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The worst is behind us — but challenges remain

Global development

e The global economy cooled in the second half of 2012, but developments
have been mixed. While growth is picking up in the US and China, Japan
and the euro area are in recessions. We expect global GDP to grow by
3.1 % in 2013, and by 3.4% in 2014, a slight downward revision.

e Our “muddling-through” scenario is the new normal. The probability of its
being realised is up from 60% to 65%. Downside (20%) and upside (15%)
risks are now more balanced and relate to the policy agenda. Both in the US
and in Europe, politicians are flirting with disaster, but, if managed well, con-
fidence amongst households, companies, and financial markets could rise
and support growth.

Sweden

e Following three quarters of relatively strong growth, the Swedish economy
appears to have slowed sharply in the closing quarter of 2012, due to a
combination of weaker external demand and increasing gloominess amongst
households and companies.

12 e The recovery will be slow in the early part of 2013 and thereafter pick up on
the back of more expansionary economic policies, stabilising external mar-
kets, and a renewed willingness to spend on behalf of consumers. Growth

Estonia: Domestic economy
safeguards growth

Latvia: Resilient exports build is forecast at 1.1% in 2013 and 2.6% in 2014. Combatting rising unemploy-
base for growth 16 ment will be the main policy challenge ahead of elections in 2014.
Estonia

e Economic growth slowed substantially in 2012 but remained the highest in
the euro area. Increasing investment activity based on EU-financed infra-
structure projects was the main growth driver.

policy is key 20 e Due to fragile external demand conditions in Nordic countries, export per-
formance will remain weak over the first half of 2013. In addition, state-
financed investments are expected to be somewhat smaller than in 2012. As
a result, we are lowering the GDP growth forecast for 2013 to 3.1%. Growth
is expected to pick up to 4.5% in 2014.

Latvia
e GDP rose by 5.6% in the first nine months of 2012. Exports and household

spending have remained strong, while investment growth has dipped. The
improved fiscal stance and better chances to adopt the euro in 2014 have
led to higher sovereign ratings and cheaper government borrowing.

Lithuania: Investments will
drive growth, but economic

e We expect growth to slow from 5.4% last year to 4.1% in 2013 due to weak
external demand and tougher competition in export markets. Growth is antic-
ipated to pick up to 5% in 2014, when the personal income tax is cut further,
global conditions improve, and Latvia joins the euro area.

Lithuania

e The economy expanded in line with our forecast in 2012, and household
consumption and exports surprised on the upside, but investments grew
slower than expected. Average annual inflation decreased to 3.1% but was
slightly above our forecast. Lithuania did not formally apply to join the EMU.

e We have lowered our GDP growth forecast for 2013 and 2014 to 4.0% in
both years, mainly due to a weaker outlook for main export markets and
domestic policy uncertainty. The budget deficit is expected to decline further,
but inflation will remain the main obstacle to joining the euro area.
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Hit by the weak global economy
— but set for stronger upturn

Sweden and the Baltic countries on
average performed better in 2012 than
envisaged in our October forecast.
Growth is estimated at around 3% in
Estonia and Lithuania, and to have
reached almost 5.5% in Latvia and just
above 1% in Sweden. Our estimation
for the fourth quarter of last year, how-
ever, is that growth slowed in the Baltic
countries and that the GDP level fell in
Sweden.

Except in Latvia, GDP growth has been
revised down for 2013. GDP will con-
tinue to grow by just above 3% in Esto-
nia and just above 1% in Sweden, while
reaching 4% or slightly above in Latvia
and Lithuania. We see somewhat lower
growth in the global economy as well.
Prospects look somewhat better in the
US and in China, while recessions still
prevail in the euro area and Japan.
Towards summer, we expect activity
to start to grow slowly also in the euro
area, thus strengthening external de-
mand for Swedish and Baltic compa-
nies’ products.

In 2014, therefore, when the global
economy is expected to grow by 3.4%
in our main “muddling-through” sce-
nario, growth is foreseen to reach just
above 2.5% in Sweden, and 4-5% in
the Baltic countries — relatively strong
upturn compared with many other Eu-
ropean countries.

Macro economic indicators, 2011- 2014

Global growth will still perform below
its potential. Fiscal and credit austerity
remains a constraint, especially in Eu-
rope, but also to some extent in the US.
The negative effects on growth from
deleveraging and budget consolidation
cannot be compensated for by expan-
sionary monetary policy and structural
reforms in the advanced economies.
However, the stimulus implemented in
emerging markets should support glo-
bal activity, and the growth momentum
in these countries is already stronger.
Emerging markets — now representing
more than half of the global economy
— will make up 80% of global growth
in 2013, a share we foresee falling to
72% in 2014 as advanced economies
strengthen somewhat.

We see a higher probability for our main
scenario at 65%, compared with 60% in
October, since the “fat tails” in the euro
area began to decrease when institu-
tional reforms gained strength. We are
raising upward risks to 15% (from 5%)
and lowering downward risks from 35%
to 20%. Amongst the upward risks, we
see higher confidence, as policy chal-
lenges are addressed and stimulus
programmes in emerging markets give
a more positive impact. Amongst the
downward risks, we see increased tur-
bulence in the euro area, as problems
in Spain and Italy worsen again with
widening interest rate spreads, finan-

2011 _2012e_2013f 2014f

Real GDP growth, annual change in %
Sweden (calender adjusted)
Estonia
Latvia
Lithuania
Unemployment rate, % of labour force
Sweden
Estonia
Latvia
Lithuania
Consumer price index, annual change in %
Sweden
Estonia
Latvia
Lithuania
Current account, % of GDP
Sweden
Estonia
Latvia
Lithuania

3.8 1.1 1.1 2.6
8.3 3.0 3.1 4.5
5.5 54 4.1 5.0
5.9 3.3 4.0 4.0
7.5 7.7 8.3 8.2
125 103 10.0 9.4
162 150 136 116
153 132 1.5 10.0
3.0 0.9 0.3 1.9
5.0 3.9 3.2 2.7
4.4 2.3 1.9 3.5
4.1 3.1 3.3 34
7.3 6.8 6.5 6.3
2.1 21 -39 -32
24 20 -24 -34
37 -10 -08 -14

Sources: National statistics authorities and Swedbank.

cial market turbulence, and a negative
spiral of deleveraging, depression, and
deflation. Moreover, continuing political
gridlock in the US would reduce growth
more than envisaged, and tensions be-
tween China and Japan, as well in the
Middle East, could put the global econ-
omy at risk.

