of GDP) -114 -12.3 -100 -155 -149 -13.7 -133
Inward FDI (% of GDP) 94 82 207 101 120 81 65
Foreign debt (% of GDP) 710 84.1 80.7 985 1079 104.6 1123
Foreign debt (% of XGSIT) 952 1035 931 1104 1315 139.0 1411
International investment position (% of GDP) -738 951 -90.8 -99.2 #N/B #N/B #N/B
Debt serviceratio (% of XGSIT) 384 403 379 411 505 59.0 61.3
Interest service ratio incl. arrears (% of XGSIT) 3.8 35 32 44 59 73 76
FX-reservesimport cover (months) 3 3 2 3 3 3 3
FX-reservesdebt service cover (%) 49 46 42 46 42 36 34
Liquidity ratio 115 117 120 109 110 105 105
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National facts i governance indicators rank/ total
Type of government Republic Human Development Index (rank) 45/177
Capital Rga Ease of doing business (rank) 22/178
Surface area (thousand sq km) 65 Economic freedom ind ex (rank) 41/ 157
Population (millions) 23 Corruption perceptionsindex (rank) 51/180
Main languages Latvian (58%) Pressfreedom index (ran k) 12/ 169

Russian (38%) Gini index (income distribution) 377
Main religions Lutheran Population below $1 per day (PPP) <2%
Roman Catholic
Orthodox
Head of State (president) Valdis Zatlers Main export partners(%) Mainimport partners(%)
Head of Government (prime-minister)  Aigars Kalvitis Estonia 13 Germany 15
Monetary unit Latvian lat (LVL) Lithuania 15  Lithuania 13
Germany 10 Russia 8
UK 8 Estonia 8

Economicsize bnUSD %world total Main export product s (%)

Nominal GDP 20 0.04 Timber products 23
Nominal GDPat PPP 35 0.05 Metals 15
Export value of goods and services 9 0.06 Machinery & equipment 10
IMFquotum (in min SDR) 127 0.06 Textiles& clothing 8

Economicstructure 2006 5-yearav. Mainimport product s(%)

Real GDPgrowth 119 82 Machinery & equipment 20
Agriculture (% of GDP) 4 4 Transport equipment 14
Industry (% of GDP) 21 24 Mineral products 14
Services (% of GDP) 75 72 Metals 10

Sandardsof living (U] %world av. Opennessof theeconomy
Nominal GDP per head 8770 110 Export value of G&S(%o f GDP) a4
Nominal GDP per head at PPP 15078 138 Import value of G&S(% of GDP) 66
Real GDP per head 7824 117 Inward FDI (% of GDP) 8.3

