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The Republic has confirmed to the Managers named under “Subscription and Sale” (the “Managers”) that
all information regarding the Republic and the Notes contained in this Offering Circular is true and
accurate in all material respects and is not misleading in any material respect; this Offering Circular does
not omit to state any material fact necessary to make such information not misleading in any material
respect; and all proper enquiries have been made to ascertain and to verify the foregoing. The Republic
accepts responsibility for the information contained in this document accordingly.

The Republic has not authorised the making or provision of any representation or information regarding
the Republic or the Notes other than as contained in this Offering Circular or as approved for such purpose
by the Republic. Any such representation or information should not be relied upon as having been
authorised by the Republic or the Managers.

Neither the delivery of this Offering Circular or the offering, sale or delivery of any Note shall in any
circumstances create any implication that there has been no adverse change, or any event reasonably likely
to involve any adverse change, in the condition (financial, economic or otherwise) of the Republic since the
date of this Offering Circular.

This Offering Circular does not constitute an offer of, or an invitation to subscribe for or purchase, any
Notes. Each investor contemplating purchasing any Notes should make its own independent investigation
of the financial condition and affairs, and its own appraisal of the creditworthiness, of the Republic.

The distribution of this Offering Circular and the offering, sale and delivery of Notes in certain jurisdictions
may be restricted by law. Persons into whose possession this Offering Circular comes are required by the
Republic and the Managers to inform themselves about and to observe any such restrictions. For a
description of certain restrictions on offers, sales and deliveries of Notes and on distribution of this Offering
Circular and other offering material relating to the Notes, see “Subscription and Sale”.

In this Offering Circular, unless otherwise specified, references to “U.S.$”, “U.S. dollars” and “dollars” are
to the lawful currency for the time being of the United States of America, references to “LVL”, “Lats” and
“Ls” are to the lawful currency for the time being of the Republic of Latvia and references to “Euro”,
“euro” and “€” are to the currency of the member states of the European Union that adopt the single
currency in accordance with the Treaty establishing the European Communities, as amended. Translations
of amounts from Lats to U.S. dollars are solely for the convenience of the reader and, unless otherwise
stated, are made at year end exchange rates. No representation is made that Lats or dollar amounts referred
to herein could have been or could be converted into dollars or Lats, as the case may be, at any particular
rate at all. The Bank of Latvia’s foreign exchange rate for U.S. dollars on 31 December 2007 was
LVL 0.4840 = U.S.$1.00, whilst the Bank of Latvia’s foreign exchange rate for Euro since 1 January 2005
has been fixed at LVL 0.702804 = €1.00.

Unless otherwise stated, all annual information, including budgetary information, is based on calendar
years. Government budget execution is compiled on a cash flow basis. Statistical data appearing in this
Offering Circular has, unless otherwise stated, been obtained from the Central Statistical Bureau of Latvia
(the “Central Statistical Bureau”), the Ministry of Finance, the Bank of Latvia, the Financial and Capital
Market Commission and the Treasury. Similar statistics may be obtainable from other sources, although the
underlying assumptions and methodology, and consequently the resulting data, may vary from source to
source. Certain statistical information relating to 2007 should be treated as preliminary and statistical
information for this and prior years may be subject to future adjustment.

Certain figures including in this Offering Circular have been subject to rounding adjustments; accordingly,
figures shown for the same category presented in different tables may vary slightly and figures shown as
totals in certain tables may not be an arithmetic aggregation of the figures which precede them.

This Offering Circular neither constitutes a prospectus pursuant to Part I of the Luxembourg law on
prospectuses for securities (loi relative aux prospectus pour valeurs mobilieres) dated 10 July 2005 (the
“Luxembourg Prospectus Law”) which implements Directive 2003/71/EC of the European Parliament and
of the Council of 4 November 2003 (the “Prospectus Directive”) nor a simplified prospectus pursuant to
Chapter 2 of Part III of the Luxembourg Prospectus Law. Accordingly, this Offering Circular does not
purport to meet the format and the disclosure requirements of the Prospectus Directive and Commission




Regulation (EC) No 809/2004 implementing the Prospectus Directive, and it has not been, and will not be,
submitted for approval to any competent authority within the meaning of the Prospectus Directive and in
particular the Supervisory Commission of the Financial Sector (Commission de Surveillance du Secteur
Financier), in its capacity as competent authority under the Luxembourg Prospectus Law. The Notes, issued
pursuant to this Offering Circular, will therefore not qualify for the benefit of the single European passport
pursuant to the Prospectus Directive.

In connection with the issue of Notes, UBS Limited (the “Stabilising Manager”) (or persons acting on
behalf of any Stabilising Manager) may over allot Notes or effect transactions with a view to supporting
the price of the Notes at a level higher than that which might otherwise prevail. However, there is no
assurance that the Stabilising Manager (or persons acting on behalf of a Stabilising Manager) will
undertake stabilisation action. Any stabilisation action may begin on or after the date on which adequate
public disclosure of the terms of the offer of the Notes is made and, if begun, may be ended at any time,
but it must end no later than the earlier of 30 days after the issue date of the Notes and 60 days after the
date of the allotment of the Notes. Any stabilisation action or over-allotment must be conducted by the
Stabilising Manager (or person(s) acting on behalf of any Stabilising Manager) in accordance with all
applicable laws and rules.
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TERMS AND CONDITIONS OF THE NOTES

The following is the text of the Terms and Conditions of the Notes which (subject to completion and
amendment) will be endorsed on each Note in definitive form:

The €400,000,000 5.50 per cent. Notes due 2018 (the “Notes”, which expressions includes any further
notes issued pursuant to Condition 14 and forming a single series therewith) of the Republic of Latvia,
acting through the Treasury, (the “Republic”) are the subject of a fiscal agency agreement dated 5 March
2008 (as amended or supplemented from time to time, the “Fiscal Agency Agreement”) between the
Republic, Deutsche Bank AG, London Branch as fiscal agent (the “Fiscal Agent”, which expression includes
any successor fiscal agent appointed from time to time in connection with the Notes) and the paying agents
named therein (together with the Fiscal Agent, the “Paying Agents”, which expression includes any
successor or additional paying agents appointed from time to time in connection with the Notes). Certain
provisions of these Conditions are summaries of the Fiscal Agency Agreement and subject to its detailed
provisions. The holders of the Notes (the “Noteholders”) and the holders of the related interest coupons
(the “Couponholders” and the “Coupons”, respectively) are bound by, and are deemed to have notice of,
all the provisions of the Fiscal Agency Agreement applicable to them. Copies of the Fiscal Agency
Agreement are available for inspection during normal business hours at the Specified Offices (as defined in
the Fiscal Agency Agreement) of each of the Paying Agents, the initial Specified Offices of which are set out
below.

1. Form, Denomination and Title

The Notes are in bearer form in the denomination of €1,000 with Coupons attached at the time of issue.
Title to the Notes will pass by delivery. The holder of any Note shall (except as otherwise required by law)
be treated as its absolute owner for all purposes (whether or not it is overdue and regardless of any notice
of ownership, trust or any other interest therein, any writing thereon or any notice of any previous loss or
theft thereof) and no person shall be liable for so treating such holder. No person shall have any right to
enforce any term or condition of the Notes under the Contracts (Rights of Third Parties) Act 1999.

2. Status

The Notes constitute direct, general, (subject to the provisions of Condition 3) unsecured and unconditional
obligations of the Republic and will at all times rank pari passu and without any preference among
themselves. The full faith and credit of the Republic is pledged for the due and punctual payment of the
principal of, and interest on, the Notes and the performance of all the Republic’s other obligations under
the Notes. The payment obligations of the Republic under the Notes will at all times rank at least equally
with all the other present and future unsecured and unsubordinated indebtedness of the Republic.

3.  Negative Pledge

So long as any of the Notes remains outstanding the Republic will not grant or permit to be outstanding,
and will procure that there is not granted or permitted to be outstanding, any mortgage, charge, lien, pledge
or other security interest over any of its present or future assets or revenues or upon the official external
reserves of the Republic (which expression includes the gold and the reserves of the Republic by
whomsoever and in whatever form owned or held or customarily regarded and held out as the official
external reserves thereof) or any part thereof, to secure any Relevant Indebtedness or any guarantee thereof
unless the Republic shall, in the case of the granting of the security, before or at the same time, and in any
other case, promptly, procure that all amounts payable in respect of the Notes are secured equally and
rateably, or such other security or other arrangement is provided as shall be approved by an Extraordinary
Resolution (as defined in the Fiscal Agency Agreement) of the Noteholders.

For this purpose, “Relevant Indebtedness” means any indebtedness, present or future, (A) evidenced by
notes, bonds or other similar instruments which are or may be quoted, listed or ordinarily purchased and
sold on any stock exchange and (B) which is not listed on the Riga Stock Exchange and issued in
dematerialised form into the Latvian Central Depositary system.
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4. Interest

The Notes bear interest from, and including, 5 March 2008, the “Issue Date” at the rate of 5.50 per cent.
per annum, payable on 5 March in each year (each, an “Interest Payment Date”), subject as provided in
Condition 6.

Each Note will cease to bear interest from the due date for final redemption unless, upon due presentation,
payment of principal is improperly withheld or refused, in which case it will continue to bear interest at
such rate (as well after as before judgment) until the day on which all sums due in respect of such Note up
to that day are received by or on behalf of the relevant Noteholder.

Where interest is required to be calculated in respect of a period ending on a date other than an Interest
Payment Date, it shall be calculated on the basis of the number of days in the period from and including
the most recent Interest Payment Date (or, if none, the Issue Date) to but excluding the relevant payment
date divided by the number of days in the period from and including the most recent Interest Payment Date
(or, if none, the Issue Date) to but excluding the next scheduled Interest Payment Date.

5.  Redemption Purchase
(a)  Scheduled redemption

Unless previously redeemed, repaid or purchased and cancelled, the Notes will be redeemed at their
principal amount on 5§ March 2018, subject as provided in Condition 6.

(b)  Purchase and Cancellation

The Republic and its Agencies may at any time purchase Notes in the open market or otherwise and
at any price. Any Notes so purchased may be cancelled or held and resold (provided that such resale
is outside the United States, as defined in Regulation S under the United States Securities Act of 1933,
as amended). Any Notes so purchased, while held by or on behalf of the Republic or any Agency,
shall not entitle the holder to vote at any meeting of Noteholders and shall not be deemed to be
outstanding for the purposes of calculating quorums at meetings of Noteholders. Any Notes so
cancelled will not be reissued.

In this Condition 5(b), “Agency” means any political sub-division, regional government, ministry,
department, authority or statutory corporation of the Republic and the government thereof (whether
or not such statutory corporation is autonomous) and “Agencies” shall be construed accordingly.

6. Payments
(a)  Principal and Interest

Payments of principal and interest shall be made only against presentation and (provided that
payment is made in full) surrender of Notes and/or Coupons at the specified office of any Paying
Agent outside the United States in euro by cheque or by transfer to an account to which euro may be
credited or transferred specified by the payee. Payments of interest due in respect of any Note other
than on presentation and surrender of matured Coupons shall be made only against presentation and
(if appropriate) surrender of the relevant Note.

(b)  Payments subject to fiscal laws

All payments in respect of the Notes are subject in all cases to any applicable fiscal or other laws and
regulations, but without prejudice to the provisions of Condition 7. No commissions or expenses
shall be charged to the Noteholders or Couponholders in respect of such payments.
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(c)  Deduction for unmatured Coupons

If a Note is presented without all unmatured Coupons relating thereto, a sum equal to the aggregate
amount of the missing unmatured Coupons will be deducted from the amount of principal due for
payment; provided, howeuver, that, if the gross amount available for payment is less than the principal
amount of such Note, the sum deducted will be that proportion of the aggregate amount of such
missing Coupons which the gross amount actually available for payment bears to the principal
amount of such Note. Each sum of principal so deducted shall be paid in the manner provided in
Condition 6(a) against presentation and (provided that payment is made in full) surrender of the
relevant missing Coupons.

(d)  Payments on business days

If the due date for payment of any amount in respect of any Note or Coupon is not a business day,
the holder shall not be entitled to payment of the amount due until the next succeeding business day
in such place and shall not be entitled to any further interest or other payment in respect of any such
delay. In this paragraph, “business day” means, in respect of any place of presentation, any day on
which banks are open for presentation, and payment of bearer debt securities and for dealings in
foreign currencies in such place of presentation and, in the case of payment by transfer to a euro
account as referred to above, on which the Trans-European Automated Real-time Gross Settlement
Express Transfer (TARGET) System is operating.

7. Taxation

All payments of principal and interest in respect of the Notes and the Coupons shall be made free and clear
of, and without withholding or deduction for, any taxes, duties, assessments or governmental charges of
whatsoever nature imposed, levied, collected, withheld or assessed by the Republic of Latvia or any political
sub-division or any authority thereof or therein having power to tax (together, “Taxes”), unless such
withholding or deduction is required by law. In that event, the Republic shall pay such additional amounts
as will result in the receipt by the Noteholders and the Couponholders of such amounts as would have been
received by them if no such withholding or deduction had been required, except that no such additional
amounts shall be payable in respect of any Note or Coupon:

(a)  presented for payment by a holder which is liable to such Taxes in respect of such Note or Coupon
by reason of its having some connection with the Republic of Latvia other than the mere holding of
such Note or Coupon; or

(b)  where such withholding or deduction is imposed on a payment to an individual and is required to be
made pursuant to European Council Directive 2003/48/EC or any other Directive implementing the
conclusions of the ECOFIN Council meeting of 26-27 November 2000 on the taxation of savings
income or any law implementing or complying with, or introduced in order to conform to, such
Directive; or

(c)  presented for payment by or on behalf of a holder who would not be liable for or subject to such
withholding or deduction (A) by making a declaration of non-residence or other similar claim for
exemption to the relevant tax authority if, after having been requested to make such a declaration or
claim, such holder fails to do so, or (B) by presenting the relevant Note or Coupon to another Paying
Agent in a member state of the European Union; or

(d)  presented for payment more than 30 days after the Relevant Date except to the extent that the
relevant holder would have been entitled to such additional amounts if it had presented such Note or
Coupon on the last day of such period of 30 days.

In these Conditions, “Relevant Date” means whichever is the later of (i) the date on which the payment in
question first becomes due and (ii) if the full amount payable has not been received by the Fiscal Agent as
provided in the Fiscal Agency Agreement on or prior to such due date, the date on which (the full amount
having been so received) notice to that effect has been given to the Noteholders.
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Any reference in these Conditions to principal or interest shall be deemed to include any additional amounts
in respect of principal or interest (as the case may be) which may be payable under this Condition.

8.  Events of Default
(a)  Declaration of Acceleration

If either of the following events (each an “Event of Default”) occurs and is continuing;:

(1)  Non -payment

Any default is made in the payment of any interest due in respect of the Notes or any of them
when due and the default continues for a period of 14 days; or

(i)  Breach of Other Obligations or Undertakings

The Republic fails to perform or observe any of its other obligations under these Conditions
and (except in any case where the failure is incapable of remedy when no continuation or notice
as is hereinafter mentioned will be required) the failure continues for the period of 30 days next
following the service by any Noteholder on the Republic of notice requiring the same to be
remedied;

then the holders of at least 25 per cent in aggregate principal amount of the outstanding Notes may,
by notice in writing to the Republic (with a copy to the Fiscal Agent), declare all the Notes to be
immediately due and payable, whereupon they shall become immediately due and payable at their
principal amount together with accrued interest without further action or formality. Notice of any
such declaration shall promptly be given to all other Noteholders by the Republic.

(b)  Rescission of Declaration of Acceleration

If the Republic receives notice in writing from holders of at least 50 per cent in aggregate principal
amount of the outstanding Notes to the effect that the Event of Default or Events of Default giving
rise to the above mentioned declaration of acceleration is or are cured following any such declaration,
the Republic shall give notice thereof in writing to the Noteholders (with a copy to the Fiscal Agent),
the Notes shall cease to be due and payable. No such rescission shall affect any other or any
subsequent Event of Default or any right of any Noteholder in relation thereto.

9. Prescription

Claims for principal shall become void unless the relevant Notes are presented for payment within ten years
of the appropriate Relevant Date. Claims for interest shall become void unless the relevant Coupons are
presented for payment within five years of the appropriate Relevant Date.

10. Replacement of Notes and Coupons

If any Note or Coupon is lost, stolen, mutilated, defaced or destroyed, it may be replaced at the Specified
Office of the Fiscal Agent, subject to all applicable laws and stock exchange requirements, upon payment
by the claimant of the expenses incurred in connection with such replacement and on such terms as to
evidence, security, indemnity and otherwise as the Republic may require. Mutilated or defaced Notes or
Coupons must be surrendered before replacements will be issued.

11. Paying Agents

In acting under the Fiscal Agency Agreement and in connection with the Notes and Coupons, the Paying
Agents act solely as agents of the Republic and do not assume any obligations towards or relationship of
agency or trust for or with any of the Noteholders or Couponholders.
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The initial Paying Agents and their initial Specified Offices are listed below. The Republic reserves the right
at any time to vary or terminate the appointment of any Paying Agent and to appoint a successor fiscal
agent and additional or successor paying agents; provided, however, that the Republic shall at all times
maintain (a) a fiscal agent, (b) a paying agent in Luxembourg, and (c) a paying agent in a member state (if
any) of the European Union that will not be obliged to withhold or deduct tax pursuant to European
Council Directive 2003/48/EC.

Notice of any change in any of the Paying Agents or in their Specified Offices shall promptly be given to
the Noteholders in accordance with Condition 15 below.

12.

(a)

Meetings of Noteholders; Written Resolutions
Convening Meetings of Noteholders

The Fiscal Agency Agreement contains provisions for convening meetings of Noteholders to consider
matters relating to the Notes, including the modification of any provision of these Conditions or the
provisions of the Fiscal Agency Agreement. Such a meeting may be convened by the Republic and
shall be convened by the Republic at any time upon the request in writing of holders of at least 10
per cent of the aggregate principal amount of the outstanding Notes.

Quorum

The quorum at any meeting of Noteholders convened to vote on an Extraordinary Resolution (as
defined below) will be:

(i)  one or more persons present and holding or representing at least 50 per cent of the aggregate
principal amount of the outstanding Notes; or

(i)  where a meeting is adjourned and rescheduled owing to a lack of quorum, at any rescheduled
meeting of Noteholders, one or more persons present and holding or representing at least 25
per cent of the aggregate principal amount of the outstanding Notes;

provided, however, that any proposals relating to a Reserved Matter (as defined below) may only be
approved by an Extraordinary Resolution passed at a meeting of Noteholders at which one or more
persons present and holding or representing at least 75 per cent of the aggregate principal amount of
the outstanding Notes form a quorum.

Reserved Matters
In these Conditions, “Reserved Matter” means any proposal:

(i) to change the date, or the method of determining the date, for payment of principal, interest or
any other amount in respect of the Notes, to reduce or cancel the amount of principal, interest
or any other amount payable on any date in respect of the Notes or to change the method of
calculating the amount of principal, interest or any other amount payable in respect of the
Notes on any date;

(i)  to change the currency in which any amount due in respect of the Notes is payable;

(iii)  to change the quorum required at any meeting of Noteholders or the majority required to pass
an Extraordinary Resolution, Written Resolution or any other resolution of Noteholders or the
number or percentage of votes required to be cast, or the number or percentage of Notes
required to be held, in connection with the taking of any decision or action by or on behalf of
the Noteholders or any of them;

(iv) to change this definition, the definition of “Extraordinary Resolution”, the definition of
“outstanding” or the definition of “Written Resolution” in these Conditions or in the Fiscal
Agency Agreement;
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(v)  to change or waive the provisions of the Notes set out in Condition 2;

(vi)  to change the law governing the Notes, the courts to the jurisdiction of which the Republic has
submitted in the Notes, the Republic’s obligation to maintain an agent for service of process in
England or the Republic’s waiver of immunity, in respect of actions or proceedings brought by
any Noteholder, set out in Condition 16;

(vii) to approve any exchange or substitution of the Notes for, or the conversion of the Notes into,
any other obligations or securities of the Republic or any other person; or

(viii) in connection with any proposed exchange, substitution or conversion of the type referred to
in paragraph (vii) to amend any of the provisions of the Notes describing circumstances in
which Notes may be redeemed or declared due and payable prior to their scheduled maturity
date.