Sweden showed a quarterly growth of
0.5-0.7% in the first three quarters in
2012, but GDP is now estimated to have
shrunk by 0.6% in the fourth quarter; it
is expected to stabilise in the begin-
ning of this year. Factors contributing to
the Swedish economy’s putting on the
brakes are faltering external demand
and weaker domestic activity. The
strong krona and increasing unit labour
costs are adding to the challenges. As
production levels fall, companies adjust
employment, and thus we foresee un-
employment increasing until late 2013
before falling only marginally in 2014,
to 8.2% on average. Public finances
remain relatively robust, but a lower
growth forecast for 2013 and additional
spending initiatives will raise the defi-
cit to just above 1% of GDP this year
and next. We foresee public spending
at SEK 5-10 billion, additional to the
already budgeted increase of SEK 23
billion, for 2013, and another SEK 25
billion for 2014, which is an election
year. This also means a smaller chance
of reaching the 1% surplus target over
the business cycle. Monetary policy will
continue to be expansionary, and the
krona will remain at the current strong
level. We foresee an additional inter-
est rate cut during the spring of 2013.
Despite high unemployment and con-
sumer price pressures being well below
the inflation target, the policy interest
rate is seen as rising in early 2014. The
main reason would be the concerns of
the household debt level among the
Riksbank’s Executive Board members.

Estonia’'s GDP is estimated to have
grown by 3.0% in 2012, slightly higher
than our forecast in October. Increas-
ing investment activity was the main
growth driver, while exports weakened
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markedly; this also had a negative im-
pact on external balances. In 2013,
domestic demand will again be the
main supporter of growth. Since state-
financed investment will cool somewhat
and companies remain cautious about
investing in the subdued external cli-
mate, our GDP forecast for next year
has been lowered to 3.1%, from 3.7%
in October. In 2014, we project GDP
growth to reach 4.5% as external de-
mand improves. In early 2013, private
consumption will slow as risk aversion
picks up and inflation rises, mainly due
to higher electricity prices; however, it
will strengthen thereafter in line with
lower unemployment and decreas-
ing consumer price pressures. \Wage
growth has so far been subdued, but,
due to labour supply constraints, it
could increase faster than productivity
growth and thereby hurt competitive-
ness. Public finances remain solid, and
the external debt burden continues to
ease.

We estimate that, after growing by
5.5% in 2011, Latvia’s GDP increased
by 5.4% in 2012. Surprisingly strong
exports despite weakening growth of
trading partners, and decreased import
propensity contributed to higher net ex-
ports. Employment has strengthened,
and unemployment has continued
to decrease; also inflation has come
down, supporting a somewhat stronger
growth in private consumption than en-
visaged. We expect GDP growth to cool
to 4.1% in 2013, still stronger than ex-
pected in October, due to a larger carry
over from 2012. Supported by strong-
er external demand, local labour tax
cuts, and higher confidence amongst
households and companies, growth is
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expected to pick up and reach 5.0% in
2014. Improved fiscal balances — and
good chances of fulfilling the Maastricht
criteria and introducing the euro in 2014
— have led to higher sovereign credit
ratings. Government bonds issued in
December were thus issued at their
historically lowest yield, making possi-
ble an early repayment of the full IMF
emergency loan. While forecast risks
are mainly external, domestic risks can
be linked to capacity constraints and a
stalling of reforms.

Lithuania’s estimated growth rate in
2012, at 3.3%, is unchanged from our
October forecast. However, while do-
mestic demand seems to have been
weaker than projected, net exports
contributed positively to growth as ex-
ports surprised on the upside. Invest-
ments, especially, — including invento-
ries — were hit by the dampened exter-
nal climate, while private consumption
surprised on the upside. Going forward,
we have lowered our GDP forecast
for 2013 marginally to 4.0%, but more
substantially for 2014, as it is seen to
remain at 4.0% (4.5% in October). The
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main reasons for lower forecast are
more cautious investment and recruit-
ment by companies, as external con-
cerns carry over into domestic concerns
about stagnating reforms and policy un-
certainty. Thus, unemployment will not
fall below 10% in 2014, as earlier en-
visaged. While public finances are im-
proving and the deficit continues to fall
towards 2% of GDP — which would sup-
port European Monetary Union (EMU)
membership — the inflation outlook is
more uncertain, as electricity prices as
well as the minimum wage will rise. In
any event, Lithuania has not formally
applied for EMU membership. Unless
the Lithuanian government sets a clear
accession date and applies measures
to guard price stability, membership
may have to be postponed until 2017
or later.

Sweden and the Baltic countries will
continue to grow despite the weaker
global economic climate, but growth will
be below potential, and structural ef-
fects on the economies will be stronger,
especially in the manufacturing sector.
In these circumstances, to implement
reforms that create better fundamentals
for growth is the best our countries can
do. Even if the investment climate has
cooled, this may be exactly the right
time to invest — both in the private and
public sectors.

Cecilia Hermansson
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Wanted! A clear turnaround in 2013!

After more than five years of extraor-
dinarily high financial and economic
stress, the global economy has become
more diverse. While the American and
Chinese economies are strengthen-
ing, albeit with hesitation and linger-
ing downward risks, the European and
Japanese situations have worsened
with new recessions to overcome. Also,
in Brazil, India and Russia, challenges
are large, and stimulus programmes
designed to support growth have to
be carefully implemented to avoid new
phases of overheating since there are
capacity constraints.

We project global growth at 3.1% in
2013, marginally higher than the esti-
mated 3.0% last year. A turnaround in
the euro area is expected towards sum-
mer, although the deepest fall in activity
may already be behind us as indicated
by the global purchasing managers’ in-
dex (PMI). With most regions picking
up in the second half, growth in 2014
will strengthen and reach 3.4%. It is dif-
ficult to pinpoint the exact time for the
turnaround as it is dependent on many
political decisions affecting confidence
amongst companies and households; it
could very well take longer for the euro
area to return to the recovery path.

Swedbank’s GDP forecast - Global
(annual percentage change)

We regard the “muddling-through”
scenario to be the most probable, sug-
gesting continued struggles, mainly in
Europe and the US, while governments
carry out fiscal reforms and consolida-
tion programmes, find the proper regu-
lations and central banks continue to
pursue expansionary monetary policy.
As in all phases of recuperation after
a severe banking crisis, growth will be
lower and unemployment higher than in
normal recovery periods. Global growth
of around 3-3.5% may not be great, but
considering the difficult position, espe-
cially of mature economies, it is positive
that the relatively strong developments
in most emerging markets are continu-
ing to support the world economy.

Most of the slowdown may
already be behind us

In the second half of 2012, activity
dampened markedly, much more so
than we had foreseen at the beginning
of the year. Europe and Japan entered
or came close to recessions, but growth
also slowed in China, India, Brazil,
Russia, and the Nordic countries, al-
beit from higher levels. The US was the
most important exception as quarterly
growth in the third quarter picked up to
a better-than-expected 0.7%.