Latvia

Selection of economic indicators

Key country risk indicators
GDP (%real change pa) 72 87 106 119 107 75 65
Consumer prices (average % change pa) 29 6.2 6.7 6.5 101 9.0 56
Current account balance (% of GDP) -82 -12.8 -124 -225 =222 -194 -16.1
Total foreign exchange reserves (min USD) 1432 1912 2232 4353 5000 5500 5700
Economicgrowth
GDP (%real change pa) 72 87 106 119 107 75 65
Grossfixed investment (%real change pa) 123 238 236 183 145 95 80
Private consumption (%real change pa) 82 95 115 19.8 183 9.0 6.6
Government consumption (%real change pa) 19 21 27 4.0 55 20 10
Exportsof G&S(%real change pa) 52 94 203 53 108 94 78
Importsof G&S(%real change pa) 131 16.6 14.8 175 208 103 73
Economic policy
Budget balance (% of GDP) -16 -11 -10 -03 04 10 12
Public debt (% of GDP) 132 131 116 9.9 8.7 78 72
Money market interest rate (%) 29 33 25 32 56 50 39
M2 growth (% change pa) 21 267 383 387 300 218 178
Consumer prices (average % change pa) 29 6.2 6.7 65 101 90 56
Exchange rate LCU to USD (average) 057 054 0.56 0.56 051 048 053
Recorded unemployment (%) 8.7 838 80 7.0 59 50 45
Balance of payments(min USD)
Current account balance -920 -1761 -1991 -4518 -5936 -6470 -5490)
Trade balance -2002 -2781 -3018 -5131 -6240 -6500 -5640)
Export value of goodsand services 3171 4221 5361 6140 7647 8870 10530}
Import value of goodsand services 5173 7002 8379 11271 13887 15370 16170
Servicesbalance 577 601 606 662 708 720 750
Income balance -25 275 -176 532 -904 -1300 -1350]
Transfer balance 530 694 597 483 500 610 750
Net direct investment flows 254 527 586 1491 1840 1020 890
Net portfolio investment flows -216 -269 -264 -452 -450 -350 -300
Net debt flows 1617 3392 2243 8784 4998 4060 4120
Other capital flows (negative isoutflow) -527 -1401 -236 -3155 199 2240 980
Change in international reserves 208 487 338 2149 651 500 200}
External position (min USD)
Total foreign debt 8803 12654 14284 22943 29082 33440 35100}
Short-term debt 5632 7653 7493 11500 12250 12800 13250
Total debt service due, incl. short-term debt 5097 7003 10756 9728 14324 15500 16240
Total foreign exchange reserves 1432 1912 2232 4353 5000 5500 5700
International investment position -5162 -7520 -9051 -14519 #N/B #N/B #N/B}
Total assets 6674 9380 10045 15174 #N/B #N/B #N/B]
Total liabilities 11836 16900 19096 29693 #N/B #N/B #N/B
Key ratiosfor balance of payments, external solven cy and external liquidity
Trade balance (% of GDP) -179 -20.2 -18.8 -255 -234 -195 -165
Current account balance (% of GDP) -82 -12.8 -124 -22.5 -22.2 -194 -16.1
Inward FDI (% of GDP) 27 46 45 8.3 75 36 32
Foreign debt (% of GDP) 78.7 919 89.0 1140 109.0 100.1 102.7
Foreign debt (% of XGST) 1475 162.5 147.7 197.0 2118 2163 198.4
International investment position (% of GDP) -46.1 -546 -56.4 -72.1 #N/B #N/B #N/B
Debt serviceratio (% of XGSIT) 854 89.9 1112 835 1043 100.2 918
Interest serviceratio incl. arrears (% of XGSIT) 3.1 41 56 87 114 114 125
FX-reservesimport cover (months) 3 3 3 5 4 4 4
FX-reservesdebt service cover (%) 28 27 21 45 35 35 35
Liquidity ratio 111 107 89 102 94 94 100
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Lithuania
National facts i governance indicators rank/ total
Type of government Republic Human Development Index (rank) 43/177
Capital Vilnius Ease of doing business (rank) 26/178
Surface area (thousand sq km) 65 Economic freedom ind ex (rank) 22/157
Population (millions) 34 Corruption perceptionsindex (rank) 51/180
Main languages Lithuanian (82%) Pressfreedom index (rank) 23/169
Russian (8%) Gini index (income distribution) 36
Polish (6%) Population below $1 per day (PPP) <2%
Main religions Roman catholic (79%)
Orthodox (4%)
Head of State (president) Valdas Adamkus Main export partners(%) Mainimport partners(%)
Head of Government (prime-minister)  GediminasKirkilas Russia 13  Russia 24
Monetary unit Lithuanian litas (LTL) Latvia 11 Germany 15
Germany 9 Poland 10
Estonia 6 Laivia 5
Economicsize bnUSD %world total Main export product s (%)
Nominal GDP 30 0.06 Mineral products 24
Nominal GDPat PPP 55 0.08 Machinery & equipment 12
Export value of goods and services 18 0.12 Transport e quipment 10
IMFquotum (in min SDR) 144 0.07 Textiles 8
Economicstructure 2006 5-yearav. Mainimport product s(%)
Real GDPgrowth 77 78 Mineral products 23
Agriculture (% of GDP) 5 6 Machinery & equipment 18
Industry (% of GDP) 34 32 Transport equipment 14
Services (% of GDP) 61 62 Chemicals 8
Sandardsof living usD %world av. Opennessof theeconomy
Nominal GDP per head 8753 110 Export value of G&S(%o f GDP) 60
Nominal GDP per head at PPP 16193 148 Import value of G&S(% of GDP) 70
Real GDP per head 8148 122 Inward FDI (% of GDP) 6.2
Lithuania
Selection of economic indicators 2005 2006
Key country risk indicators
GDP (%real change pa) 103 73 79 77 92 74 65
Consumer prices (average % change pa) -1.2 12 27 38 57 64 45
Current account balance (% of GDP) -6.9 -17 <71 -10.8 -145 -14.2 -133
Total foreign exchange reserves (min USD) 3372 3513 3720 5654 8298 9830 10830
Economicgrowth
GDP (%real change pa) 103 73 79 7.7 9.2 74 65
Grossfixed investment (%real change pa) 141 155 109 174 16.6 95 90
Private consumption (%real change pa) 10.2 122 119 119 110 89 71
Government consumption (%real change pa) 38 77 36 55 50 50 30
Exportsof G&S(%real change pa) 69 44 177 122 94 112 10.3
Importsof G&S(%real change pa) 104 14.9 17.2 138 129 115 100
Economic policy
Budget balance (% of GDP) -13 -15 -05 02 05 -06 0.0
Public debt (% of GDP) 211 194 186 182 150 142 136
Money market interest rate (%) 18 15 20 28 42 40 36
M2 growth (% change pa) 194 214 319 215 227 195 16.8
Consumer prices (average % change pa) -12 12 27 38 57 6.4 45
Exchange rate LCU to USD (average) 3.05 278 277 275 252 236 260
Recorded unemployment (%) 103 6.8 48 34 32 31 30
Balance of payments(min USD)
Current account balance -1278 -1725 -1831 -3218 -5453 -6510 -6130)
Trade balance -1704 -2383 -2916 -4209 -5690 -6460 -5890
Export value of goodsand services 7658 9306 11774 14151 17300 20390 22860
Import value of goodsand services 9362 11689 14690 18360 22990 26850 28750
Servicesbalance 614 812 1050 1083 940 960 990
Income balance -482 -612 -627 -817 -1403 -1730 -1960
Transfer balance 294 458 662 725 700 720 730
Net direct investment flows 142 511 689 1551 1270 1080 1130
Net portfolio investment flows 0 228 -934 -602 -750 -650 -650)
Net debt flows 747 1635 1313 5067 5236 4790 2750
Other capital flows (negative isoutflow) 1426 -505 986 -841 2323 2820 3890
Change in international reserves 1037 144 222 1957 2626 1530 1000
External position (min USD)
Total foreign debt 7465 9482 11201 16199 21435 26230 28980)
Short-term debt 3277 3766 5325 6500 7900 8700 9000
Total debt service due, incl. short-term debt 4328 5038 6348 8379 11560 14710 17450
Total foreign exchange reserves 3372 3513 3720 5654 8298 9830 10830
International investment position -6859 -8544 -10588 -15474 #N/B #N/B #N/B}
Total assets 5717 7413 9129 13457 #N/B #N/B #N/B
Total liabilities 12576 15957 19717 28932 #N/B #N/B #N/B
Key ratiosfor balance of payments, external solven cy and external liquidity
Trade balance (% of GDP) -92 -10.6 -11.3 -14.1 -152 -14.1 -12.7
Current account balance (% of GDP) -6.9 <77 <71 -10.8 -145 -14.2 -13.3
Inward FDI (% of GDP) 10 34 40 6.2 4.3 32 32
Foreign debt (% of GDP) 401 421 435 544 57.2 574 62.7
Foreign debt (% of XGST) 741 746 68.8 819 916 96.7 959
International investment position (% of GDP) -36.9 -379 411 -52.0 #N/B #N/B #N/B
Debt serviceratio (% of XGSIT) 430 396 39.0 423 494 543 57.7
Interest serviceratio incl. arrears (% of XGSIT) 3.7 27 21 32 44 43 48
FX-reservesimport cover (months) 4 4 3 4 4 4 5
FX-reservesdebt service cover (%) 78 70 59 67 72 67 62
Liquidity ratio 107 108 107 108 101 97 96
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Disclaimer