Modifications

Any modification of any provision of these Conditions may be made if approved by an Extraordinary
Resolution or a Written Resolution (as defined below). In these Conditions, “Extraordinary
Resolution” means a resolution passed at a meeting of Noteholders duly convened and held in
accordance with the Fiscal Agency Agreement by a majority of at least:

(i)  in the case of a Reserved Matter, 75 per cent of the aggregate principal amount of the
outstanding Notes; or

(ii)  in the case of a matter other than a Reserved Matter, 66% per cent of the aggregate principal
amount of the outstanding Notes which are represented at that meeting. Any Extraordinary
Resolution duly passed at any such meeting shall be binding on all the Noteholders, whether
present or not and whether they voted in favour or not, and all Couponholders.

Written resolutions

In addition, the Fiscal Agency Agreement contains provisions relating to Written Resolutions. A
“Written Resolution” is a resolution in writing signed by or on behalf of the holders of at least 75
per cent of the principal amount of the outstanding Notes, in the case of a Reserved Matter, or 66%
per cent of the principal amount of the outstanding Notes, in the case of a matter other than a
Reserved Matter. Any Written Resolution may be contained in one document or several documents
in the same form, each signed by or on behalf of one or more Noteholders. Any Written Resolution
shall be binding on all of the Noteholders, whether or not signed by them, and on all Couponholders.

Manifest error, etc.

The Notes, these Conditions and the provisions of the Fiscal Agency Agreement may be amended
without the consent of the Noteholders or the Couponholders to correct a manifest error. In addition,
the parties to the Fiscal Agency Agreement may agree to modify any provision thereof, but the
Republic shall not agree, without the consent of the Noteholders, to any such modification unless it
is of a formal, minor or technical nature or it is not materially prejudicial to the interests of the
Noteholders.

Outstanding Notes

For the purposes of (i) ascertaining the right to attend and vote at any meeting of Noteholders, (ii)
this Condition 12 and Schedule 5 to the Fiscal Agency Agreement, (iii) Condition 13 and (iv)
Condition 8, those Notes (if any) which are for the time being held by or on behalf of the Republic
or by any person owned or controlled directly or indirectly by the Republic, or by any public sector
instrumentality of the Republic shall (unless and until ceasing to be so held) be disregarded and be
deemed not to remain outstanding. “Public sector instrumentality” means the Republic of Latvia, any
department, ministry or agency of the government of the Republic of Latvia or any corporation, trust,
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13.

financial institution or other entity owned or controlled by the government of the Republic of Latvia.
“Control” means the power, directly or indirectly, through the ownership of voting securities or other
ownership interests or otherwise, to direct the management of or elect or appoint a majority of the
board of directors or other persons performing similar functions in lieu of, or in addition to, the
board of directors of a corporation, trust, financial institution or other entity.

Written requests etc.

Before any request is made or notice is delivered or Written Resolution is signed by any Noteholder
in accordance with the provisions of this Condition or Conditions 13 or 8, the relevant Noteholder
must deposit its Notes with any Paying Agent and obtain two copies of an acknowledgment of receipt
(an “Acknowledgment”) signed and dated by the relevant Paying Agent and certifying the principal
amount of Notes so deposited. Any request so made, notice so given or Written Resolution so signed
by any Noteholder must be accompanied by an Acknowledgment issued to the Noteholder. Notes so
deposited will not be released until the earlier of (i) the thirtieth day after the date of deposit and (ii)
the request, notice or Written Resolution becoming effective in accordance with these Conditions and
will only be released against surrender of a relevant Acknowledgment.

Noteholders’ Representative Committee
Appointment

The Noteholders may, by a resolution passed at a meeting of Noteholders duly convened and held in
accordance with the Fiscal Agency Agreement by a majority of at least 50 per cent in aggregate
principal amount of the Notes then outstanding, or by notice in writing to the Republic (with a copy
to the Fiscal Agent) signed by or on behalf of the holders of at least 50 per cent in aggregate principal
amount of the Notes then outstanding, appoint any person or persons as a committee to represent
the interests of the Noteholders if any of the following events has occurred:

(i) an Event of Default;

(i)  any event or circumstance which could, with the giving of notice, lapse of time, the issuing of
a certificate and/or fulfilment of any other requirement provided for in Condition 8 become an
Event of Default; or

(iii)  any official public announcement by the Republic to the effect that the Republic is seeking or
intends to seek a restructuring of the Notes (whether by amendment, exchange offer or
otherwise),

provided, however, that no such appointment shall be effective if the holders of more than 25 per cent
of the principal amount of the outstanding Notes have either (A) objected to such appointment by
notice in writing to the Republic (with a copy to the Fiscal Agent) during a specified period following
notice of the appointment being given (if such notice of appointment is made by notice in writing to
the Republic) where such specified period shall be either 30 days or such other longer or shorter
period as the committee may, acting in good faith, determine to be appropriate in the circumstances,
or (B) voted against such resolution at a meeting of Noteholders duly convened and held in
accordance with the Fiscal Agency Agreement.

Powers

Such committee shall, if appointed by notice in writing to the Republic, give notice of its appointment
to all Noteholders in accordance with Condition 15 as soon as practicable after the notice is delivered
to the Republic. Such committee in its discretion may, among other things, (i) engage legal advisers
and financial advisers to assist it in representing the interests of the Noteholders, (ii) adopt such rules
as it considers appropriate regarding its proceedings and (iii) enter into discussions with the Republic
and/or other creditors of the Republic. The Republic shall pay any fees and expenses of any such
committee (including, without limitation, the costs of giving notices to Noteholders and the
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reasonable fees and expenses of the committee’s legal advisers and financial advisers, if any) within
30 days of the delivery to the Republic of a reasonably detailed invoice and supporting
documentation.

14. Further Issues

The Republic may from time to time, without the consent of the Noteholders or the Couponholders, create
and issue further notes having the same terms and conditions as the Notes in all respects (or in all respects
except for the amount and date of the first payment of interest) so as to form a single series with the Notes.

15. Notices

Notices to the Noteholders shall be valid if published (i) in a leading newspaper having general circulation
in Luxembourg (which is expected to be the d’Wort or the Tageblatt) or, if such publication is not
practicable, in a leading English language daily newspaper having general circulation in Europe or (ii) to
the extent and in the manner permitted by the rules and regulations of the Luxembourg Stock Exchange,
by posting such notices on the official website of the Luxembourg Stock Exchange (www.bourse.lu). Any
such notice shall be deemed to have been given on the date of first publication or, if so published more than
once on different dates, on the date of the first publication. Couponholders shall be deemed for all purposes
to have notice of the contents of any notice given to the Noteholders.

All notices to the Republic will be valid if sent to the Republic at the Treasury of the Republic of Latvia,
Riga or such other address as may be notified by the Republic to the Noteholders in accordance with the
above paragraph of this Condition.

16. Governing Law and Jurisdiction
(a)  Governing law

The Notes and the Coupons are governed by, and shall be construed in accordance with, English law.

(b)  Jurisdiction

The Republic agrees for the benefit of the Noteholders and the Couponholders that the courts of
England shall have jurisdiction to hear and determine any suit, action or proceedings, and to settle
any disputes, which may arise out of or in connection with the Notes or the Coupons (respectively,
“Proceedings” and “Disputes”) and, for such purposes, irrevocably submits to the jurisdiction of such
courts.

(c)  Appropriate forum

The Republic irrevocably waives any objection which it might now or hereafter have to the courts of
England being nominated as the forum to hear and determine any Proceedings and to settle any
Disputes, and agrees not to claim that any such court is not a convenient or appropriate forum.

(d)  Service of process

The Republic irrevocably appoints the Ambassador of the Republic of Latvia to the Court of St.
James’s as its authorised agent for the service of process in England in respect of any Proceedings or
Disputes. Nothing in this paragraph shall affect the right of any Noteholder or any Couponholder to
serve process in any other manner permitted by law.

(e)  Non-exclusivity

The submission to the jurisdiction of the courts of England shall not (and shall not be construed so
as to) limit the right of any Noteholder or any Couponholder to take Proceedings in any other court
of competent jurisdiction, nor shall the taking of Proceedings in any one or more jurisdictions
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preclude the taking of Proceedings in any other jurisdiction (whether concurrently or not) if and to
the extent permitted by law.

Consent to enforcement etc

For the purposes of the State Immunity Act 1978, the Republic consents generally in respect of any
Proceedings to the giving of any relief or the issue of any process in connection with such Proceedings
including (without limitation) the making, enforcement or execution against any property whatsoever
(irrespective of its use or intended use) of any order or judgment which may be made or given in such
Proceedings.

Waiver of immunity

To the extent that the Republic may in any jurisdiction claim for itself or its assets or revenues
immunity from suit, execution, attachment (whether in aid of execution, before judgment or
otherwise and whether or not on the grounds of sovereignty or otherwise) or other legal process and
to the extent that such immunity (whether or not claimed) may be attributed in any such jurisdiction
to the Republic or its assets or revenues, the Republic agrees not to claim and irrevocably waives such
immunity to the full extent permitted by the laws of such jurisdiction provided, however, that
immunity is not waived in respect of present or future “premises of the mission” as defined in the
Vienna Convention on Diplomatic Relations signed in 1961, “consular premises” as defined in the
Vienna Convention on Consular Relations signed in 1963 or military property or military assets or
property or assets of the Republic related thereto.

There will appear at the foot of the Conditions endorsed on each Note in definitive form the names
and Specified Offices of the Paying Agents as set out at the end of this Offering Circular.
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SUMMARY OF PROVISIONS
RELATING TO THE NOTES IN GLOBAL FORM

The Notes will initially be in the form of the Temporary Global Note which will be deposited on or around
the Closing Date with a common safekeeper for Euroclear and Clearstream, Luxembourg.

The Notes will be issued in new global note (“NGN”) form. On 13 June 2006 the European Central Bank
(the “ECB”) announced that Notes in NGN form are in compliance with the “Standards for the use of EU
securities settlement systems in ESCB credit operations” of the central banking system for the euro (the
“Eurosystem”), provided that certain other criteria are fulfilled. At the same time the ECB also announced
that arrangements for Notes in NGN form will be offered by Euroclear and Clearstream, Luxembourg as
of 30 June 2006 and that debt securities in global bearer form issued through Euroclear and Clearstream,
Luxembourg after 31 December 2006 will only be eligible as collateral for Eurosystem operations if the
NGN form is used.

The Notes are intended to be held in a manner which would allow Eurosystem eligibility that is, in a manner
which would allow the Notes to be recognised as eligible collateral for Eurosystem monetary policy and
intra-day credit operations by the Eurosystem either upon issue or at any or all times during their life. Such
recognition will depend upon satisfaction of the Eurosystem eligibility criteria and no assurance can be
given that such criteria will be satisfied at any time.

The Temporary Global Note will be exchangeable in whole or in part for interests in the Permanent Global
Note not earlier than 40 days after the Closing Date upon certification as to non-U.S. beneficial ownership.
No payments will be made under the Temporary Global Note unless exchange for interests in the Permanent
Global Note is improperly withheld or refused. In addition, interest payments in respect of the Notes cannot
be collected without such certification of non-U.S. beneficial ownership.

The Permanent Global Note will become exchangeable in whole, but not in part, for Notes in definitive
form (“Definitive Notes”) in the denomination of €1,000 each at the request of the bearer of the Permanent
Global Note if (a) Euroclear and Clearstream, Luxembourg are both closed for business for a continuous
period of 14 days (other than by reason of legal holidays) or announce an intention permanently to cease
business or (b) either of the circumstances described in Condition 8(a) occurs and the Notes are declared
due and payable by the appropriate number of Noteholders in accordance with that Condition.

Whenever the Permanent Global Note is to be exchanged for Definitive Notes, the Republic shall procure
the prompt delivery (free of charge to the bearer) of such Definitive Notes, duly authenticated and with
Coupons in respect of all payments of interest which have not then fallen due attached, in an aggregate
principal amount equal to the principal amount of the Permanent Global Note to the bearer of the
Permanent Global Note against the surrender of the Permanent Global Note to or to the order of the Fiscal
Agent within 45 days of the bearer requesting such exchange.

If:

(a)  Definitive Notes have not been delivered by 5.00 p.m. (London time) on the 45th day after the bearer
has duly requested exchange of the Permanent Global Note for Definitive Notes; or

(b)  the Permanent Global Note (or any part of it) has become due and payable in accordance with the
Conditions or the date for final redemption of the Notes has occurred and, in either case, payment in
full of the amount of principal falling due with all accrued interest thereon has not been made to the
bearer in accordance with the Fiscal Agency Agreement on or within seven days of the due date for
payment,

then the Permanent Global Note (including the obligation to deliver Definitive Notes) will become void at
5.00 p.m. (London time) on such 45th day (in the case of (a) above) or at 5.00 p.m. (London time) on the
seventh day after such due date (in the case of (b) above) and the bearer of the Permanent Global Note will
have no further rights thereunder (but without prejudice to the rights which the bearer of the Permanent
Global Note or others may have under a deed of covenant dated 5 March 2008 (the “Deed of Covenant”)
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executed by the Republic). Under the Deed of Covenant, persons shown in the records of Euroclear and/or
Clearstream, Luxembourg as being entitled to an interest in the Permanent Global Note will acquire directly
against the Republic all those rights to which they would have been entitled if, immediately before the
Permanent Global Note became void, they had been the holders of Definitive Notes in an aggregate
principal amount equal to the principal amount of Notes they were shown as holding in the records of
Euroclear and/or (as the case may be) Clearstream, Luxembourg at that time.

In addition, the Temporary Global Note and the Permanent Global Note will contain provisions which
modify the Terms and Conditions of the Notes as they apply to the Temporary Global Note and the
Permanent Global Note. The following is a summary of certain of those provisions:

Payments

All payments in respect of the Temporary Global Note and the Permanent Global Note will be made against
presentation and (in the case of payment of principal in full with all interest accrued thereon) surrender of
the Temporary Global Note or (as the case may be) the Permanent Global Note to or to the order of any
Paying Agent and will be effective to satisfy and discharge the corresponding liabilities of the Republic in
respect of the Notes. No payment will, however, be made under the Temporary Global Note unless
exchange for interests in the Permanent Global Note is improperly withheld or refused. On each occasion
on which a payment of principal or interest is made in respect of the Temporary Global Note or (as the case
may be) the Permanent Global Note, the Republic shall procure that the payment is entered pro rata in the
records of Euroclear and Clearstream, Luxembourg.

Notices

Notwithstanding Condition 15, while all the Notes are represented by the Permanent Global Note (or by
the Permanent Global Note and/or the Temporary Global Note) and the Permanent Global Note is (or the
Permanent Global Note and/or the Temporary Global Note are) deposited with a common safekeeper for
Euroclear and Clearstream, Luxembourg, notices to Noteholders may be given by delivery of the relevant
notice to Euroclear and Clearstream, Luxembourg and, in any case, such notices shall be deemed to have
been given to the Noteholders in accordance with Condition 15 on the date of delivery to Euroclear and
Clearstream, Luxembourg except that, for so long as such Notes are admitted to trading on the
Luxembourg Stock Exchange and it is a requirement of applicable law or regulations, such notices shall be
published in a leading newspaper having general circulation in Luxembourg (which is expected to be d’Wort
or the Tageblatt) or published on the website of the Luxembourg Stock Exchange (www.bourse.lu).

Whilst any of the Notes held by a Noteholder are represented by a Global Note, notices to be given by such
Noteholder may be given by such Noteholder (where applicable) through Euroclear and/or Clearstream,
Luxembourg and otherwise in such manner as the Fiscal Agent and Euroclear and Clearstream,
Luxembourg may approve for this purpose.
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USE OF PROCEEDS

The net proceeds of the issue of the Notes, expected to amount to €398,936,000, will be used for the
refinancing of indebtedness and general funding purposes of the Republic.

16



DESCRIPTION OF THE ISSUER
THE REPUBLIC OF LATVIA

Geography and Population

Latvia is located in the Baltic region of northern Europe and is bordered by Estonia to the north, Russia to
the east, Lithuania to the south and Belarus to the south-east. The western border of the country is the Baltic
Sea, with which the country has a 494 km coastline. Latvia is divided into four historical districts: Kurzeme
(western Latvia), Zemgale (southern Latvia), Vidzeme (northern Latvia) and Latgale (eastern Latvia). Latvia
covers an area of approximately 64,589 square kilometres. The capital city is Riga, the largest city in the
Baltic countries, making it the leading regional centre.

The country is low-lying and generally flat, rising steadily from west to east, reaching its highest point of
312m above sea level at Gaizinkalns. Latvia shares the longest border with Lithuania in the south (576 km),
followed by Estonia in the north (343 km), Russia in the east (282 km) and Belarus in the south-east (167
km).

At the beginning of 2007, the total population of Latvia was 2,281,000. Since early 2000, the total
population has decreased by approximately 100 thousand persons or by 4.2 per cent.

The urban/rural ratio of the total population has not changed during the last 5 years — 68 per cent. of the
total population live in urban areas, while 32 per cent. live in rural areas. The population density is 35.3
persons per square kilometre.

The highest population concentration is in the capital city, Riga. At the beginning of 2007, the population
of Riga was 722 thousand or 31.7 per cent. of the national population. The population of Riga has
decreased by 44 thousand or by 5.7 per cent. since 2000.

As at the beginning of 2007, approximately 65.3 per cent. of the population was of working age.

The average life expectancy of those born in 2006 is 71.3 years (65.9 years for males and 76.8 years for
females).

Historical Background

Latvia’s origins lie in the 12th century with the arrival of western Europeans, mainly German crusaders,
who established the state of Livonia as a political union of territories belonging to the Livonian Order of
Knights and to the Catholic church by the 1270s. The capital of Latvia — Riga — was also founded in 1201.

The territory of Latvia is a strategically important territory with access to the Baltic Sea trade routes.
Therefore, throughout the middle ages, Latvia (or parts of its territory) were controlled by such states as
Denmark, Poland-Lithuania, Sweden and Russia. From the middle of the 16th century until the end of the
18th century part of Latvia’s territory was known as the Duchy of Courland, a semi-independent state
paying tribute to Poland.

As a consequence of the First World War, Latvia’s independence from Russia was declared on 18 November
1918. In 1922, the Constitutional Assembly (Satversmes Sapulce, a special meeting convened to approve a
constitution) adopted the Constitution (Satversme) which proclaimed the country a democratic republic.
With the outbreak of the Second World War, Latvia was annexed by the Soviet Union in 1940 and was
invaded by Germany between 1941 and 1944.

After rapid political change in Eastern Europe and the Soviet Union in the late 1980s, the Supreme Council
of Latvia (the Latvian Parliament) re-established legal independence with the Declaration of the Renewal of
the Independence of the Republic of Latvia on 4 May 1990. On 6 September 1991, the independence of the
Baltic Republics of Lithuania, Latvia and Estonia was recognised by the Soviet Union.
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On 17 September 1991, following the collapse of the Soviet Union, Latvia, Estonia and Lithuania were
admitted to the United Nations. On 29 March 2004, Latvia joined NATO, and on 1 May 2004 became a
member of the European Union.

Political System and Developments

In accordance with the Constitution of the Republic of Latvia, the Saeima is the highest legislative body.
The Saeima is a unicameral parliament consisting of 100 MPs, elected in general, equal, direct, secret and
proportional elections for a four-year term. All Latvian citizens of eighteen years of age are entitled to vote.

The main function of the Saeima is to pass legislation. The Saeima approves the national budget, determines
the size of the armed forces and oversees the work of the government. International agreements, which
include matters that are decided by a legislative process, require ratification by the Saeima.

The Saeima is entitled to elect, appoint, approve or dismiss various state officials. The Saeima elects the
President of Latvia for a term of four years. One of the president’s main functions is to represent the state
internationally. The President of Latvia nominates the Prime Minister and, if necessary, may propose the
dissolution of the Saeima. The Cabinet of Ministers is the country’s highest executive power.

The 5th Saeima elections took place on 5-6 June 1993. These were the first truly democratic elections since
1931. The Constitution of the Republic of Latvia was fully re-instituted on 6 July 1993 when the 5th Saeima
convened for its first session following the elections. On 7 July 1993, the 5th Saeima elected Guntis Ulmanis
as the President of Latvia. On 18 June 1996, Guntis Ulmanis was re-elected for a second term. On 17 June
1999, the 7th Saeima elected Vaira Vike-Freiberga as the President of Latvia, and she was re-elected for a
further four years on 20 June 2003. On 31 May 2007, the 9th Saeima elected Valdis Zatlers as the President
of Latvia. Valdis Zatlers assumed office on 8 July 2007.

According to the Constitution of the Republic of Latvia, any person who enjoys full rights of citizenship
and who has attained the age of forty years may be elected President of Latvia. A person with dual
citizenship is not eligible. The same person may not hold office as President of Latvia for more than eight
consecutive years. On 3 May 2007 the 9th Saeima adopted a law on Election of the State President, which
sets forth a detailed procedure and related issues for electing the President of Latvia.