Qutcome January 2013 October 2012

2011 2012 2013 2014 2012 2013 2014

us 1.8 2.2 2.0 2.3 2.1 1.8 2.4
EMU countries 1.4 -0.4 -0.3 0.7 -0.5 0.1 0.8
Of which:  Germany 3.0 0.9 0.2 1.5 0.9 1.0 1.6
France 1.7 0.0 0.1 0.7 0.2 0.5 1.1

Italy 0.6 -2.1 -1.1 0.0 2.2 -1.0 0.2

Spain 04 -1.5 -1.1 0.1 -2.0 -1.2 0.3

Finland 2.8 -0.2 0.5 2.0 0.5 1.2 2.0

UK 0.8 -0.1 1.0 1.7 0.0 1.0 1.7
Denmark 1.1 -0.5 0.4 1.3 0.2 1.1 1.3
Norway 1.3 3.2 2.0 2.3 3.8 2.0 2.5
Japan -0.7 1.8 0.7 1.2 2.2 1.3 1.2
China 9.2 7.7 7.9 7.5 7.9 7.8 7.6
India 7.2 5.5 6.0 6.5 6.2 6.5 6.8
Brazil 2.7 14 3.5 4.0 2.0 3.9 41
Russia 4.3 3.6 3.7 4.1 3.8 3.9 4.3
Global GDP in PPP 3.6 3.0 3.1 3.4 3.0 3.1 3.5
Global GDP in US$ 2.7 2.3 2.3 2.8 2.2 2.3 2.7

Sources: National statistics and Swedbank.

1/ Countries representing around 70 % of the global economy.
2/ Weights from World bank 2011 have been used. If the same weights had been used in October,
global GDP growth had been 3.1%, 3.2% and 3.5% for 2012, 2013 and 2014, respectively.

Although the euro area made progress
in the institutional area, growth fal-
tered — not least in southern Europe,
where unemployment rose to historical
highs. The opposite was true for the
US where growth picked up and insti-
tutional weaknesses became more vis-
ible as the country proceeded towards
the fiscal cliff. A temporary relief was
given right after New Year as tax hikes
for 98% of the population were voted
against by Congress, but many chal-
lenges remain. Moreover, the agree-
ment reached will reduce growth this
year by about one percentage point. In
the euro area, politicians took a step to-
wards a banking union, agreeing on su-
pranational supervision of banks. Two
earlier steps taken towards better crisis
management had already strength-
ened financial market confidence: inter-
est spreads fell after the establishment
of the European Stability Mechanism
(ESM) allowed for the transfer of funds
to crisis-struck countries; and the Euro-
pean Central Bank's (ECB’s) outright
monetary transactions (OMT) made
possible purchases of government
bonds on the secondary market. How-
ever, these achievements in reducing
financial fragmentation may not last if
confidence is hit again.

Many policy challenges remain

Even if there have been institutional im-
provements and some countries’ busi-
ness cycles have been strengthened,
many challenges remain in 2013. In Eu-
rope, Spanish and lItalian interest rate
spreads may start rising again, raising
the likelihood that these countries will
apply for support programmes with the
ECB, the EU Commission, and the Inter-
national Monetary Fund (IMF), the con-
dition for receiving support through the
ESM as well as the OMT. A complicat-
ing factor is the parliamentary elections
in Italy in February and in Germany in
September, as politicians may put more
emphasis on short-term votes than on
long-term, viable solutions. There are
still important actions needed, such as
establishing common rules and man-
agement of a banking resolution and
deposit guarantees. In addition, un-
certainties surround the outlook for a
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stronger political union, not least the
shortage of democracy within the euro
area and the opaque decision-making
practices amongst politicians. Overall,
the biggest challenge is to continue to
find a balance between budget auster-
ity and growth, and there are risks of
increased social and political unrest in
southern Europe. In the euro area, the
alternatives to budget consolidation are
less obvious than in the US or the UK,
where financial markets have so far re-
mained relatively confident. Even so,
the speed and depth of consolidation
could be altered somewhat to avoid a
negative spiral of deleveraging, depres-
sion, and deflation, and thus limit the
unemployment.

In the US, the first step to avoid the fis-
cal cliff has been taken, but many steps
remain since it did not tackle long-term
fiscal sustainability at all. In late Feb-
ruary/early March, the debt ceiling will
be breached unless Congress decides
to raise it from the current $16.4 tril-
lion. Again, as in the summer of 2011,
creditworthiness may be downgraded,
and turbulence on financial markets
may escalate. The trigger date for
sequestration is March 1; this would
mean $600 billion a year in automatic
spending cuts across 1,000 govern-
ment programmes. Republicans are
demanding spending cuts to add to
the initial tax package already agreed,
while democrats see more room for
revenue increases, and there is a risk
of continued political gridlock. By March
27, lawmakers must have renewed the
continuing resolutions that substitute
for a fully fledged budget; otherwise,
the federal government will be shut
down. Additional issues to be included
in the congressional negotiations are
gun control, immigration, and climate
change; this will make it more difficult
reach an agreement, not least on the
medium-term budget needed to be con-
solidated to avoid large deficits and an
unsustainably high federal debt. Other
challenges include higher structural un-
employment and a lower participation
rate, which if not addressed, will make it
harder to sustain high growth and fiscal
robustness in the years to come.

In China, the new leadership will have
to balance the need for stimulus with

Unemployment rates (percent of labour force)
25 7

20 <

0

= Spain

Greece

Portugal

Euro area

= France

g us
S'W

Germany

e Japan

2005 2006 2007 2008 2009

2010 2011 2012

Source: Reuters EcoWin

the risk of again building up too much
capacity and thereby, increasing the
prospects of a hard landing. Chinese
economic policy is entering a phase
of fine-tuning, as growth is targeted at
around 7%, at the same time, it should
not fall much below 7% as this may af-
fect social and political stability. Finan-
cial stress is another problem, hidden,
but occurring not least in the growing
shadow-banking system. Corruption
is another concern; it makes it harder
to take sound political decisions since
they can upset vested interests.

Japan has new political leadership as
the Liberal Democratic Party (LDP) and
Prime Minister Shinzo Abe have re-
gained power. The challenges can be
identified as weak growth, deflation, de-
mographics, aggravated relations with
China affecting the business communi-
ty, divided views on nuclear power, and
the need to build up the crisis-struck
areas after the tsunami. As Japan has
had six prime ministers in six years, the
chance of establishing a more stable
political situation is not evident.

Emerging markets in general, and In-
dia and Brazil in particular, will have
to balance new stimulus programmes
with the risk of overheating, as infla-
tion tends to rise quickly when growth
strengthens. Efforts to build capacity in
infrastructure and labour markets are,
therefore, much needed.

The policy challenges will be
handled - albeit at the last
minute

As fiscal policy tightening will reduce
growth in most mature economies, it
will be necessary to find growth impe-
tus elsewhere. In our main muddling-

through scenario, the recovery is ex-
pected to start towards the second half
of this year in the euro area, and thus
add to the strengthening of growth al-
ready occurring in other parts of the
world, mainly in the US and in emerging
markets. The recovery will remain slow
due to the combination of fiscal and
credit austerity, and the large uncer-
tainties surrounding political decisions.
In our main scenario we assume that
most challenges with regard to institu-
tional reforms and fiscal policies will be
dealt with, albeit at the last minute and
with compromises that cause subpar
outcomes for the global economy.