This document is issued by Codperatieve Centrale Ra iffeisen-Boerenleenbank B.A. incorporated in the Ne therlands,
trading as Rabobank Nederland, and regulated by the FSA. The information and opinions contained herein have been
compiled or arrived at from sources believed to be reliable, but no representation or warranty, expres s or implied, is
made as to their accuracy or completeness. It is fo r information purposes only and should not be const rued as an offer
for sale or subscription of, or solicitation of an offer to buy or subscribe for any securities or der ivatives. The information
contained herein is not to be relied upon as author itative or taken in substitution for the exercise o f judgement by any
recipient. All opinions expressed herein are subject to change without notice. Neither Rabobank Nederl and, nor other
legal entities in the group to which it belongs acc ept any liability whatsoever for any direct or cons equential loss
howsoever arising from any use of this document or its contents or otherwise arising in connection the rewith, and their
directors, officers and/or employees may have had a long or short position and may have traded or acte d as principal in
the securities described within this report, or rel ated securities. Further it may have or have had a relationship with or
may provide or have provided corporate finance or o ther services to companies whose securities are des cribed in this
report, or any related investment. This document is for distribution in or from the Netherlands and th e United Kingdom,
and is directed only at authorised or exempted pers ons within the meaning of the Financial Services an d Markets Act
2000 or to persons described in Part IV Article 19 of the Financial Services and Markets Act 2000 (Fin ancial
Promotions) Order 2001, or to persons categorised a s a “market counterparty or intermediate customer” in accordance
with COBS 3.2.5. The document is not intended to be distributed, or passed on, directly or indirectly, to those who may
not have professional experience in matters relatin g to investments, nor should it be relied upon by s uch persons. The
distribution of this document in other jurisdiction s may be restricted by law and recipients into whos e possession this
document comes from should inform themselves about, and observe any such restrictions. Neither this do cument nor
any copy of it may be taken or transmitted, or dist ributed directly or indirectly into the United Stat es, Canada, and Japan
or to any US-person. This document may not be repro duced, distributed or published, in whole or in part, for any
purpose, except with the prior written consent of R abobank Nederland. By accepting this document you a gree to be
bound by the foregoing restrictions.
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