The elections of the 9th Saeima were held on 7 October 2006 with a turnout of 908,979 voters (60.98 per
cent. of those eligible to vote).

The composition of the 9th Saeima is as follows:

Number
Name of party of seats
1o o) (T 2 Vi RSP 21
Greens and Farmers UNIOM co..eeeuieiriieenieenieeeiteeit ettt ettt e e bt e et e e sabeesabeesaseesneesane 17
INEW EIa PATTY .uviiiiiiiiiiiiiiiiiietieeeeeeeeeee et eeeeessesssseiiebveaaaseeaeeeeeeeeeeeeeeessesssssssssssssssssssssssssssssssane 18
Union of political organisations (parties) Concord Cenmtre ........ccuuvveerieenveeesieesseeesiressiveenieeens 17
Latvia’s First Party/Latvia’s Way Party ...cccceeeeeeieiiieiiieeieeiceeee ettt eeieee e e e eeireee e e s e 10
For Fatherland and Freedom/LINNK ......ccciiiiiiiiiieiieeeieeetee ettt vee s e e s saeeeeenree s 7
Union of political organisations For Human Rights in a United Latvia ............cccoueevueeeueennnen. 6
Unaffiliated members of parliament .......eeeeveieeeiiieieiiieceiiee e eee e e e e e e 4

Source: Mandate, Ethics and Submissions Committee

On 7 November 2006, the 9th Saeima convened for its first session and elected Indulis Emsis (Greens and
Farmers Union) as its Speaker. On 22 September 2007 Indulis Emsis gave up his Saeima mandate and
resigned from the office of Speaker.

On 24 September 2007, the 9th Saeima elected Gundars Daudze (Greens and Farmers Union) as its Speaker
(with 52 votes in favour).
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The 9th Saeima has seventeen standing committees and seven parliamentary groups. It has established seven
permanent delegations to international parliamentary organisations, as well as 56 groups for facilitating
cooperation with foreign parliaments.

On 7 November 2006, with 58 votes in favour, 41 against and no abstentions the 9th Saeima gave a vote
of confidence to the Cabinet of Ministers formed by Aigars Kalvitis (People’s Party). The coalition
government consisted of four parties: People’s Party, Greens and Farmers Union, Latvia’s First Party/Latvia’s
Way Party and For Fatherland and Freedom/LNNK (together they have 58 votes).

Aigars Kalvitis was the Prime Minister from 2 December 2004 to 6 December 2007 making him the Prime
Minister of Latvia for the longest uninterrupted period since the restoration of independence in the
Republic.

On 6 December 2007, Aigars Kalvitis announced his resignation as Prime Minister and the resignation of
the whole Cabinet.

On 20 December 2007, with 54 votes in favour, 43 against and no abstentions, the Saeima gave its vote of
confidence to the Cabinet of Ministers formed by Ivars Godmanis. Ivars Godmanis was the first Prime
Minister after the restoration of Latvia’s independence appointed on 7 May 1990.

The new government still consists of four parties: the People’s Party, Greens and Farmers Union, Latvia's
First Party/Latvia's Way Party and For Fatherland and Freedom/LNNK (together they have 55 votes).

Local Governments

In Latvia, there are two types of local governments — territorial local governments (cities, counties and
parishes) and district local governments. Territorial local governments are elected directly, but district local
governments are elected indirectly. If a county local government is formed by amalgamating several
territorial local governments (parishes, cities), each of them becomes a territorial unit of the county,
however decision-making power in the county is held by only one of such units — the directly elected power.
In the Constitution of the Republic of Latvia, it is set out that local governments are elected by citizens of
Latvia and the European Union who permanently reside in Latvia. Every citizen of the European Union who
permanently resides in Latvia has the right to participate in the activities of local governments as prescribed
by law. The working language at local governments is Latvian.

To ensure inhabitants have good quality services, and to create administrative territories which are capable
of economic development, the administrative-territorial reform is being implemented in Latvia. The process
of amalgamation of local governments is voluntary until 2009. Pursuant to the administrative-territorial
reform, after amalgamating administrative territories and decreasing the number of territorial local
governments inhabitants of a county will have a possibility to receive local government services not only in
the administrative centre of a county, but also in service centres located in territorial units of a county —
parishes and towns.

In accordance with the task set in the Administrative-Territorial Reform Law, the Ministry of Regional
Development and Local Governments consulted local governments and worked out the project of
administrative territorial division of local governments, which was accepted by The Cabinet of Ministers in
June 2006. On the basis of this project of administrative-territorial division, the Cabinet of Ministers in
September 2007 issued regulations regarding the administrative-territorial division of territorial local
governments.

At present, in Latvia there are:
- 26 district local governments; and
- 525 territorial local governments consisting of:
. 52 local governments of district cities and 7 local governments of republican cities;

. 36 local governments of counties with included territorial units; and
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. 430 local governments of parishes.

Corruption Prevention and Combating Bureau:

In recent years Latvia has undertaken a number of fundamental, pro-active steps to address the problem of
corruption in the public service. The crucial turning point in this regard was the establishment of a single
independent institution aimed at the prevention and combating of corruption, and the monitoring of
political parties’ financing — the Corruption Prevention and Combating Bureau (the “Bureau”). The Bureau
was established at the end of 2002 and currently employs 146 people.

The establishment of the Bureau and its effective operation lead to the successful implementation of anti-
corruption legislation. One of reasons for the Bureau’s success is its independent status. According to the
Law on the Corruption Prevention and Combating Bureau, the Bureau is a public administration institution
supervised by the Cabinet of Ministers.

In order to ensure a comprehensive, coherent and accountable anti-corruption policy the Bureau is
responsible for the co-ordination and implementation of the National Strategy and the National Programme
for Corruption Prevention and Combating for 2004-2008. These two documents are fundamental as the
basis of national anti-corruption policy: the first one identifies the basic principles, objectives and main
priorities, and the second one comprehensibly defines the precise tasks, responsible institutions and
timeframe for implementation of the strategy. The Bureau regularly reports to the government on the
implementation status.

In general, the scope of work of the Bureau has increased considerably. The progress achieved by the
Bureau’s officers in charge of investigation and detecting of corruption or conflict of interest cases has
increased the level of trust in the work of public institutions and has created a common understanding that
the impunity of law breakers is no longer possible.

Opinion polls and results of the Bureau’s work show that administrative corruption has decreased
considerably since the establishment of the Bureau. At the same time, it should be noted that offences
related to corruption are becoming more sophisticated and therefore the investigation into such criminal
offences has become more time-consuming.

The progress in many investigations related to corruption conducted by the Bureau in recent years has
caused wide publicity.

International Relations

Latvia’s accession to the European Union (the “EU”) on 1 May 2004 and to the North Atlantic Treaty
Organization (“NATO?”) on 29 March 2004, signalled the achievement of the country’s main goals in terms
of institutional membership. Through these accessions, Latvia has acquired unprecedented security. Latvia’s
integration into the EU is proceeding actively, and relations with EU member states and institutions are of
the greatest importance in Latvia’s foreign policy. As such, in the first half of 2006, the Latvian Embassy in
the Republic of Belarus represented the EU Presidency in that country. The most significant event in Latvian
foreign and internal affairs policy was the NATO Summit in Riga in November 2006.

Participation in global and regional organisations, especially membership of the EU, NATO and other
European organisations (such as the Council of Europe and the Organisation for Security and Co-operation
in Europe) is becoming more important in terms of meeting new challenges and is advantageous for Latvia,
allowing Latvia to contribute to the resolution of specific problems whilst also representing its national
interests in global politics.

Latvia became a member state of the United Nations sixteen years ago, thus creating a global dimension for
Latvian foreign policy. In 2005, Latvian President Vaira Vike-Freiberga became the UN Secretary-General’s
special envoy on UN reform matters. Membership of the World Trade Organization (“WTO?”) has
improved the mechanism of Latvia’s economy, as the country is now a part of global trade processes.
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By acceding to international declarations such as the Millennium Development Declaration and the Cairo
Declaration, Latvia has demonstrated its readiness to become actively involved in the resolution of global
problems.

Latvia, being part of the region of Baltic Sea states, has actively shaped good relations with its neighbouring
countries, both at bilateral level and through membership of regional organisations such as the Council of
Baltic Sea States (“CBSS”). The Latvian Presidency of the CBSS from 1 July 2007 to 30 June 2008 considers
the region’s competitiveness and sustainable development as the main goals of regional co-operation. This
is the foundation for the main three priorities of the CBSS Latvia Presidency: education, energy and civil
security institutions that have been established by all three countries such as the Baltic Assembly and the
Baltic Council of Ministers (“BCM?”) contribute greatly to harmonising the foreign policies of the Baltic
States and to promoting practical co-operation.

On 1 January 2007 Latvia was appointed to the role of Presidency of the BCM for the duration of 2007.
Presidency of the BCM provided Latvia with the opportunity to practically and rationally resolve the most
significant issues of co-operation among the Baltic States and to ensure the implementation of our common
goals and interests in various sectors. The EU Neighbourhood Policy focuses on closer engagement with
direct neighbours of the EU based on common values of democracy, human rights and the rule of law. The
goal of the Neighbourhood Policy is to support a stable and prosperous Europe through ensuring broad and
enhanced cooperation between the EU and its neighbouring countries. On 23 November 2007, the Ministry
of Foreign Affairs and the Baltic Assembly, in co-operation with the Representation of the European
Commission in Latvia, organised a high-level conference The Baltic States and the EU Neighbourhood
Policy, the purpose of which was to emphasise the role of the Baltic States in implementing the
Neighbourhood Policy, and to encourage exchange-of-experience with countries in the Mediterranean
region in implementing the aforesaid policy.

Active bilateral and multilateral dialogue and close co-operation between the Baltic States and the Nordic
countries, as well as their participation in the implementation of regional programmes, projects and
initiatives, serves to enhance the greater influence of the Baltic Sea region at European and global levels and
strengthens regional co-operation.

At the bilateral level, relations between Latvia and Latvia’s neighbour Russia are based on pragmatic
foundations and co-operation, with particular emphasis on the need to resolve important and practical
issues which affect both countries, and to strengthen the role of the Baltic Sea region. On 27 March 2007
the Border Treaty between Latvia and Russia was signed, this was ratified by the Latvian Parliament on
17 May 2007, by the State Duma of the Russian Parliament on 5§ September 2007, and by the Russian
Parliament Federation Council on 19 September 2007. The ratification procedure was finalised on
2 October 2007 when the President of Russia, Vladimir Putin signed the agreement on ratification.

On 18 December 2007, Sergey Lavrov, Foreign Minister of the Russian Federation, paid a historically
significant visit to Latvia during which the Foreign Ministers of both countries exchanged the ratification
documents for the Republic of Latvia and the Russian Federation Treaty on the State Border of Latvia and
Russia.

The legal framework of relations between the two countries is based on approximately twenty inter-
governmental agreements. A number of new agreements have been drafted, including the Agreement for the
Avoidance of Double Taxation and the Prevention of Fiscal Evasion, the Agreement for the Promotion and
Protection of Investments, Latvia also promotes its interests with regard to Russia within the framework of
EU-Russia relations, by participating actively in the work of the relevant EU institutions, dealing with
specific issues and developing a joint strategy of relations.

The United States of America is Latvia’s strategic partner. Latvia considers it important to maintain ongoing
dialogue with the United States on both traditional and new security challenges, including energy security.
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THE LATVIAN ECONOMY

Background

Reforms implemented in Latvia and accession to, and integration in, the EU have had a positive impact on
the economic development of the country. Latvia has experienced rapid economic growth since 2000,
supported by one of the highest productivity growth rates in the EU.

The dynamics of domestic demand is stable and is supported by the growth of income, stability of the
financial system, expansion of credit opportunities and the formation of positive future expectations.

Economic development in Latvia during recent years has made a positive impact on the labour market. In
recent years, the employment rate has increased substantially and reached 66.3 per cent. in 2006, which is
above the average EU indicator.

Latvia has low government debt and a good fiscal position. Rapid economic growth over recent years has
helped keep government deficits low whilst allowing investment in structural reforms, such as the pension
system, which contribute to the sustainability of public finances in the longer term.

One of the main economic development risks in Latvia is high inflation and the current account deficit, the
underlying cause being comparatively high domestic demand.

Since 2004, the annual average inflation has exceeded 6 per cent. and in 2007 it reached 10.1 per cent. In
the first nine months of 2007 the balance of payments’ current account deficit slightly increased reaching
24.8 per cent. of GDP. The current account deficit is mainly due to a negative balance of trade.

To maintain stable convergence and to control risks that arise from rapid growth, which are indicated by
the external deficit and high inflation, the Latvian government has adopted the “Inflation restriction plan”
which is aimed at curbing excessive growth of domestic demand and ensuring sustainable medium-term
growth.

Gross Domestic Product

During the last three years Latvia has experienced buoyant economic growth with an average GDP growth
rate of 10.4 per cent. since Latvia’s accession to the European Union in 2004. In 2006 GDP rose by 11.9
per cent. and by 11.0 per cent. in the first nine months of 2007, as compared with the same period in 2006
(in constant prices). Such dynamic growth is based on previously implemented economic reforms and a
favourable economic environment. High growth rates were promoted by several interlinked factors —
accession to the EU, inflows of foreign direct investment (“FDI”), absorption of EU funds, dynamic
development of lending and of the real estate market, improved employment and expectations of further
strong economic growth. Rapid economic development was mainly due to the strength of the domestic
demand - private consumption in the period from 2004 to 2006 has increased on average by 13.5 per cent.
per year, while gross fixed capital formation has increased by 21.9 per cent. GDP per capita reached 53.8
per cent. of the EU average in 2006.
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The following table sets out the structure and real growth rates of GDP from the expenditure side:

GDP, its structure and real growth from the expenditure side

2002 2003 2004

GDP (LVL, Structure Growth GDP (LVL, Structure  Growth GDP (LVL, Structure  Growth

millions) (per cent.) (per cent.) millions) (per cent.) (per cent.) millions) (per cent.) (per cent.)

Public consumption ...... 1,207.6 20.9 2.2 1,371.2 21.5 1.9 1,451.2 19.5 2.1

Private consumption...... 3,575.9 62.1 7.4 3,987.6 62.4 8.2 4,688.1 63.1 9.8

Gross capital formation  1,536.0 26.7 5.8 1,837.9 28.7 22.1 2,455.8 33.0 22.4

Gross fixed capital

formation ........cceeuveee 1,370.6 23.8 13.0 1,559.8 24.4 12.3 2,041.8 27.5 23.8
Exports of goods and

SEIVICES veverrenerrrrreeeeenns 2,353.7 40.9 5.4 2,689.5 42.0 5.2 3,268.2 44.0 9.4
Imports of goods and

SEIVICES veverrrnnrrrrreeeeenns 2,914.9 50.6 4.7 3,493.4 54.7 13.1 4,428.9 59.6 16.6

GDP i 5,758.3 100 6.5 6,392.8 100 7.2 7,434.5 100 8.7

2005 2006 2007 nine months

GDP (LVL, Structure  Growth GDP (LVL, Structure Growth GDP (LVL, Structure Growth

millions) (per cent.) (per cent.) millions) (per cent.) (per cent.) millions) (per cent.) (per cent.)

Public consumption ...... 1,580.8 17.4 2.7 1,9104 17.0 4.0 1,723.4 17.2 5.5

Private consumption...... 5,666.1 62.5 11.2  7,364.6 65.4 19.8 6,759.6 67.4 17.5

Gross capital formation  3,115.3 34.4 9.0 4,262.7 37.8 18.7 3,736.2 37.2 21.6

Gross fixed capital

formation .........ceeueee. 2,773.8 30.6 23.6 3,871.3 34.4 18.3 3,412.2 34.0 14.6
Exports of goods and

SEIVICES vevevernnrrrrreeeeenns 4,334.7 47.9 20.3 4,980.9 44.2 5.3 4,487.1 44.7 9.4
Imports of goods and

SEIVICES veverrrnrrrrreaeeenns 5,637.8 62.2 14.8 7,254.0 64.4 17.5 6,673.2 66.5 22.2

GDP . 9,059.1 100 10.6 1,1264.7 100 11.9 10,033.1 100 11.0

Source: Central Statistical Bureau of Latvia

The following table shows the total and per capita GDP of Latvia for the years 2002 to 2006 and for the
first nine months of 2007, in both current and constant 2000 prices.

First nine
months of
2002 2003 2004 2005 2006 2007
Total:
At current prices (LVL mln)...... 5,758.3 6,392.8 7,434.5 9,059.1 11,264.7 10,033.1
At constant 2000 prices
(LVL mIn) .eeeeveeeenieenieenieene 5,465.1 5,858.4 6,366.8 7,041.4 7,881.3 6,466.9
per cent. change over previous
periods (at constant
2000 Prices)..ccceeereveeeranveeennns 6.5 7.2 8.7 10.6 11.9 11.0
EUR millions® ......ccccovvueeevueennne. 8193.3 9096.1 10,578.3 12,889.9 16,028.2 14,275.8
Per Capita:
At current prices (LVL) ............ 2,462.3 2,749.1 3,214.3 3,938.2 4,923.8 4,408.0
At constant 2000 prices (LVL).. 2,336.9 2,519.3 2,752.7 3,061.1 3,444.9 2,842.0
At current prices (EUR)* .......... 3503.5 3911.6 4573.5 5,603.6 7,005.9 6,272.0

* The Bank of Latvia exchange rate used here (1 EUR=0.702804 LVL).

Source: Central Statistical Bureau of Latvia
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Principal Sectors of the Economy

Domestic demand determines the development of sectors of the national economy. The leading sectors are
private services (trade, commercial services, financial services and communication) and construction.
Currently, the rate of industry growth is comparatively low indicating that price competitiveness and
gradual adoption of conditions in the economic environment are influenced by the increase in costs when
converting to the production of higher added value goods.

Services and construction have been the main drivers of the GDP growth. The following table sets out
nominal GDP in current prices, annual percentage and real growth rates of GDP by sector for the years
2002 to 2006 and for the first nine months of 2007:

Nominal GDP in current prices, annual percentage and real growth rates by sector

2002 2003 2004

GDP (LVL, Structure Growth GDP (LVL, Structure  Growth GDP (LVL, Structure Growth
millions) (per cent.) (per cent.) millions) (per cent.) (per cent.) millions) (per cent.) (per cent.)

Agriculture, Hunting,

Forestry and Fishing .. 238.7 4.2 4.4 236.1 3.7 2.4 2945 4.0 3.4
Industry ..oocevveeriieneennne. 722.4 12.5 9.1 775.7 12.1 6.3 894.8 12.0 6.7
Electricity, Gas, Water

Supply.cceeeienienieene 168.8 2.9 4.2 179.2 2.8 4.5 200.5 2.7 5.0
Construction......ceeeeveenss 287.4 5.0 10.8 320.9 5.0 13.7 387.6 5.2 13.3
Public Services .............. 1,019.0 17.7 2.8 1,157.8 18.1 4.0 1,275.2 17.2 4.3
Private Services .............. 2,752.3 47.8 7.2 3,045.9 47.7 8.5 3,609.4 48.5 10.9
Taxes on products

(minus subsidies) ...... 569.7 9.9 5.5 677.2 10.6 8.4 772.5 10.4 8.0
Total GDP .....covvenennee. 5,758.3 100 6.5 6,392.8 100 7.2 7,434.5 100 8.7

2005 2006 2007 Nine months

GDP (LVL, Structure Growth GDP (LVL, Structure  Growth GDP (LVL, Structure  Growth
millions) (per cent.) (per cent.) millions) (per cent.) (per cent.) millions) (per cent.) (per cent.)