The main driving forces for growth will
be 1) moderately sized stimulus pro-
grammes in emerging markets, such
as investments in infrastructure and
increased credit availability; 2) policy
interest rates near zero and greater
quantitative easing in the US, UK, Ja-
pan, and a “loaded bazooka” in the ECB
strengthening confidence; 3) fewer un-
certainties in the US, as the fiscal cliff
is assumed to have been taken care
of towards the second quarter of this
year, thus making the recovery more
robust; and 4) a weaker euro, at least
in the next few quarters, supporting ex-
ports from the euro area, and major unit
labour cost cuts, making crisis-struck
economies more competitive.

Commodity prices in terms of oil are
still expected to fall during 2013, but the
level will be higher than in our October
forecast since it rose towards the end
of 2012. In line with increased produc-
tion in the US and Saudi Arabia, large
stocks, and weaker growth in the first
half of this year, the oil price is expect-
ed to fall, reaching $106.5 per barrel in
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2013, before increasing to an average
of $109 in 2014, when demand picks
up. Metal prices are also assumed to
increase in line with a more robust re-
covery going into 2014. Food prices
fell in 2012 but are expected to rise
in 2013 since food stocks have come
down; they will level off in 2014 when
production increases. Inflation pres-
sures will remain subdued in the global
economy, except in emerging markets,
where spare capacity is low and/or the
increase in food and energy prices
strongly affects consumer prices.

The main scenario is more than 80%
driven by growth in emerging markets
during 2013. This share is expected to
fall to 72% in 2014, when growth re-
turns in Europe, picks up in Japan, and
increases in the US from 2.0% this year
to 2.3%. Housing, credit, and labour
markets in the US are expected to con-
tinue to improve, but spending cuts will
hold back growth somewhat. The euro
area will see GDP fall two years in a row
(2012-2013), but growth rates will be-
come slightly positive in the second half
of 2013, and more so in 2014. Southern
Europe will lag, as GDP will continue to
fall in 2013 and unemployment rates re-
main high. Germany should do some-
what better as the relatively strong la-
bour market is supporting the domestic
economy and the main downturn is
assumed to have occurred in the last
quarter in 2012; before the economy
stabilises in the beginning of this year,
and show growth already in the second
quarter. The low growth rate of 0.2% in
2013 is thus mainly due to the fall at the
end of last year, which was caused by
lower external and domestic demand.

Interest and exchange rate assumptions

In Asia, Japan plans to stimulate the
economy with a new fiscal package,
but the most important step it could
take would be to improve relations
with China, thus strengthening ex-
ports. A higher inflation target will mean
more monetary stimulus, and the yen
is weakening on these expectations.
Growth will increase from 0.7% this
year to 1.2% next year. GDP growth
in China is also expected to increase,
from 7.7% in 2012 to 7.9% this year, as
the recovery has become more robust
lately. In line with development plans,
a stronger yuan, and the continued ef-
forts to rebalance the economy towards
consumption, growth rates will reach
only 7.5% next year. In other emerg-
ing markets like Brazil and India, this
year will be better than 2012, and, with
structural reforms and stimulus impetus
— as well as a better outlook for more
advanced economies — growth is set to
strengthen even further during 2014.

Main risks and alternative
scenarios

Compared with the previous forecast,
the probability of the main scenario
has increased somewhat, from 60% to
65%. Fewer political uncertainties are
seen than in 2012, as the euro area
has taken a step forward and the US is
about to sort out its budget problems.
The muddling-through scenario has
been fairly accurate, and the likelihood
it will continue to do so also in 2013 and
2014 has risen as very negative “tail-
risks” have decreased in the euro area.
Our forecast has also become more
balanced, as downward risks are more
comparable in probability to upward
risks (20% and 15%, respectively).

Outcome Forecast

30 Jun 31Dec 30Jun 31 Dec
2013 2013 2014 2014

14 jan
2013

Policy rates
Federal Reserve, USA
European Central Bank
Bank of England
Bank of Japan

Exchange rates
EUR/USD
EUR/GBP

USD/CNY
USD/JPY

Source:Reuters Ecowin and Swedbank

0.25 0.25 025 0.25 0.25
0.75 0.75 0.75 0.75 0.75
0.50 0.50 050 0.75 1.00
0.10 0.10 0.10  0.10 0.10

1.34 1.27 1.20 1.25 1.25
0.62 0.82 0.80 0.78 0.76
6.22 6.07 5.93 5.78 5.63

89 92 95 95 97

Amongst the risks that would cause
the outcome to become more nega-
tive, we find the following: 1) increased
financial market instability, with wider
interest rate spreads due to aggravated
problems in Spain and lItaly (including
the election in the latter), prompting a
request for support through the ESM
and OMT, and new turbulence also as
a consequence of increased skepticism
in UK leading to a referendum and/or
increased social unrest in southern Eu-
rope; 2) political gridlock continuing in
the US, causing the automatic spend-
ing cuts to go through and thereby re-
ducing growth more than envisaged;
3) higher commodity prices than as-
sumed, not least if bad harvests raise
food prices, and geopolitical tensions,
as well as quantitative easing, raise oil
prices; and 4) tensions between Japan
and China breaking out in military con-
flict, and other geopolitical risks such as
the Middle East and North Korea. After
our forecast period, risks related to exit
strategies from excess liquidity appear.

Amongst the risks that would improve
the outlook, we find the following: 1)
much higher confidence after US and
euro area political uncertainties have
been overcome thereby increasing the
will to invest, recruit, and consume; 2)
stronger positive effects from quantita-
tive easing, not only on financial mar-
kets, but also in the real economy; 3)
more stimulus in emerging markets and
larger effects from these stimulus pro-
grammes than envisaged; and 4) lower
commodity prices than expected.

Mature economies have fewer possibil-
ities to combat a recession, since fiscal
and monetary policy tools are less us-
able than in 2008-2009. As a negative
scenario would constitute a large risk
to the world economy, politicians have
a great responsibility to avoid such a
scenario. In addition, it is time to focus
more on structural reforms — which al-
ready are a reality in parts of Europe —
to improve product and labour markets,
as well as fiscal/public sector manage-
ment. These reforms need to become
more important also in Japan, the US
and emerging markets — if they do not,
the negative risks for the global econo-
my would increase in the longer term.

Cecilia Hermansson
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Sweden: Decent recovery after blow to growth

A significant number of short-term in-
dicators now suggest that economic
growth turned negative in the last quar-
ter of 2012, after being resilient in the
previous three quarters. Although this
slowdown came later than we predict-
ed in our October forecast, the growth
contraction in the fourth quarter is suf-
ficiently large as to leave the overall
forecast for 2012 unchanged, at 1.1%.