Agriculture, Hunting,

Forestry and Fishing .. 318.4 3.5 9.3 364.9 3.2 -0.3 333.6 3.3 8.6
Industry ..oocceeeveecveeiennee. 1,037.0 11.4 6.4 1,210.4 10.8 6.3 1023.6 10.2 1.0
Electricity, Gas, Water

Supply.ceeeevenieeieene 204.5 2.3 1.8 2443 2.2 4.0 209.1 2.1 1.9
Construction.................. 490.9 5.4 15.5 678.8 6.0 13.6 675.5 6.7 15.1
Public Services .............. 1,511.1 16.7 5.5 1,834.3 16.3 6.5 1,514.6 15.2 7.2
Private Services.............. 4,467.4 49.3 13.7  5,598.5 49.7 15.1 5,079.3 50.6 12.5
Taxes on products

(minus subsidies) ...... 1,029.8 11.4 8.9 1,333.5 11.8 16.2 1,197.4 11.9 20.5
Total GDP ......cecveenennee. 9,059.1 100 10.6 11,264.7 100 11.9 10,033.1 100 11.0

Source: Central Statistical Bureau of Latvia

Inflation

Following a period of low and stable increases in consumer prices (on average 2.5 per cent. annually
between 1999 and 2003), inflation started to accelerate in the second half of 2003. Since 2004 inflation has
been exceeding 6 per cent. per annum (6.5 per cent. on average in the years 2004 to 2006 and 10.1 per cent.
in 2007 (further growth was caused by intensifying several cost factors (including energy prices), tax
harmonisation (cigarettes) and domestic demand)).
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The following table shows growth rates of the average rate of inflation for the period 2002 to 2007:

2002 2003 2004 2005 2006 2007

CPI (annual 12-months average rate of

change, per cent.) ..cccoeceereieencieenieeeiecieene 1.9 2.9 6.2 6.7 6.5 10.1
CPI (end of period compared to the

corresponding month in previous

YEAL, PEI CENL.) terrrrrrrerrrererrrrrssrnnnnnrennrrreseeee 1.4 3.6 7.3 7.0 6.8 14.1
PPI (over the previous year, per cent.).............. 1.0 3.2 8.6 7.8 10.3 16.1

Source: Central Statistical Bureau of Latvia

Rates of inflation accelerated initially mainly due to higher import prices both due to the developments in
world energy prices and the continuous appreciation of the euro. In 2004, adjustments in administered
prices and factors related to EU accession, such as changes in indirect taxes, implementation of the
Common Agricultural Policy and heightened inflation expectations have caused a further acceleration of
consumer prices.

During the last four years inflationary developments should be viewed against the background of strong real
GDP growth and the EU convergence process. Rapid economic growth, together with labour emigration
flows following EU accession have contributed to the decline in the rate of unemployment and accelerated
income convergence. Rapid credit development has stimulated the growth of domestic demand and,
consequently, a rise in inflation. Changes in indirect taxes and administered prices, along with rising oil
prices globally, have also contributed to the increase in the rate of inflation.

Inflation restriction plan

On 6 March 2007, the Cabinet of Ministers approved the action plan developed by the working group
chaired by the Minister of Finance, Oskars Spurdzins, for the restriction of inflation, that envisaged several
activities in various sectors of the national economy.

The plan aimed to achieve a balanced budget in 2007, using additional revenues to decrease the state budget
deficit as well as planning a budget for 2008 without a deficit and with a budget surplus for 2009 and 2010.
The government also planned to review the basic budget expenditures of each of the ministries, removing
unsuitable expenditures and ending the increase in the number of public sector employees.

Changes in tax policy, particularly for transactions involving real estate are significant in facilitating the
slowdown of the inflation rate in the medium term by influencing demand. It has been deemed necessary to
impose a tax on income from the sale of real estate (including income from the sale of shares of real estate
companies, foundations and trusts) owned by individuals for less than 5 years (60 months). A tax
exemption is applicable in the case of the home owner’s place of residence. Furthermore, in order to restrict
speculations, there was introduced a differentiation between the state fee for registration of ownership of
real estate in the Land Register depending on the number of properties owned (on registration of a third
property, a higher fee is imposed and the limit on fees to be paid is removed) and the fee for registration of
mortgages in the Land Register (depending on the borrower, the number of mortgages and the loan contract
price).

One of the significant sources of inflation was rapidly growing consumption and a credit boom. The third
significant block of activities under the inflation restriction plan aims to control the increase in the granting
of credit. Banks and lending services providers are obliged to evaluate the ability of each client to repay the
loan and to provide loans only on the basis of the client’s legal income. The legal income is that which is
confirmed by a statement from the State Revenue Service (“SRS”). Such statement will be requested from
the SRS if the amount of a loan requested exceeds an amount equivalent to 100 times the state minimum
salary in Latvia. The obligatory minimum first repayment required is set at the amount of not less than 10
per cent. of the value of the loan, as well as the maximum permitted credit amount against which the
mortgage value should be calculated. Additionally, a central borrower register covering all financial
institutions (covering both mortgage loans and consumer loans) has been developed to enable financial
institutions to be aware of the actual debt obligations of their clients.
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It is anticipated that the growth in energy prices would have a material impact on prices for both households
and enterprises. The Ministry of Economics is therefore in the process of developing a programme to
promote the more efficient use of energy by both domestic and commercial consumers.

The inflation restriction plan also envisages activities in the labour market to facilitate economic activity in
the labour market and increase productivity. Development of competitiveness is planned, particularly in
retail, trade and construction. These are long-term activities which cannot be achieved solely on the basis
of amendments to certain regulatory enactment, and the results of which may be seen following a longer
time period.

It is possible to divide all the activities into two groups: (1) proposed measures regarding the restriction of
fiscal, tax and the increase in credit are envisaged following the implementation of a short and medium-
term policy; and (2) the return from activities regarding the labour market, productivity, energy and
competitiveness which are planned for the medium and long-term.

Monetary issues are also significant for price stability, and the inflation restriction policy was based also on
the monetary policy implemented by the Bank of Latvia under which a strict Lats exchange rate and
tightening of the corresponding activities in the field of monetary policy (for example, reserve requirement
norms and the refinancing rate) are imposed.

Necessary legislative amendments (amendments in six laws and in one rule of the Cabinet of Ministers)
included in the plan have been approved by the Saeima and the Cabinet of Ministers and have come into
force.

Fiscal policy targets set in the inflation restriction plan have been met — the central government budget in
2007 was executed with a surplus of 0.8 per cent of GDP. In 2008 a central government budget surplus is
expected to be at 1 per cent. of GDP, reaching 1.5 per cent. of GDP in 2010.

Measures for enhancing macroeconomic stability

Short-term policy changes defined in the inflation restriction plan have been successfully accomplished, and
a range of indicators already point to the improved stabilisation of the macroeconomic situation, such as
stabilisation which has already been seen in the real estate market and the slowdown of credit growth and
imports to a sustainable level. Furthermore, there is awareness that an appropriate structural policy has to
be implemented in order to maintain the positive tendency and to ensure growth sustainability. Thus, work
groups established in the Ministry of Finance and in the Ministry of Economics have cooperated to develop
measures for enhancing macroeconomic stabilisation, which will be submitted to the Cabinet of Ministers
following coordination process with the interested parties.

The inflation restriction plan emphasises the importance of a responsible fiscal policy and sets strict targets
for the balance of the budget.

To prevent macroeconomic imbalances, the main aim of the structural policy is to ensure that reserves
accumulated in the economy and foreign capital inflows are used for investments facilitating development,
restructuring of production and the necessary productivity growth. To change private capital flow is one of
the main tasks for economic policy. The impact of these measures can be expected to be seen in the long-
term.

Another activity that will promote stable growth in the future, thus ensuring a balanced economic
development, is the shift, from an economic model focused on taking advantage of a cheap labour force, to
a knowledge-based economy.

To achieve the aforemention goals, the inflation restriction plan envisages more than 50 activities. One of
them will be the elaboration of a draft law on the creation and utilization of a stabilisation reserve. Other
activities will include the improvement of the tax system, the promotion of business activity, competition,
export, minimisation of administrative obstacles and the development of a flexible labour market.
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Wages

Economic growth and productivity gains have enabled rapid wage growth over the last three years. After
accession to the EU, wages in Latvia have grown substantially, on average by 16 per cent. per year for the
years 2004 to 2006. Recent estimates show that in the first half of 2007 wage increases comprise almost 33
per cent. in gross and net terms. Following entry to the EU, labour migration to other EU countries with a
higher rate of income has tightened the Latvian labour market and fostered income convergence, adding
pressure to the rate of wages. Improvements in wage reporting have also contributed to the increased wage
growth figures.

Although the growth rates in wages over the last three years have been among the highest in the EU, the
level still remains very low if compared to the EU average. The real income of employees in the period from
2004 to 2006 has increased by 26.8 per cent. and in 2006 alone by a further 15.6 per cent.

As from 1 January 2006, the minimum monthly wage has been increased from LVL 80 to LVL 90, to LVL
120 as from 1 January 2007 and to LVL 160 as from January 2008. The monthly non-taxable minimum
wage has been increased from LVL 22 to LVL 32 as from 1 January 2006, to LVL 50 as from 1 January
2007, and to LVL 80 as from 1 January 2008. The monthly tax allowance for dependent person has been
raised from LVL 18 to LVL 22 as from 1 January 2006, to LVL 35 as from 1 January 2007 and to LVL 56
as from 1 January 2008.

The following table shows the average monthly gross and net wages and salary dynamics for the periods
indicated:

First nine

months of

2002 2003 2004 2005 2006 2007

GIOSS . cuuveeeeieteriiiee ettt 173 192 211 246 302 404

Gross growth, per cent.......cuuvueeeene.. 8.5 114 9.6 16.5 23.0 32.9

NEE evviiiiiiii s 124 138 150 176 216 290

Net growth, per cent. ......ccueeeeeveeenee. 8.0 10.9 8.8 17.0 23.1 33.3
Real wage index, per cent. of

PLEVIOUS VAL ..eierrvurierriirrerrenreeeranneeens 106.0 107.8 102.4 109.7 115.6 120.9

Source: Central Statistical Bureau of Latvia

The rise of wages reflects the present situation in the labour market, where rapid growth has increased in
line with demand.

Employment

Demand for labour has been growing at a high rate in recent years due to robust economic development.
The number of persons employed has grown by 2.0 per cent. annually (in the years 2004 to 2006), while
the unemployment rate has fallen from 10.4 per cent. (Labour Force survey (“LFS”) results) in 2004 to 4.9
(LFS results) per cent. in 2007.

The number of economically active persons has increased and the employment rate has grown. The labour
market has also been tightened by the gradual opening of the other EU labour markets to Latvian citizens
after accession in 2004. In the years (2004 to 2006) the employment rate has increased by 4.0 percentage
points. In 2003 the employment rate in Latvia was 1.2 percentage points lower than the EU (EU-25)
average, while in 2006 it exceeded the EU average by 1.5 percentage points.
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The following table shows the registered unemployment rate and labour participation rate in Latvia in the

period from 2002 to 2006.

2002 2003 2004 2005 2006
Registered Unemployment rate,
at the end of period, per cent. ................ 8.5 8.6 8.5 7.4 6.5
Labour participation rate
(persons aged 15-64), per cent. .............. 68.8 69.2 69.6 69.5 71.3

Source: State Employment Agency, Central Statistical Bureau of Latvia

The officially registered unemployment rate continues to fall. At the end of December 2007, the officially
registered unemployment rate amounted to 4.9 per cent. of the economically active population. As
compared with the corresponding month of the previous year, the unemployment rate has declined by
1.6 per cent. For the third quarter of 2007 alone the labour participation rate was 73.4 per cent.

The number of people registered as unemployed in December 2007 amounted to 52.3 thousand people,
which was 16.6 thousand lower than in December 2006.

The rate of unemployment in Latvia varies considerably across the regions. The highest registered
unemployment rates are in Latvia’s eastern region for instance the Rezeknes district (16.6 per cent. at the
end of December 2007). The lowest registered unemployment rate is in Riga (3.1 per cent. at the end of
December 2007).

The following table sets out the employment rate split by gender in Latvia at the end of the indicated
periods:

2002 2003 2004 2005 2006
Rate of Employment, per cent. ......ccocceeveveerveennee. 60.5 61.8 62.3 63.4 66.3
Men, Per CENL. eiieiiiieeiiieeieeeeeeeeeeee e e e e e ee e 64.3 66.0 66.4 67.6 70.5
WOMEN, PEr CONL..uuuuuuuerrrrrrireereeereeeeeeeeraeseananneeannns 57.0 57.8 58.4 59.5 62.3

Source: Central Statistical Bureau of Latvia and State Employment Agency

Female employment in Latvia is higher than the EU average. This difference has increased: the female
employment rate in Latvia exceeded the EU rate (EU-25) by 2.7 percentage points in 2003 and by 4.8
percentage points in 2006. Male employment in Latvia tends to increase every year but still lags behind the
average EU rate (by 4.8 percentage points in 2003 and 1.7 percentage points in 2006). For the third quarter
of 2007 alone the rate of employment was 69 per cent.; the percentage of men employed being 73.6 per
cent. and the percentage of women being 64.7 per cent.

Exchange Rates

The exchange rate for Lats has been fixed since February 1994. Initially it was pegged to the IMF’s SDR
basket of currencies with narrow fluctuation bands of +/- 1 per cent. Following the entry into the EU and
further integration with other EU countries, on January 2005 the lats was repegged from the SDR basket
of currencies to the Euro. As the fixed exchange rate arrangement had proved to be beneficial for the small
and open economy of Latvia, the narrow +/-1 per cent. fluctuation bands were preserved.

Since May 2005, Latvia has successfully participated in the Exchange Rate Mechanism II (ERM II). The
central rate for the lats in the ERM II was set at 0.702804 lats per euro (the same level as the rate adopted
since the beginning of 2005). The unilateral +/-1 per cent. fluctuation bands have been maintained within
the ERM II arrangement.

The exchange rate regime of Latvia functions similarly to the currency board, as the monetary base is fully
covered by foreign reserves and the Bank of Latvia performs automatic interventions to maintain the
fluctuation limits set by the Bank of Latvia.
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Balance of Payments
Current Account

With domestic demand remaining strong, the significant need for investment and increasing capital inflows
in the country, the current account deficit widened from 12.8 per cent. of GDP in 2004 and 12.5 per cent.
in 2005 to 22.3 per cent. of GDP in 2006 and 24.8 per cent. in the first nine months of 2007.

The current account deficit mainly reflects the high trade deficit. The trade deficit has increased (from 20.2
per cent. of GDP in 2004 to 26.40 per cent. in the first nine months of 2007) as imports of goods grew on
average by 26.8 per cent. yearly in the period from 2004 while exports have increased by 23.5 per cent. on
average per year.

Growth in imports stemmed from the buoyant domestic demand and several large investment projects,
including the modernisation of the energy sector and renewal of the fleet by the Latvian Shipping Company.
The increase in world oil prices has also added to the cost of imports.

Income deficit has increased with the non-resident income level in Latvia achieving a higher level compared
to that of resident income abroad.

In the meantime, services and current transfers continued to post surpluses. However, while the surplus of
transportation services has increased during the last three years, negative travel balance has also increased.
Thus services account surplus decreased from 4.4 per cent. of GDP in 2004 to 3.6 per cent. in the first nine
months of 2007. Current transfers’ surplus decreased from 5.0 per cent. in 2004 to 1.2 per cent. in the first
nine months of 2007, mostly due to an increase in the amount of debit transactions.
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Capital and Financial Account

The surplus on the capital and financial account from 2004 to 2007 more than covered the current account
deficit, resulting in a rapid increase of reserve assets (by LVL 2,114.0 million since 2004). The inflows of
FDI and banking sector borrowing have been key sources of current account financing. Banking sector
assets have also risen fast, mainly in the form of loans.

The following table sets out Latvia’s current account and capital and financial account for the years 2002-
2007 (please note that the 2007 figures are preliminary figures only):

2002 2003 2004 2005 2006 2007
Preliminary

(LVL million)

Current aCCOUNt....eeeerrrreeerreanns (382.5) (522.8) (954.9) (1,131.6) (2,510.0) (3,278.7)
Net goods and NF services ...... (576.9) (810.9) (1,178.0) (1,372.6) (2,484.1) (2,939.6)
EXPOILS weveeeeeiieeeeiieeeeeeeeeeeeenn 2,334.1 2,668.3 3,238.7 4,256.3 4,908.3) 6,016.8
IMPOTLS crvreeeerieeeerreeeeeee e (2,911.0) (3,479.4) (4,416.9) (5,628.8) (7,392.2) (8,956.4)
INCOME..ccuvrieeerieeeeee e 32.5 (14.1) (149.7) (97.9) (297.8) (536.5)
Credit ovveeeeieeeceeee e, 178.3 210.5 269.4 437.5 601.9 750.8
DeDbit wovvriieeeieeeeeeeeeee e, (145.9) (224.6) (419.1) (535.4) (899.7) (1,287.3)
215 ) KSR (65.3) (121.2) (286.3) (348.3) (550.3) (708.9)
(O 111 1-) (80.6) (103.4) (132.8) (187.1) (349.4) (578.4)
Transfers ....ooeevvveeeeceeeeecieeeennee, 162.0 302.2 372.9 338.9 271.9 197.3
Credit vveeeeieeeeeeee e, 330.7 526.1 694.2 778.2 1,002.8 1,091.8
DeDbit vovviieeeieieeeeeeee e, (168.8) (223.9) (321.3) (439.3) (730.8) (894.5)
Capital and financial account .. 426.0 529.4 945.9 1,303.0 2,438.4 3,720.1
Direct investment..............e....... 154.6 145.7 284.6 326.7 836.6 1,096.7
Portfolio investment ................ (125.8) (126.6) 121.4 (72.0) 17.3 (199.0)
Other investment.........ccceveeenne. 375.3 501.6 702.1 1,266.8 2,520.9 2,920.8
ASSELS tereirrieeeiiiee e (288.4) (388.2) (957.4) (241.2) (1,079.1) (3,039.1)
Trade credits ....cceeevvveeecrveeenneee. (13.7) (12.0) (67.5) (92.6) (75.2) (100.4)
Bank assets ......cccceeveeeerieeeennnenn. (286.0) (357.7) (862.4) 83.1 (368.5) (1,937.4)
Liabilities....ccovvereeceeeeeieeeeneenn. 663.7 889.8 1,659.5 1,508.0 3,600.0 5,959.9
Trade credits ...ceeeeevveeeecereeennnee. 33.6 30.8 104.2 70.8 71.6 172.5
IMF 10ans ......ceeeeeeeeeeeeeeeeeennnn. (6.1) (6.1) (3.0) - - -
Government loans ........c..ceeunn. (1.9) (36.6) (2.7) (39.2) 37.2 103.7
Bank liabilities.......cccceevveeennneen. 601.1 839.0 1,368.1 1,424.4 2,837.6 4,320.5
Net other assets and liabilities .. 48.4 441 165.4 (179.7) 18.2 361.8
Reserve assets ......ccceveeveeeennnnnn. 1.0 (38.3) (214.7) (294.1) (1,103.0) (502.2)
Errors and omissions................ (43.5) (6.5) 8.9 (171.4) 71.6 (441.4)

Source: Bank of Latvia
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The following table sets out Latvia’s current and capital and financial accounts as a percentage of GDP for
the years 2002 to 2006 and for the first nine months of 2007:

30 Sept
2002 2003 2004 2005 2006 2007
(as percentage of GDP)

Current aCCOUNt.....cccvvuvvvereernns (6.6) (8.2) (12.8) (12.5) (22.3) (24.8)
Net Goods and NF services....... (10.0) (12.7) (15.8) (15.2) (22.1) (22.4)
EXPOILS wevveeeerieeeeieeeeeieee e 40.5 41.7 43.6 47.0 43.6 44.2
TIIPOTES wvereeeeeeeeeeeeeseeeereeeeeeeee (50.6) (54.4) (59.4) (62.1) (65.6) (66.6)
TOICOME verreerrereereesseeessessssessens 0.6 (0.2) (2.0) (1.1) (2.6) (3.6)
Credit coovvvveeieiiiieeeeee e, 3.1 3.3 3.6 4.8 5.3 5.5
Debit covrriereeeeiiiiieee e (2.5) (3.5) (5.6) (5.9) (8.0) (9.0)
FDI ot (1.1) (1.9) (3.9) (3.8) (4.9) (5.0)
Other ., (1.4) (1.6) (1.8) (2.1) (3.1) (4.0)
Transfers ....o.ceeeevivveeeeeeeeiinveennnn. 2.8 4.7 5.0 3.7 2.4 1.2
Credit oo, 5.7 8.2 9.3 8.6 8.9 7.9
108 (2.9) (3.5) (4.3) (4.8) (6.5) (6.8)
Capital and financial account .. 7.4 8.3 12.7 14.4 21.6 28.1
Direct investment..............uuu.... 2.7 2.3 3.8 3.6 7.4 8.2
Portfolio investment ................ (2.2) (2.0) 1.6 (0.8) 0.2 (2.6)
Other investment........cueeeeeenn. 6.5 7.8 9.4 14.0 22.4 24.8
ASSEES vvvrrrreerreesreeesseesseesseessrenn (5.0) (6.1) (12.9) (2.7) (9.6) (20.5)
Trade credits vmvvrrrerresrsressrnnn. (0.2) (0.2) (0.9) (1.0) (0.7) (0.9)
Bank assets .....ccocveveeeeeeinnienennn. (5.0) (5.6) (11.6) 0.9 (3.3) (10.8)
LiabilitieS..cccceeveivrereeeeerinnrreeennn. 11.5 13.9 22.3 16.6 32.0 45.3
Trade credits .....ccvvveeeeeeennnnennnn. 0.6 0.5 1.4 0.8 0.6 1.7
IME 10808 +eoveereeeereerreeesressrone (0.1) (0.1) (0.0) - - 0.0
Government loans ........cc..ccenn. (0.0) (0.6) (0.0) (0.4) 0.3 0.3
Bank liabilities.......ccooevvvevunnnnnes 10.4 13.1 18.4 15.7 25.2 31.6
Net other assets and liabilities .. 0.8 0.7 2.2 (2.0) 0.2 2.9
Reserve assets ....ccoeeevvvvveeeeennnne. 0.0 (0.6) (2.9) (3.2) (9.8) (3.9)
Errors and omissions................ (0.8) (0.1) 0.1 (1.9) 0.6 (3.3)

Source: Bank of Latvia

Foreign Trade

Latvia’s main trading partners are EU member states, which represented 77.2 per cent. of foreign trade
turnover in 2007. The largest export partners are Lithuania, Estonia, Russia, Germany, Sweden and the UK,
and import partners — Germany, Lithuania, Russia, Estonia, Poland and Finland. The highest trade growth
rates have been with the recently acceded fast growing EU member countries (mainly Lithuania, Estonia and
Poland) and the CIS countries (mainly neighbouring Russia).

After Latvia’s accession to the EU, foreign trade of Latvia with Lithuania and Estonia continued to grow.
In comparison with 2003, Latvian foreign trade with these countries has increased fourfold, but a
considerable negative balance still remains.

Compared to 2005, exports to the EU-25 countries increased by 11.9 per cent. in 2006, with growth in
almost all commodity groups, except mineral products. The most significant growth in exports to EU-25
countries was provided by metal-working products. In 2007 the volume of exports to EU-25 countries was
slightly higher by 23.6 per cent. compared to 2006.

In 2006 exports to the CIS countries increased by 30.4 per cent. compared to 2005. The biggest increases
were in the machinery and chemical industry sectors. In 2007 exports to the CIS countries grew by 27.1 per
cent. compared to 2006.
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The following table illustrates the geographic distribution of Latvian exports of goods for the years 2002
to 2007.

2002 per cent. 2003 per cent. 2004 per cent.
(LVL million, except for percentages)

EU
Germany ........eeeeeeeveeeriuunnnnnnnns 218.3 15.5 245.3 14.9 267.5 12.4
UK e, 205.4 14.6 256.6 15.5 278.5 13.0
Sweden ...ooecviieeecieeeeeeeee, 148.6 10.5 174.2 10.6 222.2 10.3
Denmark .....coceveeeeveeeeecrieeeennenn. 80.4 5.7 99.0 6.0 123.0 5.7
Lithuania ....ccceeevvveeeeeeeccnneeeennn, 117.7 8.4 135.1 8.2 203.5 9.5
Estonia ...cceeeveeiiiiiiiiiiiiciinns 84.5 6.0 108.5 6.6 180.2 8.4
Poland ...ccvveeeeiieeeieeeeee e, 22.0 1.6 24.6 1.5 79.6 3.7
Other EU™ ...ooiiieiiiieeeeeeeea, 217.9 15.5 265.6 16.1 306.3 14.2
Total™ ..o, 1,094.9 77.7 1,308.9 79.3 1,660.8 77.2
EU-27 i, 1,095.4 77.4 1,310.7 79.4 1,662.9 77.3
CIS
RUSSIA cevviiiiiiiiiiiiiiiiiieeiiis 82.5 5.9 88.8 5.4 137.5 6.4
UKIaine ..coeeeeeveeeeecveeeeecveeeenne 25.8 1.8 34.3 2.1 34.2 1.6
Belarus.....ccceeevveeecciieeeeiieeeenee, 21.2 1.5 23.9 1.5 45.1 2.1
Other CIS .vviiieiieieeeeeeeee 11.1 0.8 15.3 0.9 26.9 1.2
Total ceeeeeeeeeeeneeereeeereneeeneneees 140.6 10.0 162.4 9.8 242.8 11.3
Other..coviieeieeceeeeeeeee e, 173.3 12.3 179.4 10.9 246.4 11.5
Total ..oooeniieieieeeeeeeee e, 1,408.8 100.0 1,650.6 100.0 2,150.0 100.0

2005 per cent. 2006 per cent. 2007 per cent.

(LVL million, except for percentages)

EU
Germany ........oeeeeeereeeeveunnnnnennns 295.9 10.2 332.3 10.1 354.8 8.8
UK .o, 291.7 10.1 257.2 7.8 279.1 6.9
Sweden ...ooocveieeciieeeeieeeee, 225.0 7.8 212.9 6.5 312.0 7.7
Denmark .....coovveeeereeeeecreeeeennnenn. 153.5 5.3 164.8 5.0 160.3 4.0
Lithuania .....ccccceeeeeeerecieeennnenn. 317.8 11.0 483.0 14.7 623.9 15.5
Estonia ...cccceeveeiiiiiiniiiiiiiiins 312.3 10.8 419.1 12.7 573.6 14.2
Poland ...ccovveeeeiieeeieeeeee e, 150.7 5.2 79.7 2.4 146.2 3.6
Other EU™ ...oviiiiieeeeeeeieeas 458.4 15.9 518.7 15.7 600.6 15.1
Total™ ..o, 2,205.4 76.4 2,467.7 74.9 3,050.5 75.8
EU - 27 i, 2,210.8 76.5 2,472.4 75.1 3,061.7 76.1
CIS
Russia .ooeeeeeeeeiiiiiiiiiiiiiiciis 228.3 7.9 291.9 8.9 386.2 9.6
UKIaine .coeeeeeveeeercveeeeecneeeennnes 39.8 1.4 57.7 1.8 59.8 1.5
Belarus....ccoeeeevveeeeciieeeeieeeeee, 57.6 2.0 75.9 2.3 92.6 2.3
Other CIS ..coovvvveeeeeeereeeeeeeeas 27.9 1.0 35.7 1.1 47.8 1.2
Total weceeeeeeeecreeeeceeeeeceeeeeneeen 353.7 12.2 461.2 14.0 586.4 14.6
Other.ouiiieeieeeeieeeeeee e 329.1 11.4 364.3 11.1 388.5 9.6
Total ..ooeereeieiieeeee e, 2,888.2 100.0 3,293.2 100.0 4,025.4 100.0

Data on EU countries contain information about the EU - 25

Source: Central Statistical Bureau of Latvia
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The following table illustrates the geographic distribution of Latvian imports of goods for the years 2002
to 2007.

2002 per cent. 2003 per cent. 2004 per cent.
(LVL million, except for percentages)

EU
Germany ....cceceeeeeeeeeenevereeeenenne 429.5 17.2 479.8 16.1 556.9 14.6
Finland ...cooovivvniiiniiiniieeieenee, 200.2 8.0 220.9 7.4 247.1 6.5
Sweden ...ooovvieeriieiniiieneeeeee 159.5 6.4 187.1 6.3 239.7 6.3
Ttaly coveeeeieeeieeeeeceeeeeee 104.4 4.2 130.3 4.4 131.0 3.4
Lithuania .....cccceeeeereveeniveeecneennne 245.8 9.8 289.7 9.7 476.6 12.5
Estonia ....cccceevevieeeiiiiiiieeeeenn. 153.9 6.2 191.8 6.4 272.3 7.2
Poland ....cceevveeeieieniieiiieinieens 125.8 5.0 152.7 5.1 213.7 5.6
Other EU....eevviiiiiiiiieiieee, 509.6 20.4 600.7 20.1 734.0 19.3
Total ...oooeveeiieeiieeieeieeeee 1,928.5 77.2 2,253.0 75.4 2,871.3 75.5
EU - 27 e, 1,934.6 77.5 2,259.2 75.6 2,878.4 75.6
CIS
RUSSIA weveveeeiiiiieeeeeeeeeene 218.8 8.8 260.7 8.7 332.0 8.7
Belarus.....covvveenieenieeniieeieenne, 68.2 2.7 110.8 3.7 181.5 4.8
Other CIS ..ovviieeieeieeieee, 40.5 1.6 62.2 2.1 110.1 2.9
L] | E SRS 327.5 13.1 433.7 14.5 623.6 16.4
Other vevviiieieeieeieeeeee, 241.4 9.7 302.5 10.1 310.3 8.2
Total ...oooeveeiiieiieeieeieeeee 2,497.4 100.0 2,989.2 100.0 3,805.3 100.0

2005 per cent. 2006 per cent. 2007 per cent.

(LVL million, except for percentages)

EU
Germany ....ccceeeeeeeeeeeneereeeenenne 679.0 14.0 988.5 15.5 1,169.4 15.1
Finland ...cooovvviviiiiniiiniieeieene 284.9 5.9 363.0 5.7 389.2 5.0
Sweden ...ooovieeriieiniieenieeeee 248.5 5.1 321.0 5.0 381.3 4.9
Ttaly coeeeeeeieeeieeeeeeeeeeeee 163.5 3.4 216.8 3.4 285.5 3.7
Lithuania .....ccceeceeercveeniveeenieennne 665.5 13.7 827.7 13.0 1,073.1 13.9
Estonia ...ccoeeeviiiiiiiiiiiiiiiiiins 383.3 7.9 4941 7.7 624.4 8.1
Poland ....ceeevveeriiiiniieiiieiieene 309.9 6.4 459.4 7.2 538.4 7.0
Other EU....eeveiiiiiiiiieeieee, 923.9 19.0 1,218.8 19.1 1,525.4 19.8
Total ...oooveveeiiiiiieeieeieeeee 3,658.5 75.2 4,889.4 76.7 5,986.7 77.5
EU-27 e, 3,664.0 75.3 4,898.1 76.8 6,001.5 77.7
CIS
RuUSSIA weveveeieiiiiicieeieeeceeee 413.8 8.5 499.1 7.8 653.5 8.5
Belarus....ccceeevvveeeeieeeeeieeeeee, 281.5 5.8 297.7 4.7 256.7 3.3
Other CIS ..ovvviieeieiieeieee, 118.2 2.4 105.9 1.7 118.9 1.5
Total ...oooeeveeeiieeieeeieeieeeieee 813.5 16.7 902.7 14.2 1,029.1 13.3
Other eevviieiieieeieeeeee, 395.0 8.1 586.4 9.2 705.1 9.2
Total ...cooveveeiiiiieeieeeeeieee 4,867.0 100.0 6,378.5 100.0 7,720.9 100.0

Data on EU countries contain information about EU - 25

Source: Central Statistical Bureau of Latvia.
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Composition of Trade

The following table illustrates the composition of Latvia’s exports of goods for the years 2002 to 2007.

2002 per cent. 2003 per cent. 2004 per cent.
(LVL million, except for percentages)

Live animals and animal

Products ...cocceeveveencieennieenne 23.7 1.7 28.0 1.7 46.8 2.2
Prepared foodstuffs .................. 100.8 7.2 94.1 5.7 132.4 6.2
Mineral products......cccccueeeuneene 24.1 1.7 26.4 1.6 114.1 5.3
Products of the chemical

and allied industries.............. 81.5 5.8 96.7 5.9 123.5 5.7
Plastics, rubber and articles

thereof ..uuuuuueeeeeeiiiiiiiiiiiiieien, 22.1 1.6 30.3 1.8 46.3 2.2
Wood and articles of wood ...... 472.8 33.6 581.8 35.2 655.3 30.5
Textiles and textile articles ...... 180.1 12.8 208.7 12.6 230.0 10.7
Base metals and articles of

base metals .......ccooevvevnnnnnnns 185.4 13.2 207.4 12.6 303.3 14.1
Machinery and mechanical

appliances; electrical

CQUIPIMENT wevvererrreeeereeeaaannannn. 91.0 6.5 116.8 7.1 169.2 7.9
Transport vehicles .......cccceeeeene 26.6 1.9 34.2 2.1 54.4 2.5
Miscellaneous manufactured

articles ..o, 83.0 5.9 97.3 5.9 114.3 5.3
Other g200dS....cccvuveeieirieeerieenns 117.8 8.4 128.9 7.8 160.5 7.5
Total ..oeeeeeeiiiiiieiiieieeeee, 1,408.8 100 1,650.6 100 2,150.0 100

2005 per cent. 2006 per cent. 2007 per cent.
(LVL million, except for percentages)

Live animals and animal

Products ...eeeeceeeeeevveeeeeireeennns 71.0 2.5 115.3 3.5 149.8 3.7
Prepared foodstuffs .................. 200.1 6.9 245.2 7.4 313.6 7.8
Mineral products........cccuueeen..... 265.2 9.2 182.2 5.5 165.4 4.1
Products of the chemical

and allied industries.............. 160.3 5.5 222.6 6.8 299.5 7.4
Plastics, rubber and articles

1031 Yo ) 73.3 2.5 100.8 3.1 119.2 3.0
Wood and articles of wood ...... 717.6 24.8 739.5 22.5 906.9 22.5
Textiles and textile articles ...... 249.0 8.6 269.3 8.2 269.5 6.7
Base metals and articles of

base metals ........coeevvvennnnnnnn 379.3 13.1 488.1 14.8 595.7 14.8
Machinery and mechanical

appliances; electrical

EQUIPMENT veveevveeeeereeeeenreeeenns 269.4 9.3 324.0 9.8 426.2 10.6
Transport vehicles .................... 111.2 3.9 198.5 6.0 284.6 7.1
Miscellaneous manufactured

articles ooooveviiiiiiiiiiiieeeaes 128.1 4.4 149.3 4.5 157.0 3.9
Other g200dSs...cccevverreiriereieennns 263.6 9.1 258.4 7.8 338.0 8.4
Total ..oeeeeeiiieieeieeeeeeee, 2,888.2 100 3,293.2 100 4,025.4 100

Source: Central Statistical Bureau of Latvia.
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The following table illustrates the composition of Latvia’s imports of goods for the years 2002 to 2007.
2002 per cent. 2003 per cent. 2004 per cent.

(LVL million, except for percentages)

Live animals and animal products 64.7 2.6 69.1 2.3 82.7 2.2
Vegetable products ......c.ccceveeeeveenne 82.2 3.3 87.5 2.9 105.8 2.8
Prepared foodstuffs......cccceveerureennne 165.3 6.6 180.7 6.0 229.0 6.0
Mineral products .......ccceeeeveerveenne 243.2 9.7 296.9 9.9 481.6 12.7
Products of the chemical and

allied industries........ceeueevveevennne. 261.1 10.5 300.5 10.1 350.1 9.2
Plastics and articles thereof;

rubber and articles thereof ........ 124.0 5.0 153.4 51 190.2 5.0
Wood and articles of wood............ 41.8 1.7 70.2 2.3 114.8 3.0
Pulp of wood; paper and

paperboard .......ccoevvieiriiiiniiiennen. 107.7 4.3 112.8 3.8 126.3 3.3
Textiles and textile articles ............ 171.5 6.9 193.9 6.5 216.6 5.7
Articles of stone, plaster, cement,

glassware, ceramic ...........oe.n.... 64.8 2.6 76.0 2.5 91.7 2.4
Base metals and articles of

base metals .....cceevrveeiivienriennnenne 210.8 8.4 277.3 9.3 388.4 10.2
Machinery and mechanical

appliances; electrical equipment 530.8 21.3 629.6 211 755.7 19.9
Transport vehicles.......cceereveerieenne 244.5 9.8 313.6 10.5 413.7 10.9
Miscellaneous manufactured

ArtICIES wrvviieieeeeeeiiireee e 75.0 3.0 96.7 3.2 105.8 2.8
Other goods ....oovveeviieiiiiiiieee. 110.0 4.4 130.9 4.4 152.9 4.0
Total ..., 2,497 .4 100 2,989.2 100 3,805.3 100

2005 per cent. 2006 per cent. 2007 per cent.

(LVL million, except for percentages)

Live animals and animal products 112.8 2.3 140.8 2.2 164.7 2.1
Vegetable products .......ccccceeeveeenne 131.2 2.7 153.4 2.4 188.9 2.4
Prepared foodstuffs.......cccceeueennennee. 293.8 6.0 379.2 5.9 476.5 6.2
Mineral products .......ccceceeeueennee. 752.8 15.5 854.8 13.4 906.1 11.7
Products of the chemical and

allied industries.......cceeveerveeuennne. 409.2 8.4 530.4 8.3 621.2 8.0
Plastics and articles thereof;

rubber and articles thereof ........ 250.3 51 322.6 51 376.8 4.9
Wood and articles of wood............ 142.9 2.9 161.0 2.5 257.3 3.3
Pulp of wood; paper and

paperboard .......cceevciieniiieniiennen. 143.7 3.0 164.5 2.6 185.5 2.4
Textiles and textile articles ............ 236.6 4.9 297.0 4.7 333.4 4.3
Articles of stone, plaster, cement,

glassware, ceramic .......ccoceen.e.. 126.7 2.6 171.0 2.7 205.2 2.7
Base metals and articles of

base metals .....cceevvveevireenireennnnn, 447.6 9.2 606.7 9.5 747.2 9.7
Machinery and mechanical

appliances; electrical equipment 967.7 19.9 1,257.0 19.7 1,579.5 20.5
Transport vehicles.......ccceeeeveenneennne 5231 10.7 868.3 13.6 1,132.3 14.7
Miscellaneous manufactured

Articles co.vevverieniieniieeieeeeee 142.6 2.9 213.8 3.4 256.9 3.3
Other g00dSs ...cocveveierienienieniennen. 186.0 3.8 258.0 4.0 289.4 3.7
Total ...eeeeeeieeiieeeeeeeeeeeee 4,867.0 100 6,378.5 100 7,720.9 100

Source: Central Statistical Bureau of Latvia.
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Trade Policy

Common trade policy is implemented within the EU, where the European Commission negotiates bilaterally
and multilaterally on behalf of the 27 EU member states. The European Commission voices a common
position that is co-ordinated with member states under the Article 133 Committee of the EU Council.

The renewed Lisbon Strategy of 2005 envisages measures promoting growth and employment in all EU
member states. In addition to this internal agenda, measures aimed at improving the external
competitiveness of the EU were approved at the beginning of 2007. Using trade policy instruments and the
opportunities created by international trade liberalisation for facilitating access to markets of goods and
services, several initiatives were determined, which would ensure that European trade policy adjusts to
competitive challenges in the future.

Since 1 May 2004, trade relations between Latvia and other countries have been regulated by agreements
concluded by the EU. Bulgaria and Romania joined the European Union on 1 January 2007 increasing the
EU internal market, where capital and persons may freely move, to 490 million consumers. The increased
market for goods and services has opened new opportunities for Latvian exporters.

In order to continue to activate bilateral economic co-operation after accession to the EU, Latvia has
concluded bilateral economic co-operation agreements with Russia, China, Belarus, Ukraine, Kazakhstan,
Azerbaijan, Georgia, Moldova and Uzbekistan.

These agreements are the most important umbrella agreements that regulate bilateral economic co-
operation and comprise co-operation in industry, tourism, transport, pharmaceuticals, agriculture, financial
services, communications, professional training, investment policy, technologies and innovation and other
fields, thereby promoting economic co-operation.

Foreign Direct Investment

With Latvia’s accession to the EU, the volume of FDI inflow has increased considerably. In the last four
years, foreign entrepreneurs have invested in the Latvian economy in the form of direct investment almost
seven times more than in the period from 2001 to 2003.

Over the last four years, the key sectors receiving FDI have been financial intermediation, real estate, trade
(largely wholesale) and manufacturing. At the end of the first nine months of 2007, accumulated FDI
reached LVL 5.0 billion (LVL 2,197 per capita). The significance of reinvested earnings from foreign
investment has increased as the financial performance of direct investment projects has improved; 41.6 per
cent. of total direct investment in Latvia has been in the form of reinvested earnings on average since the
beginning of 2004.

The inflow of investment has been an important source of the current account deficit financing - the net FDI
inflow during the last four years (2004 to 2007) covered on average, one third of the current account deficit.
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The following table shows FDI stock for the years 2002 to 2006 and for the first nine months of 2007.

first nine
months
2002 2003 2004 2005 2006 of 2007

(LVL million)
Foreign investment stock .......... 1,634.3 1,772.8 2,336.9 2,923.0 4,007.2 4,992.3
in equity capital....cccceeevvveeennenn. 1,219.8 1,301.9 1,771.6 2,274.9 3,103.8 4,044.9
in other capital ....cccceeevveeennenn. 412.7 469.7 564.0 648.0 903.4 947.5

Source: Bank of Latvia

The following table sets out the distribution of accumulated FDI by sector and as a percentage of total FDI
in enterprises for the years 2002 to 2006 and for the first nine months of 2007.