We do not expect a rapid rebound, pri-
marily due to a sharp increase in uncer-
tainty amongst households and compa-
nies, which is eroding confidence and
delaying consumption and investment
decisions. Last year’s worsening of the
labour market and deterioration in glo-
bal demand will have a lasting impact
in 2013. Although policy uncertainty
has decreased, particularly in Europe,
the long-term challenges in most devel-
oped economies will constrain export
market growth for Swedish companies.
In addition, competitiveness will be
challenged by a relatively strong krona
and by cost-cutting measures taken
abroad. Thus, the frailty of external
demand, combined with the increased
weakness in domestic demand, cause
us to revise down our growth forecast
for 2013 to 1.1% from 1.7% in our Oc-
tober forecast. Growth is expected to
pick up in the latter half of 2013 and
reach an annual rate of 2.6% in 2014.

Key Economic Indicators, 2011 - 2014 "

Unemployment is forecast to rise and
will decline only modestly after peaking
in the second half of 2013. This will be
the main policy challenge in the short
and medium term.

Short-term risks to the Swedish econ-
omy are principally a further worsening
of external demand and entrenchment
of negative sentiments amongst house-
holds and companies. In the medium
term, there is also a risk that the cred-
ibility of the rules-based economic pol-
icy framework in Sweden will weaken.
Although the drawn-out period of low
growth has strained policymaking far
more in the rest of Europe and the US,
it is also taking a toll on the Swedish
policy framework.

In Sweden, the fiscal framework, which
is anchored by a surplus target over
the business cycle, is being loosened
to avoid contributing to the oncoming
economic slowdown.

The Swedish public finances can sus-
tain this, in contrast to those in many
other European economies, due pri-
marily to the low public debt. Also, the
possibility of expanding the monetary
policy framework to explicitly encom-
pass macroprudential aspects, such
as household debt ratios, has been
discussed. While these changes to the
macroeconomic policy framework are

2011 | 2012e 2013f 2014f

Real GDP (calendar adjusted)
Industrial production

CPI index, average

CPI, end of period

CPIF, average ?

CPIF, end of period

Labour force (15-74)

Unemployment rate (15-74), % of labor force

Employment (15-74)

Nominal hourly wage whole economy, average

Nominal hourly wage industry, average

Savings ratio (households), %
Real disposable income (households) ¥
Current account balance, % of GDP

3.8 1.1 1.1 2.6
6.7 -3.2 0.5 3.5
3.0 0.9 0.3 1.9
23 -0.1 1.0 24
1.4 1.0 1.2 1.6
0.5 1.0 1.5 1.6

1.2 0.7 0.4 0.6
7.5 7.7 8.3 8.2
21 05 -02 0.6
24 3.2 2.9 3.0
25 3.1 27 2.9

10.1 104 105 100
3.5 2.6 2.4 23
7.3 6.8 6.5 6.3

General government budget balance, % of GDP # 0.2 -0.4 -1.1 -1.2

General government debt, % of GDP ¥

38.3 379 386 383

Sources: Statistics Sweden and Swedbank.

1/ Annual percentage growth, unless otherwise indicated.

2/ CPI with fixed interest rates.
3/ Based on short-term earnings statistics

4/ As measured by general government net lending.

5/ According to the Maastricht criterion.

in our view a reasonable response to
the changing realities brought about by
the financial crisis, the lack of an ex-
plicit formulation of new rules could cre-
ate unnecessary uncertainties. This, in
itself, could prolong a full recovery from
the crisis.

Sluggish export performance

The global economic slowdown in-
creasingly impaired the Swedish export
industry in the second half of 2012. The
purchasing managers’ index (PMI) for
manufacturing fell to its lowest level
since 2009, and the numbers of new or-
ders continued to contract. The Swed-
ish exports fell significantly, particularly
to the EU but also to the emerging mar-
kets in Asia. Exports of vehicles, tele-
com products, and intermediate goods
accounted for the largest decline. The
total export volume dropped by 2.3%
annually in the third quarter of 2012, but
on average the outcome for the three
quarters was marginally higher (0.2%)
than in the corresponding period of
2011.

Weak global demand, together with a
relatively strong krona, is an unusual
combination and a challenge for Swed-
ish exporters. This has affected com-
panies’ pricing strategies. Although the
krona has strengthened, export prices
in foreign currency have not been
raised by the exporters, which means
that prices in Swedish currency have
fallen. Prices on exported goods fell
by 4.3% at an annual rate in the third
quarter, while export prices for services
decreased by 0.2%. Thus, profit mar-
gins in the manufacturing sector will be
squeezed, and additional productivity
measures will be needed to maintain
profitability. The alternative, to increase
export prices in foreign currency, would
instead lead to smaller export volumes
and losses of market shares.

In our updated global outlook, world
market growth for Swedish exporters
is expected to be slower during 2013
than we expected in October. This is
mainly because of a deeper contrac-
tion of demand in the EU that weakens
Swedish export performance, particu-
larly as this region accounts for more
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than 55% of Swedish exports. Demand
from the emerging markets will also be
negatively affected by the slow growth
in the OECD countries. Uncertainties
about the global outlook, high unem-
ployment rates, and low utilisation rates
will dampen investment activity, both
in mature and in emerging markets.
We expect a recovery in world market
growth in the second half of 2013

The competitiveness of the Swedish
industry worsened during 2012 due to
higher growth in unit labour costs and
a stronger krona. The unit labour cost
is estimated to have grown by 2.5% in
2012, but it is expected to gradually de-
celerate during 2013 and 2014, t0 1.7%
and 1.2%, as wage increases will be
lower and productivity growth higher.
The krona is assumed to remain rela-
tively strong throughout the forecast
period and this will continue to be a
challenge Swedish export companies.

An expected decrease in the fourth
quarter last year implies that export
growth will be close to zero for all of
2012. For 2013, we revise down total
export growth to 1.0% from 2.8% in
October on account of weaker world
market growth and negative carry-
over from 2012. Although we foresee
export growth of 4% in 2014, this is a
sluggish recovery and below the long-
term trend. Import growth is expected
to pick up due to inventory restocking
and a recovery of domestic demand.
The growth contribution to GDP from
foreign trade will therefore be slightly
negative in 2013-2014.

Swedbank’s GDP Forecast — Sweden

Changes in volume, %

Swedish export developments by destination (annual percentage change)
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Limited willingness to invest

Gross fixed investment has started to
decelerate after a strong rebound since
2009. In the third quarter of 2012, the
investment volume increased by mere-
ly 0.7% annually, compared with 3.1%
and 10.5% in the second and first quar-
ters. The largest drop was recorded in
residential investments, which declined
by 12.8% in the third quarter. Within the
business sector, excluding housing, the
trends were divergent. Investments in
the private services sector decreased
significantly in 2012 while in the manu-
facturing industries investments contin-
ued to rise, driven primarily by expand-
ing production capacities in mining and
energy. Public investments picked up
mainly on account of municipalities.
Overall, gross fixed investment in-
creased by 4.8% at an annual rate dur-
ing the first three quarters of 2012.