2002 2003 2004
per cent. per cent. per cent.
of total of total of total
Total FDI Total FDI FDI

(LVL million, except for percentages)

Financial intermediation .......... 255.9 15.7 268.0 15.1 375.9 16.1
Real estate, renting and

business activities........cccuuu... 389.2 23.8 420.5 23.7 415.5 17.8
Wholesale and retail trade,

FEPAIT cuveeetieerereerreesreeeseeeenns 282.9 17.3 318.3 18.0 368.3 15.8
Manufacturing........ccceeeveeeneens 248.4 15.2 277.5 15.7 275.8 11.8
Electricity, gas and water

1070) o) R 59.7 3.7 61.6 3.5 164.7 7.0
Transport, storage and

COMMUNICALION .uuvevvrnnerrnnnnnn. 230.8 14.1 221.4 12.5 333.2 14.3
Hotels and restaurants.............. 23.4 1.4 22.5 1.3 27.4 1.2
Other business......cccoeeeeeeuurnnnnes 143.91 8.8 183.02 10.3 376.1 16.1
Total ..oeeeeeeieeieeiiieeieeeeee, 1,634.3 100 1,772.8 100 2,336.9 100

2005 2006 first nine months of 2007

per cent. per cent. per cent.

of total of total of total

Total FDI Total FDI FDI

(LVL million, except for percentages)

Financial intermediation .......... 625.4 21.4 964.7 24.1 1,339.9 26.8
Real estate, renting and

business activities.................. 483.1 16.5 743.8 18.6 916.6 18.4
Wholesale and retail trade,

FEPAIT weeeeveeereeereeeeeeeeeeeeaaaeaanans 409.7 14.0 525.3 13.1 618.2 12.4
Manufacturing.......cceceeeeeerneennen. 375.8 12.9 395.3 9.9 457.0 9.2
Electricity, gas and water

1070) o) 327.6 11.2 348.1 8.7 381.8 7.6
Transport, storage and

COMMUNICALION .eeeeererererrnnnnnn 336.5 11.5 347.1 8.7 374.6 7.5
Hotels and restaurants.............. 28.1 1.0 36.9 0.9 43.5 0.9
Other business.......ccooeeeeevuvnnnnes 336.8 11.5 646.0 16.1 860.64 17.2
Total ..oooeveeieiieeeeeeeee e, 2,923.0 100 4,007.2 100 4,992.3 100

Source: Bank of Latvia
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The most significant amount of investment comes from Estonia, Sweden, Germany and Denmark. FDI stock
from these four countries made up 48.1 per cent. of the total FDI stock in the Latvian economy at the end
of the third quarter of 2007.

Swedish FDI was focused in financial services (46.0 per cent.) of Swedish FDI stock in Latvia at the end of
the third quarter of 2007 and commercial services (17.6 per cent); 68.2 per cent. of Estonian FDI comprised
financial services; and German entrepreneurs mainly invested in the energy sector (comprising of 38.5 per
cent. of German FDI stock in the Latvian economy).

The following table sets out the distribution of the accumulated FDI by country and as a percentage of total
accumulated FDI for the years 2002 to 2006 and for the first nine months of 2007.

2002 2003 2004
per cent. per cent. per cent.
of total of total of total
Total FDI Total FDI FDI

(LVL million, except for percentages)

European Union

Estonia ...cccceeeeeeeeeeeeiiiiinnnnnnnnnnn. 102.1 6.2 121.4 6.8 198.0 8.5
Sweden ..oooovviiiiiiiiiiiiieees 211.9 13.0 232.3 13.1 287.3 12.3
Germany ....cccceeeeeeeeeeieeeeeeeennnne 205.4 12.6 202.1 11.4 358.0 15.3
Denmark ....oooovvviiiiiiiiiiiiinnnns 179.2 11.0 156.4 8.8 203.4 8.7
Finland .......cccccciiiiiiiin, 118.0 7.2 156.5 8.8 182.9 7.8
Netherlands ....eeveeeeeeeeiiiiiiennnnn. 89.2 5.5 126.2 7.1 167.9 7.2
CYPIUS . ceeeeeeeieeeeieeeerieciiiians 3.3 0.2 4.5 0.3 19.9 0.9
Lithuania .....cccccoeeeviiiiiiiinnnnnns 9.1 0.6 12.7 0.7 15.2 0.7
Other EU....ooooiiiiiiies 120.2 7.4 105.9 6.0 113.4 4.9
Total European Union.............. 1,038.36 63.5 1,118.06 63.1 1,546.04 66.2
Russian Federation .................. 80.6 4.9 96.0 5.4 163.7 7.0
United States ....oeeeveeeeeeeeeeeenenn. 115.6 7.1 122.2 6.9 175.4 7.5
NOIrWaAY wevvvviiiiieiieeeeeeeeeeeeeeeeennns 109.4 6.7 108.0 6.1 108.7 4.7
Switzerland .........cooeevvieinns 31.2 1.9 41.0 2.3 34.4 1.5
Other countries ......coeeeeeeuennnnnes 144.7 8.9 157.9 8.9 144.3 6.2
Exterritorial societies'".............. 8.5 0.5 8.9 0.5 3.4 0.1
Countries not classified ............ 105.9 6.5 120.7 6.8 161.0 6.9
10 Y R 1,634.27 100 1,772.79 100 2,336.9 100

Source: Bank of Latvia

(1) EBRD, European Commission and other international organisations.
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2005 2006 2007
per cent. per cent. per cent.
of total of total First nine of total
Total FDI Total FDI  months of FDI

(LVL million, except for percentages)

European Union

EStonia .....oeevvveeeeeeeeeeiiiiieeeeeeeee, 293.1 10.0 466.5 11.6 708.9 14.2
SWEAEN covvveiiieiiiiiiiieeeeeeeeeaes 448.4 15.3 606.2 15.1 624.5 12.5
Germany .....ooeeeeeeevvuuneeninerinreeeeeeeeeeeeeens 369.8 12.7 443.2 11.1 509.4 10.2
Denmark ...ooooviiiiiiiiiiiiiiiiiciies 251.6 8.6 331.6 8.3 424.6 8.5
Finland .....ccooooviiiiiiiiiiiiiiees 191.5 6.6 233.9 5.8 311.9 6.2
Netherlands.....ueeeeeeeeeeeeeiiiiiiiiiiiiiiieenn, 209.7 7.2 222.7 5.6 268.3 54
CYPIUS teviieeiiiieeeeeeniireeeeeessinreeeessnnanns 36.8 1.3 167.4 4.2 240.9 4.8
Lithuania.....cccccceiiiiiiiiieieeecceeiineees 71.7 2.5 100.9 2.5 135.8 2.7
Other EU...ooooviiieeeeeeeeeeeeee 172.4 5.9 295.6 7.4 446.2 8.9
Total European Union........cccecveeevenee. 2,045.0 70.0  2,868.0 71.6  3,670.4 73.5
Russian Federation .......ccoeeeeeeunnnnnnnnens 241.5 8.3 264.8 6.6 288.6 5.8
United States ..uuuvvvreeeeeeeeeeeeieeiieeeeeeeeenn, 193.5 6.6 234.9 5.9 251.2 5.0
NOIWAY wevvvreieeeerriiieeeeeerseireeeeessssnnneees 79.4 2.7 152.7 3.8 183.4 3.7
Switzerland ........ccccoovviiiiiiiii, 67.7 2.3 72.8 1.8 183.4 1.3
Other cOUNtries ..oooeeeeeevevereeeereeeeeeeeeeeen. 168.7 5.8 209.2 5.2 285.0 5.7
Exterritorial societies” .......ccccovvuuvvnnnen. 3.9 0.1 0.0 0.0 0.0 0.0
Countries not classified ...........oceeeeeeee... 123.3 4.2 204.8 51 247.2 5.0
Total .o, 2,923.0 100  4,007.2 100  4,992.3 100

Source: Bank of Latvia

(1) EBRD, European Commission and other international organisations.

Privatisation

The Law on Completion of the State and Local Government Property Privatisation and Use of Privatisation
Certificates (the “Privatisation Completion Law”) came into force on 1 September 2005. The central
provisions of this law prescribe how the privatisation process and land reforms are to be completed and the
result of using privatisation certificates. The law also provides that state joint-stock companies such as
Latvian Post, Latvian Railway, Latvijas Gaisa Satiksme (Latvian air traffic) and the Latvian State Forest, the
International Airport Riga and Latvenergo (a state owned energy supply group) will not be privatised.
Under the Privatisation Completion Law, various areas of reform including the privatisation of state
property, local government property, apartment houses and land reform each have separate timescales,
although the law has a final implementation deadline of 28 February 2008. After this date neither the
Cabinet of Ministers nor local governments will be allowed to assign any property for privatisation.

A number of large state enterprises were privatised between 1995 and 2003, including the state’s share in
the Latvian Shipping Company and Latvian Gas. Nineteen other smaller enterprises, where the state held
between 10 and 50 per cent. of shares were also privatised in this period. One of the largest privatisation
deals since 2004 was the sale of the state’s 38 per cent. share in Ventspils Oil.

Currently, the privatisation of Latvian Mobile Telephone (which is owed 5 per cent. directly by the state,
23 per cent. by enterprises which themselves are state owned and 23 per cent. by Lattelecom) and
Lattelecom (which is 51 per cent. owned by the state) is being negotiated, dependent on negotiations with
the second shareholder, the Swedish company “Telia Sonera”. It is also possible that the Air Baltic
Corporation (in which the state owns a 53 per cent. share) will be privatised pending a decision from the
Ministry of Transport which is expected in the next six months.
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The Bank of Latvia

The Bank of Latvia was established as the central bank of Latvia on 7 September 1922, following the
proclamation of the Republic of Latvia in 1918. The Bank of Latvia operated as a central bank and a
commercial bank until June 1940 when Latvia was occupied by the USSR. The Bank of Latvia was
liquidated in October 1940 following the annexation of Latvia to the USSR in August 1940.

After regaining independence in 1991, the Bank of Latvia once again became Latvia’s central bank with the
right to issue the national currency. The Bank of Latvia took over and incorporated into its structure the
Latvian Republican Bank of the State Bank of the USSR and other state credit institutions. The legal status
of the Bank of Latvia, and its role as an independent central bank, was reinforced by the Law on Banks and
the Law on the Bank of Latvia passed in May 1992. The Law on the Bank of Latvia did not stipulate that
the Bank of Latvia had the right to conduct commercial operations, resulting in a resolution to divest the
Bank of Latvia of its commercial operations through the restructuring and privatisation of its 49 branches.

The Law on the Bank of Latvia formally sets out the role of the Bank of Latvia and confers authority on it
to operate as an independent institution which is solely responsible to the Parliament. The Bank of Latvia
is administered by the Council and the Board. The Council consists of eight members: the Governor (who
is also the Chairman of the Council), the Deputy Governor and six members of the Council. The Council
makes decisions on behalf of the Bank of Latvia. The Board, which is nominated by the Council and consists
of six members, is responsible for the management and day-to-day functions of the Bank of Latvia. The
Governor and the members of the Council are appointed by the Parliament for a six-year term and can only
be removed by the Parliament in limited circumstances provided under the Law on the Bank of Latvia.

Since accession to the EU on 1 May 2004, the Bank of Latvia has become a member of the System of the
European Central Banks and has started the preparatory work for the introduction of the Euro. On 2 May
2005, Latvia joined the Exchange Rate Mechanism II, which is a necessary precondition for the entry into
the European Monetary System.

Monetary Policy

The main task of the Bank of Latvia is to maintain price stability. To achieve this, the Bank of Latvia’s
monetary policy aims to maintain exchange rate stability and control the amount of bank reserves so as to
limit the creation of excessive credit. The exchange rate policy of the Bank of Latvia is similar to that of a
currency board, and the monetary base is fully backed by gold and foreign currency reserves. The Bank of
Latvia may grant loans to the banking sector but the Law on the Bank of Latvia prohibits the issuance of
credits to the government and the purchase of government securities on the primary market. Full
convertibility of the national currency has been ensured since its introduction, and there are no restrictions
for current or capital account transactions.

The Bank of Latvia uses a wide range of instruments to implement its monetary policy, the main one being
the buying and selling of foreign exchange, including through swap operations. The Bank of Latvia uses a
deposit facility as a tool for withdrawing liquidity from the system and main refinancing operations as a
liquidity providing instrument. Reserve requirements ensure stability in the demand for central bank
balances. Monetary policy instruments of the Bank of Latvia are already in line with those used in the euro
area.

Tracking interest rate increases in the euro area and considering the macroeconomic development trends in
Latvia, the Bank of Latvia has been tightening monetary policy over the prior years. The Bank of Latvia’s
main refinancing rate was gradually raised from 3.0 per cent. at the beginning of 2004 to 6.0 per cent. in
May 2007. The reserve ratio was increased from 3 per cent. at the beginning of 2004 to 8 per cent. as at
December 20035.

Considering the slowdown in lending growth and the gradual unwinding of domestic demand pressures the
Bank of Latvia cuts the reserve ratio for liabilities with maturity over 2 years by one percentage point to
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7 per cent. as of February 2008 in order to help the financial sector attract long-term funding. In addition
the Bank of Latvia increased the interest rate of the central bank on overnight deposit facility from 2.0 per
cent. to 3.0 per cent.

Money supply

Broad money supply (M3) grew from LVL 2,221.3 million at the end of 2003 to LVL 6,311.6 million at the
end of 2007 with average annual growth per year of 30.2 per cent.

The overall growth of M3 reflects the expansion of the most liquid components of the narrow monetary
aggregate (M1), with overnight deposits with banks in all currencies growing 3.1 times during the period
from 2004 to 2007. Because M3 has expanded mainly on account of bank deposits, the cash component of
M3 continued to shrink, contracting from 27.1 per cent. at the end of 2003 to 14.3 per cent. at the end of
2007. In the second half of 2007 overnight deposits with banks also reduced while time deposits and savings
deposits expanded together with the increase of the respective interest rates.

From the demand side, monetary expansion has been mainly driven by bank loans to the private sector,
alongside buoyant economic growth, increasing funding of banks and decreasing interest rates. Loans
granted to domestic enterprises and households grew by 47.0 per cent. in 2004, 64.3 per cent. in 2005, and
58.4 per cent. in 2006. As a result of the government’s efforts to reduce credit expansion, credit growth has
started to decelerate as of mid 2007, with the annual growth rate falling to 56.2 per cent. in June and 34.2
per cent. in December 2007.

The stability of the banking sector, growing incomes and further consolidation of the real sector of the
economy, has enabled the banking sector to increase funding from domestic enterprises and households at
a rapid pace (by 34.1 per cent. in 2004, by 43.9 per cent. in 2005, by 41.0 per cent. in 2006 and by 16.9
per cent. in 2007.

Borrowing from foreign banks (mainly parent banks of the Latvian banks) was an increasing source of
financing for loan growth. The negative net foreign assets of the banking sector (excluding the Bank of
Latvia) grew by LVL 6.5 billion during 2004 to 2007. Banks’ foreign liabilities increased on account of
significant borrowing from non-resident credit institutions, which grew by LVL 7.0 billion, including
borrowing from parent banks of LVL 5.2 billion. At the same time, non-resident non-bank deposits posted
a smaller change (which grew by LVL 2.5 billion), as well as foreign assets of banks (which grew by LVL 3.3
billion).

The following tables set out the base money supply and the monetary aggregates for the years 2002 to 2007
(in LVL million):

2002 2003 2004 2005 2006 2007

Currency in circulation .............. 622.6 682.1 727.4 877.3 1,073.9 1,049.5
Overnight deposits at the Bank

of Latvia ..eeceeeviieeieeciiieeeens 132.5 124.6 229.9 473.4 1,174.9 1,421.7
Base Money .....oooeeeeineeieeceeeeennnn. 755.1 806.8 957.2 1,350.7 2,248.8 2,471.2

2002 2003 2004 2005 2006 2007

Currency in circulation (less vault

cash balances) .......ccceveeeennn. 543.1 601.1 645.4 786.4 969.3 900.0
Overnight deposits.......ccceeeveeenes 801.2 990.2 1,354.7 2,083.8 3,096.5 3,035.2
Total M1 oo 1,3443  1,591.3  2,000.1  2,.8702  4,065.8  3,935.2
Deposits with agreed maturity of

UP tO 2 YEArS weuveveeereneeeeeeennee 447.4 582.4 744.6 929.1 1,241.9 1,971.9
Deposits redeemable at notice of

up to 3 months ....ccoecvveiiennenn. 35.5 44.9 71.8 106.6 148.2 335.0
Total M2 oo 1,827.2  2218.6 28165  3,905.8 54560  6242.0
Debt securities issued with

maturity of up to 2 years........ 6.1 2.7 0.4 3.4 4.8 28.2
Money market fund shares and

UTIES coeiiiiiveeeeeeeeeesessssnannenneeeees 0 0 0 16.1 46.1 41.3
Total M3 oo 1,833.3 2213 2817.0  3,9254 55068  6,311.6

Source: Bank of Latvia
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Foreign Assets

Foreign assets held by the Bank of Latvia as for the years 2002 to 2007 are set out in the table below (LVL
million, except for Imports of Goods):

2002 2003 2004 2005 2006 2007
GOId oot 51.0 55.5 56.9 76.2 83.7 99.1
Foreign Exchange ........ccocceevvvennieennnen. 737.3 774.8 986.5 1,320.5 2,333.3 2,687.7
Net foreign assets ....ccoccveervveerveersveennne 777.8 824.0 1,039.3 1,390.2 24144 2,776.0
Months of Imports of Goods .............. 3.7 3.3 3.3 3.4 4.5 4.3

Source: Bank of Latvia

At the end of 2003 Latvia’s gold and foreign currency reserves amounted to LVL 830.3 million. Since that
time the country’s foreign reserves have increased and as of 31 December 2007, foreign currency reserves
amounted to LVL 2,786.8 million. During the period from 2003 to 2007 foreign reserves of the central bank
grew mainly through the Bank of Latvia net purchases of foreign currency totalling LVL 1.7 billion. Selling
of foreign currencies to the Bank of Latvia was largely fostered by inflows of foreign investment and the EU
structural funds in the economy. Large amounts of foreign currency sold to the Bank of Latvia were also
determined by the continued rapid growth of euro loans subsequently converted into lats and by the
expansion of the minimum reserve base which created an additional demand for lats liquidity. The backing
of the monetary base with the Bank’s net foreign assets was 112.3 per cent. at the end of 2007 compared
with 102.1 per cent. at the end of 2003.

Interest Rates

Interest rates applied in banks’ transactions with domestic enterprises and private persons were relatively
stable in 2004. From the beginning of 2005, the interest rates started to decline, which was reversed by the
end of 2005 and the beginning of 2006. The dynamics of these interest rates has been determined mainly
by the euro and domestic money market interest rates.

The weighted average interest rate of short-term deposits in lats increased from 2.8 per cent. in January
2004 to 7.8 per cent. in December 2007. Also, the weighted average interest rate of short-term deposits in
euro increased from 2.0 per cent, in January 2004 to 4.2 per cent. in December 2007. The weighted average
interest rate of long-term deposits denominated in lats grew from 4.4 per cent. to 10.4 per cent, and the rate
of long-term deposits denominated in euro, from 3.7 per cent. to 4.1 per cent.

After a declining trend, lending rates started to increase at the middle of 2005. Overall, the weighted
average interest rates on loans in lats to domestic enterprises and private persons increased by 6.0
percentage points to 12.6 per cent. for short-term transactions and by 4.8 percentage points to 16.2 per
cent. for long-term transactions in the period from January 2004 to December 2007. The weighted average
interest rate of short-term loans in euro increased from 5.3 per cent. to 7.1 per cent, while the weighted
average interest rate of long-term loans declined from 7.9 per cent. to 6.5 per cent. in this period.

Financial Sector Supervision

The Financial and Capital Market Commission (the “FCMC”) is a unified supervisory authority for the
financial sector in Latvia. The FCMC commenced its activities on 1 July 2001, taking over responsibilities
of the Insurance Supervision Inspectorate, the Securities Market Commission, administration of the
Deposits Guarantee Fund as well as the rights, obligations and liabilities of the Bank of Latvia regarding
the supervision of credit institutions.