Uncertainty about the global outlook, a
low utilisation rate, and declining pro-
duction will have a larger negative im-

2011 2012e" 2013f" 2014f"
Households' consumption expenditure 21 14 (1.5) 2.1 (2.5) 3.0 (2.6)
Government consumption expenditure 11 0.5 (0.8) 0.8 (0.6) 1.1 (0.9)
Gross fixed capital formation 6.4 3.1 (3.2) 1.0 (2.2) 4.2 (3.7)
private, excl. housing 6.2 6.8 (6.9) 1.7 (3.1) 5.1 (4.4)
public -1.4 2.9 (0.9) 3.1 (0.4) 2.9 (2.6)
housing 14.7 -8.1 (-6.1) -3.5 (0.7) 22 (2.4)
Change in inventories % 0.5 -0.8 (-0.9) -0.2 (0.0) 0.0 (0.0)
Exports, goods and services 7.0 0.0 (0.2) 1.0 (2.8) 4.0 (3.5)
Imports, goods and services 6.3 -0.6 (-0.1) 1.5 (3.5) 4.7 (3.6)
GDP 3.7 0.8 (0.8) 1.1 (1.7) 25 (24)
GDP, calendar adjusted 3.8 1.1 (1.1) 1.1 (1.7) 2.6 (2.5)
Domestic demand (excl. inventories) # 2.5 14 (1.5) 14 (1.8) 25 (2.2)
Net exports % 0.7 0.3 (0.1) -0.1 (-0.1) 0.0 (0.2)

Sources: Statistics Sweden and Swedbank.

1/ The figures from our forecast in October 2012 are given in brackets.

2/ Contribution to GDP growth.

pact on investments than we expected
in October, particularly in the manufac-
turing sector. Credit expansion to the
nonfinancial sector has gradually fallen
during the latest 12 months, and in No-
vember 2012 the annual growth rate
(2%) was the lowest since the begin-
ning of 2011. We foresee a slowdown in
investment growth to 1% in 2013 from
2.2 % in our October forecast. Although
Statistics Sweden’s Investment Plan
Survey indicated an increase in invest-
ments in 2013, we believe these plans
will be revised down.

The historically low numbers of new
housing permits in 2012 will weigh
down on housing investments during
2013. The number of permits fell on av-
erage by more than 40% during the first
three quarters of last year. Fundamen-
tally, however, there is an increasing
need for more investments in housing,
particularly in regions with strong popu-
lation growth. Aside from supporting
house prices, housing shortages will be
a structural barrier to these regions’ de-
velopment and growth potential.

The investment cycle will be more fa-
vourable in 2014, when activity in the
business sector is expected to pick
up. We also foresee that investment in
housing will recover when sentiments
improve and additional government
measures are implemented. Total in-
vestment is expected to grow by 4.2%
next year.

Uphill battle against
unemployment

The unemployment rate ticked up in
late 2012 as strong growth in labour
supply continued, while demand fell
back markedly. In November, the un-
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employment rate reached 8.1% (sea-
sonally adjusted), compared with 7.6%
in the beginning of the year. The rela-
tively modest increase in unemploy-
ment during the first three quarters
of the year was the result of surpris-
ingly strong employment growth, which
matched a growing number of job seek-
ers with jobs. However, the increase in
layoff notices in late autumn, although
it fell back in December, as well as the
decreasing number of new openings,
strongly suggests that the labour mar-
ket is losing steam.

The weakening of job market prospects
complicates wage negotiations, and the
slowdown in demand for labour in the
private sector will put pressure on the
wage demands. There have already
been some crisis-related agreements
that stipulate a shortening of work-
ing hours in exchange for lower wage
payments. Thus, in comparison with
our October forecast, we expect wage
increases to be slower in the next two
years. At the same time, real wages will
be supported by lower inflation, which
will preserve real income developments
and household purchasing power.

Insufficient demand will push up unem-
ployment rates this year. Companies
are reporting weaker sales and lower
profitability, to which they will respond
by cutting personnel. PMIs for both
manufacturing and the services sector
are suggesting that the job cuts contin-
ued through December, and the latest
business cycle survey by the NIER in-
dicates that hiring intentions are at the
lowest level since the 2008-2009 crisis.
This, together with weaker growth, leads
us to raise our unemployment forecast
for 2013 to an average of 8.3% from

Labour market developments
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7.9% in our October forecast. However,
we expect the increase to peak in late
2013 at 8.6 % as labour supply damp-
ens and demand rebounds. Neverthe-
less, the lowering of unemployment will
be protracted, and the rate will fall only
to 8.2% during 2014.

The services sector, more labour in-
tensive than the manufacturing sector,
is expected to mitigate the slack in la-
bour demand as private consumption
will continue to increase. Also, services
are less affected by the relatively strong
krona. A sizable part of the downsizing
in manufacturing is, however, structur-
al, i.e., many of the jobs that are now
disappearing will not come back, and
the need for retraining will grow. In ad-
dition to increasing the number of long-
term unemployed, this situation could
also raise the equilibrium rate of unem-
ployment. The social costs will be sig-
nificant as longer-term unemployed will
face lower employability, productivity,
and lifetime income prospects. Hence,
there are plenty of reasons for policy-
makers to mitigate the effects of struc-
tural change by facilitating a swift return
to work for those who are affected.

Gross fixed investment (annual change in percent)
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Households key to recovery

Household incomes held up well dur-
ing the autumn. Throughout 2012, most
segments of the population saw their
real earnings grow on the back of strong
employment and low inflation. Not only
those households that remained in em-
ployment, but also retirees, saw their
real income levels rise. However, un-
employment benefits and sick leave
pay have not grown in line with overall
nominal wage growth. This is eroding
the purchasing power of those most
vulnerable to the economic downturn. It
also risks dampening overall household
consumption as the negative economic
consequences of a job loss are grow-
ing, thereby raising the need for pre-
cautionary savings amongst broader
groups in the economy.

Recently, household confidence has
deteriorated sharply. Correspondingly,
consumption growth has been muted,
with a flat quarterly growth rate in the
second quarter and 0.2% growth in the
third quarter (seasonally adjusted). It
was primarily consumption of durables
that struggled as households increas-
ingly were postponing large non-nec-
essary purchases (an exception was
purchases of cars at the end of the
year because environmental standards
were revised). The savings ratio subse-
quently increased to 10.4% in the third
quarter, which is significantly higher
than the third-quarter average since
2009 (7.2%). Equity market gains were
strong, 11.9% over 2012, but savings
were also boosted by growth in house-
hold deposits, which rose by 10.2%
in the first three quarters. This signals
a growing precautionary sentiment
amongst households. Together with the
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solid income growth last year, however,
this rise in deposits also increases the
potential for a reversal of spending be-
haviour should sentiments turn.

Household borrowing continued to slow
during the autumn, and annual growth
reached only 4.6 % in November, com-
pared with 5.4% in the same month last
year. Although lending to households
ticked up slightly from October to No-
vember, mainly due to increased mort-
gage lending, the trend in 2012 was
clearly heading downwards. Despite
decreasing house prices during the
year, household net assets (including
real estate) rose, while the increase in
household debt levelled off. We expect
that household debt reached 166.2%
of disposable income at end-2012,
compared with 165.2% at end-2011.
Even if lending increases moderately
in the next two years, the debt level
will still remain a significant risk to the
household economy and, thus, overall
growth. This risk stems in particular
from the unequal distribution of debt
amongst households. Many younger
families in the larger cities are exposed
to both the volatility of the labour mar-
ket and changes in house prices and
lending conditions. A sharp fall in house
prices and larger-than-expected job
losses, would lower sentiments further
amongst households and reduce con-
sumption and growth.

On the back of eroding sentiments and
a worse economic outlook, we are re-
vising down our forecast of household
consumption to 2.1% from our October
forecast of 2.5%. However, private con-
sumption will still provide the main input
to growth, and, particularly in the latter
half of 2013, we expect private con-

sumption to pick up the pace. In 2014,
we forecast a further increase in private
consumption, driven by an improving
labour market, stronger sentiments,
pent-up demand, and greater support
from the fiscal budget. A modest growth
in consumption, along with a solid in-
crease in real incomes, will cause the
savings-to-disposable income ratio
to rise to 10.5% in 2013 before falling
back to 10.0% in 2014, compared with
an estimated 10.4% in 2012. Hence, a
precautionary sentiment will character-
ise private consumption over the fore-
cast period. However, given the solid
finances underlying most households,
better-than-expected general economic
development could cause consump-
tion to rise faster. Private consumption,
thereby, makes up both the main up-
side and downside risk to growth over
the next two years.

Further monetary easing ahead

As was widely expected, the Riksbank
lowered its policy rate in December
from 1.25% to 1.0%. Despite continu-
ing to publicly stress the risk of house-
hold debt as a significant threat to the
financial sector and the economy, the
growing number of negative economic
indicators convinced the majority of the
Riksbank board to restart the easing
process. Furthermore, the Riksbank
lowered both the growth projections
and the inflation forecast for 2013,
while the repo rate path implied only a
small probability (15%) of further eas-
ing in early 2013.

Besides the repo rate decision, the is-
sue of broadening the monetary policy
framework to also cover macropru-
dential aspects has received much at-
tention recently. Although inflation has
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consistently been below the target of
2% and unemployment has been high,
the Riksbank has been reluctant to low-
er the repo rate. The main argument for
this has been the high household debt
levels and the risk that this creates for
the financial sector. The discussions in
Sweden also reflect the international
debate, where it is increasingly recog-
nised that monetary policy needs to
take into account the broader risks to
the financial sector. In this context, we
would also argue that it is important to
speed up the efforts to formalise a new
monetary framework in a transparent
way.

The monetary policy framework is also
challenged by rising structural unem-
ployment. Resource utilisation current-
ly is low, which supports the expansive
policy stance, but the long period of high
unemployment has likely raised the rate
at which wage developments would be
inflationary (the so-called NAIRU). Al-
though inflation-driving wage increases
currently look distant and will not affect
policymaking in the short run, monetary
policy will nevertheless be tightened
earlier if structural reforms are not used
to address the issue.

In the short term, we expect that the
Riksbank will cut the repo rate by an-
other 25 basis points to 0.75% this
spring. This is based on our view that
the Swedish economy will continue to
be weak in the early part of the year and
that unemployment will keep on rising.
Another important argument for a lower
repo rate is the forecast of a significant
downward revision of “underlying” infla-
tion (CPIF-CPI keeping interest rates
constant) this year to an average of
1.2%, compared with 1.5% in our Octo-
ber forecast. While the CPIF will remain
below the 2% target at end-2014, the
three repo rate hikes that are expected
as economic growth picks up will push
headline inflation up to 2.5%. We would
argue for a more expansive monetary
policy, mainly due to the improbability
of the underlying inflation’s reaching
the target of 2% in the medium term,
and as unemployment will remain high.
The krona is expected to remain rela-
tively strong during the forecast period.
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No time to wait for fiscal action

The budget is heading for increasing
deficits as the economy slows. The
previously expected shortfall of 0.1%
of GDP for 2012 is now estimated at
0.4% of GDP. The worse-than-expect-
ed developments are mainly explained
by lower revenues from capital taxes.
Company tax payments have been fall-
ing in line with profitability; also, house-
holds have seen their capital incomes
declining. Looking forward, it is mainly
labour-related taxes that will put down-
ward pressure on the public balances.

We also expect that fiscal policy will
become more expansionary following
the Ministry of Finance’s drastic down-
ward revision of the growth outlook in
December of last year. The budget for
2013 was based on expected growth
of 2.7%, and this high growth rate al-
lowed for additional stimulus proposals
of SEK 23 billion without a substantial
increase in the projected deficit. The
lower growth forecast will, in itself, raise
the deficit. Furthermore, although the
Minister of Finance was not specific, it
is likely that the reduction of the growth
forecast to 1% in 2013, and higher ex-
pected unemployment, will lead to ad-
ditional spending initiatives this year.
In particular, we expect that the spring
budget will contain measures aimed at
mitigating the growing joblessness.

Although we would support a more ac-
tive fiscal policy, the lack of clear com-
munication as to how the 1% surplus
target will be met undermines the fis-
cal framework. The Ministry of Finance
argues that, as the current economic
downturn is exceptionally protracted,
“normal rules” do not apply. We agree
that, given the solid public finances,

Interest rate and currency outlook

Outcome | Forecast

2013 2013 2013 2014 2014
14Jan| 30Jun 31Dec 30Jun 31Dec

Interest rates (%)
Policy rate 1.00 0.75 0.75 1.00 1.50
10-yr. gvt bond 1.78 2.00 2.50 3.15 3.30

Exchange rates

EUR/SEK 8.62 8.35 8.30 8.40 8.50
USD/SEK 6.44 6.57 6.92 6.72 6.80
TCW (SEK) " 118.0 116.8  116.0 116.7 1181

Sources: Reuters Ecowin and Swedbank.

1/ Total Competitiveness Weights (TCW: i.e. trade-weighted exchange rate index for SEK).

“blind” adherence to preset rules is not
desirable in the current circumstances.
However, it falls on the policymakers
to be transparent when the rules are
breached and to be specific in formu-
lating explicit guidance for future fiscal
policy rules. It is important for house-
holds and companies to have a clear
picture of whether, when, and how the
surplus target will be met. Uncertainty
in this regard could unnecessarily lead
to hesitation in consumption and invest-
ment decisions.