The FCMC is an autonomous public institution and the purpose of its activities is to promote the protection
of interests of investors, depositors and the insured as well as the development and stability of the financial
and capital markets. To this end, the FCMC regulates and supervises the financial and capital markets and
activities of its participants. The FCMC’s objectives and responsibilities are defined in the Law on the
Financial and Capital Market Commission.
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The organisational and management structure of the FCMC was set up as functional divisions, rather than
along sectoral lines, and consists of the following three departments: the Supervision Department; the Legal
and Licensing Department and the Regulations and Statistics Department.

The FCMC continues to harmonise the regulatory framework for the financial sector with the requirements
of EU Financial Sector Assessment Programme Directives (“FSAP”) and measures falling within its
competence. Out of 24 FSAP directives the transposition deadline of which was 15 December 2007, 23
directives including the CRD', Directive on prospectus, Transparency Directive and MIFID?, have been fully
implemented. Transposition of MIFID was finalised in November 2007. However, the Reinsurance Law and
the new Law on Prevention of Money Laundering and Terrorism Financing will be approved by the end of
May 2008. The FCMC participates in activities of the Committees within the Lamfalussy structure and
closely follows discussions on further developments in the regulatory framework proposed by the
international organisations and best supervisory practices, and is strongly committed to ensuring the
practical implementation of the related Latvian regulations.

Banking Sector Development

The Latvian banking sector maintained growth momentum in 2007. At the end of December 2007, the
banking sector in Latvia comprised 21 banks and four branches of foreign banks (Allied Irish Banks p.l.c.
Latvia branch, Latvian branch of Nordea Bank Finland Pl¢, Skandinaviska Enskilda Banken AB Riga
branch, Svenska Handelsbanken AB Latvia branch). All the banks in Latvia are licensed as universal and
can provide all financial services specified by the Law on Credit Institutions and Investment Services
according to the Law on the Financial Instruments Market. Over the past three years, five Latvian banks
have expanded their international activities through opening eight new branches in the EU.

In 2007, total paid-up capital of banks grew by 53 per cent. The share of foreign owners increased from 58
per cent. at the end of 2006 to 78 per cent. at the end of 2007, reflecting foreign investors’ confidence in
the banking sector. 11 banks are foreign-owned banks (with participation exceeding 50 per cent. of a banks
paid-up capital), 10 of them are foreign banks’ subsidiaries with 56 per cent. share in total banking assets.
The government holds shares only in one medium-sized joint stock company, the Mortgage and Land Bank
of Latvia (these holdings in total account for 5.5 per cent. of the paid-up share capital of banks).

Over the past three years, annual average banking assets have grown by 41 per cent., while loans by 51 per
cent., deposits by 26 per cent. and equity by 40 per cent. The period also saw a rapid growth in the volume
of borrowing, basically from the EU parent banks. As at the end of 2007, 88 per cent. of total loans were
granted to domestic borrowers, whereas 87 per cent. of total lending was made up of medium and long-
term loans and the bulk of total loans to the national economy sectors were issued for real estate
transactions (30 per cent.), financial intermediation (13 per cent.), manufacturing (14 per cent.) and trade
(12 per cent.). Mortgage lending developed particularly rapidly: 53 per cent. of total loans were mortgage
loans. The growth rate of mortgage lending during 2007 amounted to 41 per cent. The quality of the loan
portfolio remained good. The share of non-performing loans over the past three years decreased from 1.1
per cent. of total loans at the end of 2004 to 0.4 per cent. as at the end of 2007. Loans classified as non-
performing loans were covered by more than 100 per cent. (130 per cent.) by special loan impairment
provisions.

At the end of 2007, the non-audited profit of the banking sector reached LVL 371 million (EUR 528
million), or 40 per cent. up from the previous year (the audited profit of the banking sector at the end of
2006 made up LVL 256 million or EUR 364 million). Banks were highly profitable, the return on equity
(ROE) and the return on assets (ROA) at the end of 2007 accounted for 24.2 per cent. and 2.0 per cent.,
respectively.

As at 31 December 2007, the net interest margin was 2.7 per cent. Banks were well capitalized and the
capital adequacy ratio was 11.1 per cent., exceeding the required minimum of 8 per cent.

1 Capital Requirements Directives — Directives 2006/48/EC and 2006/49/EC
2 Markets in Financial Instruments Directive
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There is an increasing tendency for banks to orientate towards the domestic market, especially regarding
their lending activities. This results in a greater competition in the banking sector. To meet competitive
challenges, the banks have broadened the range of services they offer to their customers (mainly focusing
on investment products) and have increased cost efficiency.

44



MONETARY AND FINANCIAL SYSTEM

10

The following table shows the banking sector performance indicators and the quality of the loan portfol
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Riga Stock Exchange

The Riga Stock Exchange (“RSE”) is the only licensed stock exchange in Latvia offering trading, listing and
information services. It was established in 1993 and commenced trading in 1995. OMX Group is the RSE’s
major shareholder, with a 92.98 per cent. ownership interest. Through its exchanges in Copenhagen,
Stockholm, Helsinki, Reykjavik, Riga, Tallinn and Vilnius OMX offers access to approximately 80 per cent.
of the Nordic and Baltic securities markets. The RSE is the 100 per cent. owner of the Latvian Central
Depository (“LCD?”). The LCD has the status of a national depository for public securities, and its business
is accounting, custody and settlement of public securities issued in Latvia.

RSE uses the Nordic-Baltic trading system SAXESS, which is also used by the exchanges in Sweden, Finland,
Denmark, Norway, Iceland, Estonia, and Lithuania. As a part of the OMX and NOREX alliance, the RSE
started trading on SAXESS platform in September 2004. Only licensed RSE members — banks and
brokerage companies — may trade on the RSE. Presently, the RSE has 27 trading members. The RSE
operates three lists: the Main List, Secondary List and Bond List.

Shares, Government Treasury bills and bonds, corporate bonds and investment fund units are listed on the
RSE (altogether 40 equities, 34 debt securities and 7 investment fund units as of 31 January 2008). As on
29 December 2006, the equity market capitalisation was LVL 1,154.74 million, reaching LVL 1,226.78
million on 30 December 2005, while on 28 December 2007 it was LVL 1, 474.82 million.

The debt market capitalisation on 29 December 2006 was LVL 460.50 million, on 30 December 2005 it
was LVL 484.52 million, and on 28 December 2007 it totalled LVL 428.88 million. The total market
turnover in 2006 amounted to LVL 62.68 million (LVL 61.62 million equity and LVL 1.05 million debt
trading). As on 28 December 2007, the total market turnover was LVL 103.55 million (LVL 72.25 million
equity trading and LVL 31.29 million debt trading).

During each trading session, on-line price information is distributed via Reuters, Bloomberg, Thomson
Financial, FT Interactive Data, Infront, Royal Blue Financial and Telekurs Financial.

OMX uses a common classification of indexes for the Nordic and Baltic markets. A uniform index standard
enhances the understanding of the Nordic and Baltic indexes and facilitates comparisons between the
different markets. The OMX Baltic index group includes Benchmark, Tradable, All Share and Sector
indexes. All indexes are chain-linked, meaning that they are always calculated based on the price level of
the previous trading day. The indexes are market weighted, calculated on the basis of the change in the total
market value from one point in time to another of all the shares included in the index.

The RSE has a guarantee fund (the “Guarantee Fund”), financed through an initial contribution and a
variable contribution, which depends on an individual member’s trading activity. The Guarantee Fund is
used in case of a member’s cash default.

The LCD is responsible for accounting and safe custody of public securities registered in Latvia, and for
providing a delivery-versus-payment service for all trades executed on the RSE. Intermediaries’ and
custodians’ proprietary accounts are segregated from their clients’ accounts, thus eliminating risks in a case
of default by a bank or a brokerage company.
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General government budget
The general government budget consists of the central government budget and local government budgets.

The central government budget includes the central government basic budget and the central government
special budget. In 2003, the Cabinet of Ministers took a decision to abolish all special budgets, except the
Social Security Fund and to integrate them in the central government basic budget. For the consolidated
central government budget, the calculation eliminates any mutual transfers among the budgets.

The main goal of the government fiscal policy is to ensure sustainable macroeconomic development. In
March 2007, the government adopted the inflation restriction plan which aims to strengthen fiscal policy
resulting in budget surpluses in the medium term.

According to the Law On State Budget 2008, it is planned that the budget surplus for 2008 would be 1.0
per cent. of GDP. For 2009 and 2010, budget surpluses of 1.2 per cent. and 1.5 per cent. of GDP,
respectively, are planned.

The structure of the general government budget, LVL million

2004 2005 2006 2007

General government budget revenues...........cccceeeuvveeeneen. 2,522.2 3,199.8 4,015.6 5,378.0
1. TaAX FEVEIUES . .ueiiiviiiieeeeeiiiieeeeeeiiieeeeeerieeeeerrrieeeeenens 2,025.4 2,545.7 3,299.0 4,363.0
1.1 DIFECE TAXES evvrrvererreesseeessesessesssseessseessssessessssessssens 1,261.3  1,502.3  1,935.8  2,626.9
of which: Corporate income tax ........cccceeeeveenuenn. 127.8 180.7 253.8 399.8
Personal income tax .......ueeeeeceueeeeennens 435.5 509.1 657.2 888.0

Social security contributions ................ 641.2 751.0 958.4 1,265.0

Taxes Of ProOPerty ..cceeeeeeueeeecvreeeeerananns 56.8 61.6 66.4 74.2

1.2 INAITECE AXES wurerereererrerieeereeeeeeeeeeeeeeeeee e e e eeeeeeeeeanns 745.7 1,019.9 1,331.1 1,696.1
of which: Valued added tax ............cccuuveeuuenenn.... 486.7 677.1 930.5 1,202.9
EXCiSE tAXevvviiiiiiiaeaaaiiiiiiieeeiiiiicceeeenn, 236.9 314.0 366.2 448.1

Car EAX couuueeeeeeeeeiiiieeieiiiicreeee e eeeeeens 4.9 9.5 13.7 16.7

Electricity taX...ccueueeeeeeeeeeeeieeeeeeeeenne 0.5

Customs dUties.....ccueeeeeeuveeeeceeeeesreennnns 17.1 19.2 20.7 27.8

1.3 Other tAXeS..iiieiieeeeiiieeeirieeeeeeeeeree e e e vee e 18.5 23.5 32.0 39.9
2. INON-tAX TEVENUES ..uuueeeeeeereeeeeeririaiiiireeeeeeeeeeeeeeennnes 190.8 218.3 242.7 303.8
3. Grants and donations .........ccceeeeeevveeeecrveeeecveeeennen. 9.9 8.7 12.4 12.7
4. Self-earned revenues .......cceeeveeeeecveeeeecnveeeecree e, 142.0 175.3 196.6 237.2
5. Foreign financial assiStance......coccveeeeveeeeecveeennnen. 154.2 251.8 265.0 461.3
General government budget expenditures.............c......... 2,599.6 3,297.8 4,070.7 5,283.9
1. Non-capital expenditure ........ccceeeeevveeeeecieeernieeennns 2,366.5 2,924 .4 3,551.1 4,516.8
2. Capital expenditure ......cccoeeeveeereieeeeciereeireeeeenen. 233.0 373.3 519.6 767.1
3. Losses from the exchange rate fluctuations............ 0.1
Financial balance .........ccoccoveeeeiiiiiieiiieceeeceee e, -77.4 -97.9 -551 94.0

Source: The Ministry of Finance
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The structure of the general government budget as a percentage of GDP

2004 2005 2006 2007*
General government budget revenues...........cccoecveeruuennee. 33.9 353 35.6 38.5
1. TaAX FEVENUES ..iieiiiriiiiiiirereeeeeeeeeeeeeeeeeeeeeeeeeeaens 27.2 28.1 29.3 31.2
1.1 DIrect tAXES eeeeeereeeereeeriiiiiiieeerrreerreeeeeeeeeeeeeeeeaaens 17.0 16.6 17.2 18.8
1.2 INAIreCt tAXES .evvveeeerereeeerveeeesereeesiereeeesnreeeesnneeennnns 10.0 11.3 11.8 12.1
1.3 Other tAXeS . uuiieiieeeeeiieeeeiieeeeieeeereeeesveeeesaaeeeeens 0.2 0.3 0.3 0.3
2. INON-tAX TEVENUES ..uuueeeeeeeeeeeeeriirriiiiieeeeeeeeeeeeeeeennnns 2.6 2.4 2.2 2.2
3. Grants and donations .........ccceeeeeceeeeecrveeeecneeeennen. 0.1 0.1 0.1 0.1
4. Self-earned revenues .......ccceevveeeeecveeeeecreeeeecnreeeennen. 1.9 1.9 1.7 1.7
S. Foreign financial assistance........coeevveevuverreeeeseveennne. 2.1 2.8 2.4 3.3
General government budget expenditures.............c......... 35.0 36.4 36.1 37.8
1.  Non-capital expenditure ......ccceccvveeevcreerenieeereennennn. 31.8 32.3 31.5 32.3
2. Capital expenditure .......ccoeeeveeereiererciereeireeeeenen, 3.1 4.1 4.6 5.5
Financial balance ........cccoccovviiiiiiiiiciiieeeee e, -1.0 -1.1 -0.5 0.7
* Forecasted GDP for 2007 is LVL 13,985.8 million
Source: The Ministry of Finance
The structure of the consolidated central government budget, LVL million

2004 2005 2006 2007
Consolidated central government budget

TEVEIIUIES ..eeeevirrrrunnuuiaaeeeeeeeeeerensnnnnnnnseeseeeeesesnsssssnnnnnnnns 2,056.3 2,632.5 3,301.5 4,387.3

1. TaAX FEVENUES ..uuueeieneieiiiiiiireeeeeeeeeeeeeeeeeeeeeeeeeeeeennes 1,652.1 2,107.1 2,731.8 3,577.3
2. NON-TAX TEVEINUES ..uuvvvverrrrerreereeereeeeeeeeeeaeesanasnaeanans 158.0 173.2 194.9 234.5
3. Self-earned revenues .....ccccccceeeecieeeeicieeeeciee e 92.3 103.1 110.5 116.6
4. Foreign financial assistance........ccecevveeevveeeerveeennns 153.8 249.0 264.3 458.8
Consolidated central government budget expenditures.... 2,127.5 2,702.1 3,354.9 4,271.0
1. Non-capital expenditure .......ccoceeeecveeeeiveeeerireeennns 1,993.2 2,460.6 3,025.8 3,853.6
2. Capital expenditure .....cccceeveveerieeniieensieenieenieennne 134.3 241.5 329.2 417.5
Financial balance ........ccccceevieiiieiiieiniiiniceeeeeee e -71.3 -69.6 -53.5 116.2%
Source: The Ministry of Finance
* excluding grants and donations (LVL 117.2 million including grants and donations)
The structure of the consolidated central government budget as a percentage of GDP

2004 2005 2006 2007*
Consolidated central government budget revenues.......... 27.7 29.1 29.3 31.4
1. TaAX FEVENUES ceeeiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeeeesesssenaans 22.2 23.3 24.3 25.6
2. NON-taX FEVENUES ..eeveeeeriieiiiiiieeeeeeeeeeeeieeeeieeeeieeaees 2.1 1.9 1.7 1.7
3. Self-earned revenues .......cccecvveeeeevieeeeceieeeeeree e, 1.2 1.1 1.0 0.8
4. Foreign financial assistance.........cecceevveevversveenuennnen. 2.1 2.7 2.3 3.3
Consolidated central government budget expenditures.... 28.6 29.8 29.8 30.5
1.  Non-capital expenditure ......ccccveeeveerveesreencueennnnns 26.8 27.2 26.9 27.6
2. Capital expenditure .......ccoeeeeeeeeeieeercieeeeiieeeeenn. 1.8 2.7 2.9 3.0
Financial balance ........cccoccvveieeiiiiiieiiiiceee e -1.0 -0.8 -0.5 0.8

* Forecasted GDP for 2007 is LVL 13,985.8 million
Source: The Ministry of Finance
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Budget process

The Law on Budget and Financial Management has been amended to set the deadlines in budgetary
planning process.

Every year the Ministry of Finance, together with the State Chancellery, prepares a normative act on
medium term budget goals and priority development directions for the following 3 years by February 28.
The Cabinet of Ministers adopted the above mentioned normative act by 15 March.

Ministries and other central government institutions submit developed or revised institution action
strategies to the Cabinet of Ministers, including a list of prioritised new policy initiatives by 1 March.

The Ministry of Finance, together with the Ministry of Economy and consulting the Bank of Latvia, updates
the medium-term macroeconomic development and fiscal policy framework for the next 3 consecutive
financial years and submits this to the Cabinet of Ministers by 15 April. The Cabinet of Ministers adopted
medium-term macroeconomic development and fiscal policy framework by 1 May. Thereafter, the Minister
of Finance informs the Saeima about the medium term macroeconomic development and fiscal policy
framework by 5 May.

The Cabinet of Ministers approves instructions on principles of developing budget requests (including
maximum central government budget expenditure ceilings for each ministry and other central government
institutions over the medium term) by 5§ May. Pursuant to these instructions, ministries and other central
government institutions develop and submit to the Ministry of Finance central government budget requests
by 1 July.

The Ministry of Finance submits the central government budget proposal, its explanations, and updated
medium term macroeconomic development and fiscal policy framework to the Cabinet of Ministers by 1
September. The Cabinet of Ministers submits to the Saeima the State Budget Law proposal for the following
year by 1 October.

Medium-term budget planning is introduced as of 2008. Cabinet Order No. 703 of 14 September 2006,
approved the Concept on implementation of strategic planning and medium term budget planning in public
administration, which sets the medium-term (3 year) budget framework:

. Annual law on budget for 1 year; and

. Maximum permitted amount of expenditure for ministries and other central state institutions for the
following 2 years.

Local government budget

Since 1992, the system of local government financing in Latvia has undergone a continuous process of
reform. Under the terms of the local government reform, a concept approved in 1993, a legal base for the
establishment of local government budgets was established.

The Law on Budget and Financial Management and the Law on Local Governments were adopted in 1994
and the Law on Local Government Budgets was adopted in 1995.

Due to substantial differences in the financial resources of local governments, since 1995 there has been a
mechanism for financial equalisation to create equal opportunities for local governments to fulfill the
functions prescribed by law. Initially, the Law on Local Government Financial Equalisation was adopted
annually, but since 1998 a single Law on Local Government Financial Equalisation has been in force.

The system envisages equalisation of the estimated revenue and financial needs of an individual local
government.
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The structure of the local government budget, LVL million

2004 2005 2006 2007
Local government budget revenues...........ccceevueereurernunenne 679.0 805.7 1,032.6 1,428.9
1.  Local government basic budget
FEVEIIUES .vvvvruneeerrrnnneeesrsnnneeessssnneesssssnneeeesssnnnnens 631.4 752.8 963.7 1,327.0
1.1 TAX FEVENUES .cocuvteereireeeeirieeeieeeeeeeteeeeireeeenreeeeane 369.8 435.3 563.4 783.1
1.1.1 Personal income taxX ....ccccceeevverrveensueersunennne 310.6 370.6 491.9 701.5
1.1.2 Taxes from Property .....ccocceeeeeveeeescrveeescnnnenns 56.8 61.6 66.4 74.3
1.1.3 Internal taxes on goods and
SEIVICES tvvruuueeeereeeeererrrrnnnnnnnnssesseeeeeesesesnnns 2.5 3.2 51 7.3
1.2 NON-taX FEVENUE ...euveeeierreiiiereererirreeeeeenenereeeeeenns 27.0 28.6 34.4 40.2
1.3 Foreign financial assistance.......ccecevveeerveeeercveeennnns 5.5 3.1 8.2 2.3
1.4 Self-earned revenue......ccoocveevueeenuerneeeniieenieeeieeenne 47.5 61.6 73.7 94.2
1.5 Transfers from other budgets .......cccceeevvveeecreeennnns 181.6 224.2 284.0 407.2
2. Local government special budget
FEVEIIUECS eveeeeerrerrrreennnnnanaeeseeeeseesnsssnnsnnnnsesseeeaaanes 47.6 52.8 68.8 101.9
2.1  Tax on natural resources .......ceccceevveervueerseersnennne 2.2 2.2 2.6 2.6
2.2 Other reVenues ...ccceeeeveerveeeereeenieenreenieenveesseeeenne 54.3 59.5 92.9 125.5
of which: Grants and donations ..........cceeeeevueennnee. 3.5 3.3 3.5 4.0
Transfers from other budgets ........ccceeeeevveeeiveeennns 25.4 26.4 39.1 67.1
Local government budget expenditures ............cccccvvenne. 687.5 823.4 1,038.5 1,461.9
1.  Local government basic budget expenditures ........ 631.6 764.5 965.5 1,348.8
1.1  Non-capital expenditure .......cceeeeveerveeerieenseernnennne 540.7 640.9 781.1 1,032.4
1.2 Capital expenditure .....ccoeceeeeeevveeeerieierenieeerienn. 90.9 123.6 1,84.4 316.3
1.3 Losses from the exchange rate fluctuations............ 0.1
2. Local government special budget expenditures...... 55.9 58.9 73.0 113.1
2.1 Non-capital expenditure ........ccceeeeeveeeeireeeeiireeeenns 33.7 371 40.1 60.0
2.2 Capital expenditure ......cccceeeeveveeeecieeeeiieeeecieeeenns 22.2 21.7 33.0 53.1
2.3 Losses from the exchange rate fluctuations............ 0.0
Financial balance ........ccccceeeieriiiiiiieniienieeeeeeee e -8.5 -17.7 -6.0 -33.0

Source: The Ministry of Finance
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The structure of the local government budget as a percentage of GDP

2004 2005 2006 2007*

Local government budget revenues...........ccceevueereurernunenne 9.1 8.9 9.2 10.2
1. Local government basic budget revenues .............. 8.5 8.3 8.6 9.5
1.1 TAX FEVENUES.ceierrererreieeeereieeeeeireeeereeeeereeeeeneeeens 5.0 4.8 5.0 5.6

1.1.1 Personal income tax ....ccccceeevverveeenueersunennne 4.2 4.1 4.4 5.0

1.1.2 Taxes from Property .....cccceeeeevveeeescrveeescvneenns 0.8 0.7 0.6 0.5

1.1.3 Internal taxes on goods and services............ 0.0 0.0 0.0 0.1
1.2 NON-tAX FEVENUE ceetrrrrrruuueaaeeereeeeeerrrrrrenaienaeeeeeeaees 0.4 0.3 0.3 0.3
1.3 Foreign financial assistance.......cccceevveerveervveennnenn. 0.1 0.0 0.1 0.0
1.4 Self-earned revenue.......ccoevuerveeeviersiensieeneencenieene 0.6 0.7 0.7 0.7
1.5 Transfers from other budgets .......ccccevevvvererveeennns 2.4 2.5 2.5 2.9
2. Local government special budget revenues ............ 0.6 0.6 0.6 0.7
2.1 Tax on natural reSOUrCes ......cceevuerrvveerrueerireerseennne 0.0 0.0 0.0 0.0
2.2 Other reVENUES ..ccccvveeeeiieeeecireeeecreeeeeveeeeeereee e e 0.7 0.7 0.8 0.9
of which: Grants and donations .........ccccueeeeeveeeecveeeennen. 0.0 0.0 0.0 0.0

Transfers from other budgets .......ccceevveerveennrennnee. 0.3 0.3 0.3 0.5
Local government budget expenditures ..........cccccvereuvennne 9.2 9.1 9.2 10.5
1.  Local government basic budget expenditures ........ 8.5 8.4 8.6 9.6
1.1 Non-capital expenditure .......cccceveeeveeeercveeeerereeennnns 7.3 7.1 6.9 7.4
1.2 Capital expenditure ......ccceeeeeeveeeecieeeeiieeeerieeeens 1.2 1.4 1.6 2.3
2. Local government special budget expenditures...... 0.8 0.6 0.6 0.8
2.1 Non-capital expenditure .......cceeveveerveenseeerieernnennne 0.5 0.4 0.4 0.4
2.2 Capital expenditure .......cccceeevveeeeiieeieniieeeniieeeenne 0.3 0.2 0.3 0.4
Financial balance ........ccccccoooviriiiiiiiniiiiiieieeecceee -0.1 -0.2 -0.1 -0.2

* Forecasted GDP for 2007 is LVL 13,985.8 million
Source: The Ministry of Finance
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INDEBTEDNESS

Conservative debt management is a clear objective for the Latvian Government. In Latvia, Central
government debt and cash management is entrusted to the Treasury, which is subordinated to the Ministry
of Finance. The main objective for central government medium term debt management has been to provide
the Latvian government with the necessary financial resources at the lowest possible costs, by hedging the
financial risks and taking into account the development of both the Latvian capital market and the entire
financial system. In order to improve central government debt management, in 2006 the Treasury extended
a three-year period for the government’s funding plan.

Central government debt is issued to ensure the financial liquidity of the central government, to finance the
central government budget deficit and to refinance central government debt.

The ceiling on total central government debrt, i.e. central government domestic debt and central government
external debt is set out in the annual Law on Central Government Budget. The ceiling of central government
debt outstanding at the end of 2008 specified in the central government budget is LVL 1.19 billion.

The following table sets out Latvia’s outstanding central government debt in millions of LVL and as a
percentage of GDP at the end of each period indicated in the table:

2002 2003 2004 2005 2006 2007*
(LVL million)

Central government debt...................... 761.6 852.6 980.6 967.6  1001.1 1031.8
External .....ccooveveiieeiciiiieecieee, 468.5 424.0 554.9 543.7 581.5 635.1
DOmeStiC . uuueuueeeeeeiiiiiieeieeiieiiicceeenn, 293.1 428.6 425.7 423.9 419.6 396.7

(As per cent. of GDP)

Central government debt...................... 13.2 13.3 13.2 10.7 8.9 7.4
External ...oocccovvviiiniiiiniiinieiieeen, 8.1 6.6 7.5 6.0 5.2 4.5
DOMESEIC cuvvviriiiiiiiieeiieeeiieeeeeeeieeeeeenns 51 6.7 5.7 4.7 3.7 2.8

GDP (LVL million) veevveeevveeereerreerrrenns, 57583  6,392.8 74345 9,059.1 11,264.7 13,985.8

* Forecasted GDP for 2007 is LVL 13,985.5 million

Source: The Treasury

Latvia has met all principal and interest obligations on its central government debt since the renewal of its
independence in 1991.

Central government external debt

Central government external debt comprises borrowing from international financial markets as well as from
international financial institutions. Several euro denominated international bond issues have taken place in
1999, 2001 and in 2004. Currently, EUR 200 million Notes due 2008 and EUR 400 million Notes due 2014
are outstanding. As at 31 December 2007, the central government external debt was comprised of 66 per
cent. of bonds from the international financial markets, 19 per cent. of European Investment bank loans,
7 per cent. of World Bank loans and 8 per cent. of loans from other international financial institutions.

Central government external debt servicing costs depend on the fluctuations of interest rates in the financial
markets, although the proportion of debt with a floating interest rate is minor in the debt portfolio. Fixed
rate central government debt portion in the portfolio is maintained between 60-70 per cent. and at
31 December 2007 it was close to the bottom of the corridor at 60.2 per cent.
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The following tables set out the historical and projected central government external debt service payments
with respect to principal and interest for the periods indicated:

2002 2003 2004 2005 2006 2007

Type of Payment (LVL million)

Principal Payments ........cc........ 21.77 77.71 160.04 47.72 14.72 13.55
Interest Payments...................... 23.20 24.01 22.89 24.26 27.06 26.63
Total ceeeveiieiiiiieeeeeeeee 44.97 101.72 182.93 71.98 41.78 40.18

Source: The Treasury

Projection 2008 2009 2010 2011 2012

Type of Payment (LVL million)

Principal Payments ........cccceeeveveeeerveeeennnenns 170.90 15.30 13.45 9.12 7.13
Interest Payments .......ceeeeeeeeeeiireieeiinnnnniennnne 28.33 35.67 40.44 45.38 44.99
Total coveeeeieeieeee e 199.23 50.97 53.89 54.50 5212

Source: The Treasury

The following table sets out Latvia's central government foreign currency debt broken down by currency
for each of the years:

2002 2003 2004 2005 2006 2007
(LVL million)

CHEF .o 0.0 0.6 0.6 0.6 0.6 0.6
DKK e, 0.6 0.5 0.3 0.1 0 0
EUR e, 315.0 351.0 492.0 496.0 542.0 621.9
JPY 18.0 9.0 8.0 0 0 0
SEK . 0.2 0.2 0.1 0.07 0.03 0
USD e 120.0 54.0 51.0 38.0 31.0 25.7
XDR s 9.0 3.0 0 0 0 0
Total e 462.8 418.3 552.0 534.8 573.6 648.1

Source: The Treasury at book values

Central government domestic debt

Central government domestic debt is mainly comprised of tradable government securities and some short-
term funding facilities (overdrafts, credit lines etc.). Historically domestic government securities were used
as a basic financing instrument. A strategic emphasis is put on maintaining the development of the
government domestic securities market. A significant debt management objective is to ensure that the
outstanding debt in lats is not less than 25 per cent. Currently, there are 12 month short term T-bills, 2 and
5 year medium term T-bonds and 10 and 11 year long term T-bonds outstanding. Overdrafts and credit
lines are used for short term liquidity management. Short term T-bills are issued at a discount and redeemed
at a par on maturity. Medium and long term T-bonds are issued with a fixed interest rate (coupon paid
annually) and redeemed at par on maturity. The legal issuer of government domestic securities is the
Ministry of Finance, but all conditions for a new issue are set by the Treasury which acts on behalf of the
Ministry of Finance. The securities are issued in dematerialised form and sold via the RSE SAXESS trading
system at competitive multi-price and non-competitive (uniform price since 2002) auctions at a discount for
T-bills or yield for T-bonds. All government domestic securities are registered with the LCD and the
majority are listed on the RSE.
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The following table shows the structure of Central government domestic debt as a percentage at 31

December 2007:
LVL million
Type of Instrument per cent. (nominal values)
12 Month T-DillS .eevviiiiieiiiieiieeeeeeeee e 11.4 45.3
2 YEAr T-DONAS..eeiiiiiiiieiiieeiieerie ettt ettt eenaaeas 0.6 2.2
Rl B 073 1 e K USSR 30.2 119.9
10 year T-DOndS...cccuiiieeiieeeiieeeee ettt e e e e e 53.9 213.8
IV B T3 s Ve SR 0.5 2.1
Other DOTTOWINGS coovviiiieiiieieiieeeeiieeeesreeeeeteeeeeteeeeseaae e e beeeesssaeesesaneesnnens 3.4 13.4
TOTAL weeeeeeee ettt e e e e e e e e e e b e e e ara e e e e nta e e e nraeeeanraaeas 100 396.7
Source: The Treasury
Central government debt portfolio
Parameters Parameters 31.12.2006 Parameters 31.12.2007 Strategy
The share of the lats debt
in the portfolio per cent. 42 37 >25 %
Maturity profile per cent..... <uptoly <upto3y <uptoly <upto3y <uptoly <upto3y
13 30 22 30 <25 <50
Optimum share of fixed rate
in the portfolio................ 64.7 60.2 60 - 70
Duration (years) ...ccccceuueeee. 3.07 3.38 3.25 (+/- 0.25)
Foreign currency net debt
currency composition
PEI CENt. weveeereeiireeeeeannaeee EUR 98.9 EUR 99.8 EUR 100% +/- S

*if the yield of medium-term and long-term lats issues in the government domestic securities market made
by the Treasury in a 6 month period is less than 100 basis points above the EUR standard (respective term
EUR SWAP) rates, not later than in one year’s time the minimum share of the lats debt has to be ensured at

a level of at least 35 per cent.

Source: The Treasury

Central government debt has complied with the strategic parameters. In order to examine the validity of the
strategic indicators set, and to determine whether the defined indicator performance levels are optimal and
financially justified for the mid-term period, the Treasury has developed and applies a Cost-at-Risk model.
Plain vanilla derivatives are used to meet portfolio strategic benchmarks.
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TAXATION

The following is a general description of certain tax considerations relating to the Notes. It does not purport
to be a complete analysis of all tax considerations relating to the Notes. Prospective purchasers of Notes
should consult their tax advisers as to the consequences under the tax laws of the country of which they are
resident for tax purposes and the tax laws of the Republic of Latvia of acquiring, holding and disposing of
Notes and receiving payments of interest, principal and/or other amounts under the Notes. This summary
is based upon the law in effect on the date of this Offering Circular and is subject to any change in law that
may take effect after such date.

Latvian Taxation

Under existing Latvian laws and regulations, payments of principal and of interest on the Notes to an
individual who is a non-resident of Latvia or to a legal entity that does not maintain a permanent
establishment in, Latvia (together “Non-Latvian Holders”) will not be subject to taxation in Latvia, and no
withholding of any Latvian tax will be required on any such payments. In addition, gains realised by Non-
Latvian Holders derived from the sale or exchange of the Notes by Non-Latvian Holders will not be subject
to any Latvian income or capital gains tax, and no Latvian stamp duty, registration, transfer or similar taxes
will be payable in connection with the acquisition, ownership, sale or disposal of Notes by Non-Latvian
Holders providing that the sale or exchange of Notes will take place outside the territory of Latvia.

EU Savings Tax Directive

Under EC Council Directive 2003/48/EC on the taxation of savings income, each member state is required
to provide to the tax authorities of another member state details of payments of interest or other similar
income paid by a person within its jurisdiction to, or collected by such a person for, an individual resident
or certain limited types of entity established in that other member state; however, for a transitional period,
Austria, Belgium and Luxembourg may instead apply a withholding system in relation to such payments,
deducting tax at rates rising over time to 35 per cent. The transitional period is to terminate at the end of
the first full fiscal year following agreement by certain non-EU countries to the exchange of information
relating to such payments.

A number of non-EU countries, and certain dependent or associated territories of certain member states,
have adopted similar measures (either provision of information or transitional withholding) in relation to
payments made by a person within its jurisdiction to, or collected by such a person for, an individual
resident or certain limited types of entity established in a member state. In addition, the member states have
entered into provision of information or transitional withholding arrangements with certain of those
dependent or associated territories in relation to payments made by a person in a member state to, or
collected by such a person for, an individual resident or certain limited types of entity established in one of
those territories.
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SUBSCRIPTION AND SALE

HSBC Bank plc, UBS Limited, Banca Infrastrutture Innovazione e Sviluppo, Depfa Bank plc, DZ BANK AG
Deutsche Zentral-Genossenschaftsbank, Frankfurt am Main and Skandinaviska Enskilda Banken AB (publ)
(the “Managers”) have in a subscription agreement dated 4 March 2008 (the “Subscription Agreement”)
and made between the Republic and the Managers upon the terms and subject to the conditions contained
therein, agreed to subscribe and pay for the Notes at an issue price of 99.774 per cent of their principal
amount less a combined management and underwriting commission of 0.04 per cent of their principal
amount. The Managers are entitled in certain circumstances to be released and discharged from their
obligations under the Subscription Agreement prior to the closing of the issue of the Notes.

United States of America

The Notes have not been and will not be registered under the Securities Act and are subject to U.S. tax law
requirements. Subject to certain exceptions, Notes may not be offered or sold within the United States or
to, or for the account or benefit of, U.S. persons. The Managers have agreed that, except as permitted by
the Subscription Agreement, they will not offer, sell or deliver the Notes within the United States or to, or
for the account or benefit of U.S. persons. In addition, until 40 days after commencement of the offering,
an offer or sale of Notes within the United States by a dealer whether or not participating in the offering
may violate the registration requirements of the Securities Act.

Selling Restrictions Addressing Additional United Kingdom Securities Laws
Each Dealer has represented, warranted and agreed that:

(a)  Financial promotion: it has only communicated or caused to be communicated and will only
communicate or cause to be communicated any invitation or inducement to engage in investment
activity (within the meaning of section 21 of the FSMA) received by it in connection with the issue
or sale of any Notes in circumstances in which section 21(1) of the FSMA does not apply to the
Republic; and

(b)  General compliance: it has complied and will comply with all applicable provisions of the FSMA with
respect to anything done by it in relation to any Notes in, from or otherwise involving the United
Kingdom.

Latvia

The Managers have represented and agreed that the Notes have not been registered under the Law on the
Financial Instruments Market of Latvia and may not be publicly offered or sold within the territory of
Latvia. The Managers have represented and agreed that they have not publicly offered or sold, and will not
offer or sell, any Note within Latvia and that neither they nor any of their affiliates, nor any persons acting
on their or their affiliates behalf, have engaged or will engage in any directed public selling efforts in Latvia
with respect to the Notes. The Managers have further represented and agreed that they (A) have not offered
or sold, and will not offer or sell, the Notes to a person who is a resident of Latvia other than in accordance
with the laws of the Republic of Latvia and the Rules of the Financial and Capital Market Commission in

Latvia and (B) have not delivered and will not deliver within Latvia any Notes in definitive form that are
sold.

General

No action has been or will be taken in any jurisdiction by the Republic or the Managers that would, or is
intended to, permit a public offering of the Notes, or possession or distribution of this Offering Circular or
any other offering material, in any country or jurisdiction where action for that purpose is required. Persons
into whose hands this Offering Circular comes are required by the Republic and the Managers to comply
with all applicable laws and regulations in each country or jurisdiction in which they purchase, offer, sell
or deliver Notes or have in their possession, distribute or publish this Offering Circular or any other offering
material relating to the Notes, in all cases at their own expense.
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GENERAL INFORMATION

1.

Under the Law on Budget and Financial Management adopted on 24 March 1994, the Treasury, on
behalf of the Republic of Latvia, is entitled to borrow up to the aggregate limit of borrowing set down
in the budget law for the respective year. The budget law for 2008 has set a debt ceiling outstanding
of LVL 1,190.0 million for the year end 2008. The Minister of Finance, in a letter dated 3 March
2008, has confirmed that this issue of €400,000,000 5.50 per cent. Notes due 2018 does not breach
the budget law for 2008.

The Republic is not involved in any litigation or arbitration proceedings relating to claims or amounts
which are material in the context of the issue of the Notes nor, so far as the Republic is aware, is any
litigation or arbitration pending or threatened.

Application has been made for the admission to trading of the Notes on the Luxembourg Stock
Exchange’s regulated market. For so long as any of the Notes are admitted to trading on the
Luxembourg Stock Exchange and the rules of the Luxembourg Stock Exchange shall so require, the
Republic will maintain a Paying Agent in Luxembourg. Copies (and certified English translations
where the documents in question are not in English) of the following documents may be obtained
during normal business hours at the offices of the Paying Agent in Luxembourg:

(a)  the Fiscal Agency Agreement;
(b)  the Subscription Agreement;
(c)  the Deed of Covenant;

(d)  certified English translations of an extract from the Law on Budget and Financial Management
adopted on 24 March 1994;

(e)  the letter of the Minister of Finance dated 3 March 2008 2008 confirming that the issue of
Notes does not breach the budget law for 2008;

(f)  the regulations of the Treasury of the Republic of Latvia;

(g)  the Decree of the Ministry of Finance of the Republic of Latvia No. 19 dated 9 January 2006
“On the Treasury’s Authorisation”; and

(h)  the current version (relating to 2008) and any future publications (in English) of “The National
Budget”.

The Notes and any Coupons appertaining thereto will bear a legend to the following effect: “Any
United States person who holds this obligation will be subject to limitations under the United States
income tax laws, including the limitations provided in Sections 165(j) and 1287(a) of the Internal
Revenue Code”. The sections referred to in such legend provide that a United States person who holds
a Note or Coupon will generally not be allowed to deduct any loss realised on the sale, exchange or
redemption of such Note or Coupon and any gain (which might otherwise be characterised as capital
gain) recognised on such sale, exchange or redemption will be treated as ordinary income.

As at the date of this Offering Circular, a judgment obtained in an English court against the Republic
should be enforceable against the Republic in Latvia, as Council Regulation 44/2001 (hereinafter —
the Regulation) is directly applicable in Latvia. According to the Civil Procedure law of the Republic
of Latvia the application of the recognition and enforcement of the foreign judgment in Latvia shall
be submitted for decision to a district (city) court. The judgment of a foreign court after its
recognition in Latvia shall be executed according to the procedures specified in the Latvian Civil
Procedure Law.

The Notes have been accepted for clearance through Euroclear and Clearstream, Luxembourg. The
Notes will have the ISIN XS0350977244 and the common code 035097724.
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ISSUER

Republic of Latvia
The Treasury of the Republic of Latvia
Smilsu Street 1
Riga LV-1919

FISCAL AGENT

Deutsche Bank AG, London Branch
Winchester House
1 Great Winchester Street
London EC2N 2DB

PAYING AND LUXEMBOURG LISTING AGENT

Deutsche Bank Luxembourg SA
2 Boulevard Konrad Adenauer
L-1115 Luxembourg

LEGAL ADVISERS
To the Managers To the Managers
as to English law: as to Latvian law:
Clifford Chance LLP Liepa, Skopina/Borenius
10 Upper Bank Street Lacplesa 20a
London E14 5]] Riga, LV-1011

Latvia

To the Republic
as to English law:

Allen & Overy LLP
One Bishops Square
London E1 6AO
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