We expect the fiscal deficit to increase
throughout the forecast period. In 2013,
in addition to the already budgeted
SEK 23 billion in unfinanced stimulus,
we expect extra spending of SEK 5-10
billion in the spring budget, adding to
the effects of the automatic stabilisers.
The stabilisers will mainly work through
lower revenues from labour taxes and
through larger expenditures relating to
the rising unemployment

Fiscal policy has been moderately sup-
portive of the economy in recent years,
and, due to the relatively large increase
in the budget deficit to 1.1% of GDP in
2013, the fiscal stimulus will continue.
Measured through the business cycle-
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adjusted deficit, fiscal policy is expect-
ed to contribute about 2 percentage
point to growth in 2013, mainly through
a lower corporate income tax rate and
reduced tax rate on pensions. How-
ever, unless further initiatives are taken
in 2014, fiscal policy will turn contrac-
tionary, and we therefore expect that
the government will propose measures
amounting to about SEK 25 billion to
maintain support to economic growth
through the election year. These meas-
ures could include higher public invest-
ments, and actions to stimulate house
construction, as well as increased child
support, raised benefit levels, and re-
ductions in the tax rate on pensions.
We do not expect that the current mi-
nority coalition government will find
parliamentary support for additional in-
work tax credits. The expected deficit
for 2014 is 1.2% of GDP. The steady
decrease in public debt has come to an
end, mainly due to increased deficits
and lower growth. By the end of 2014,
Sweden’s Maastricht debt is expected
to have risen to 38.3% of GDP.

Magnus Alvesson
Jérgen Kennemar
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Estonia: Domestic economy safeguards growth

In 2012, Estonia’s GDP growth fell back
substantially, from 8.3% in 2011 to 3%.
Despite this, Estonia remained the fast-
est-growing economy in the euro area.
The slowdown was mainly associated
with the vanishing of the strong base
effect from the recovery from the last
crisis, but also with the gradual weak-
ening of external demand conditions.
The export-oriented manufacturing in-
dustry remained almost stagnant, and
growth was mainly based on domestic
demand.

Increasing investment activity was the
main driver behind GDP growth in 2012.
Over the first three quarters, fixed in-
vestments were up by 27% from a year
ago. The main contribution came from
EU-financed infrastructure projects and
from the usage of CO2 quota sales
revenues. Corporate investments re-
mained surprisingly subdued despite
very favourable lending conditions and
higher capacity utilisation rates.

Uncertainty regarding future export per-
formance was probably the main factor
holding back investment activity in the
corporate sector. Towards the end of
2012, there were increasing signs that
the global business cycle slowdown
was also affecting Estonia’s major trad-
ing partners in the Nordic countries.
Production volumes in the Finnish and
Swedish manufacturing industries were
sharply lower. The Estonian manufac-
turing sector’s strong dependence on
subcontracting to the Nordic countries

Key Economic Indicators, 2011 - 2014 "

was reflected in decreasing export or-
ders for its industry. Export orders fell to
levels last seen in 2010.

The fragile external demand conditions
will persist through the first half of 2013.
Export performance will remain weak
and corporate sector investment activ-
ity subdued. There will be fewer state-
financed fixed investment projects than
in 2012. As a result, we have lowered
the 2013 GDP growth estimate to 3.1%.
We now foresee a gradual business
cycle pickup towards the end of 2013,
when the euro area is also expected to
get out of the shadow of recession.

Private consumption grew in line with
a wage bill above 4% in 2012. Wages
posted the highest growth since the
end of the 2008-2009 crisis, but em-
ployment gains moderated. There were
some signs that, due to greater un-
certainty in the export markets, corpo-
rate sector hiring plans were reduced
somewhat towards the year’s end — job
vacancies registered at the Unemploy-
ment Insurance Fund decreased in an-
nual terms, and industry’s employment
expectations stagnated. Going forward,
we expect only a marginal increase in
employment as structural rigidities be-
come increasingly binding — due to the
adverse demographic situation, the la-
bour supply is decreasing. As a result,
an increase in labour demand could
exacerbate wage pressures, especially
towards 2014, when the business cycle
is expected to pick up.

2011 | 2012e 2013f 2014f
Real GDP 8.3 3.0 3.1 4.5
Nominal GDP, billion euro 16.0 17.0 18.2 19.7
Consumer prices (average) 5.0 3.9 3.2 2.7
Unemployment rate, % % 12.5 10.3 10.0 9.4
Real gross monthly wage 0.5 2.0 2.8 3.9
Exports of goods and services (nominal) 28,3 8.3 7.2 9.6
Imports of goods and services (nominal) 34,1 12.8 6.7 8.4
Balance of goods and services, % of GDP 6,4 23 0.8 1.8
Current account balance, % of GDP 21 -2.1 -3.9 -3.2
FDI inflow, % of GDP 7,7 43 4.1 3.8
Gross external debt, % of GDP 97.2 95.1 92.7 89.0
General government budget balance, % of GDP ¥ 1.1 -0.7 -0.5 -0.2
General government debt, % of GDP 6.1 10.1 12.0 11.6

Sources: Statistics Estonia, Bank of Estonia and Swedbank projections.
1/ Annual percentage change unless otherwise indicated.

2/ According to labour force survey.
3/ According to Maastricht criterion.

Through 2012, households’ purchas-
ing power was negatively affected by
rising food and oil prices. Driven by
external price pressures, consumer
prices were up by 3.9% over the year.
However, domestically driven core in-
flation remained subdued. Going into
2013, we foresee that domestic price
pressures will become a main source
of inflation. Electricity market liberali-
sation for households and small and
medium-sized enterprises (SMEs) will
raise higher electricity prices, while ex-
cise taxes will be lifted for alcohol and
tobacco. For employees, the resulting
decrease in purchasing power is, how-
ever, compensated for by a reduction in
the unemployment insurance contribu-
tions. Inflation pressures are likely to
moderate towards the middle of 2013,
when lower global oil prices are ex-
pected to pass through to the consumer
level.

Following the increased investment ac-
tivity and a small terms-of-trade wors-
ening due to higher commaodity prices,
the external balances of the Estonian
economy deteriorated in 2012. The cur-
rent account turned out a small deficit,
which was fully covered by nondebt
capital account financing and by for-
eign direct investment (FDI) inflows.
As a result, external debt continued to
decrease, and net external debt turned
positive towards the end of the year.
The external balance is set to weaken
over 2013, however, as exports will re-
main subdued and investment activity
in some larger infrastructure projects
has reached a phase where it will be-
come more import intensive. The cur-
rent account will nevertheless remain
fully covered by non-debt-creating in-
flows.

Since independence the Estonian
government has aimed for a balanced
budget over a business cycle. In prac-
tice, fiscal policy has often been procy-
clical — expenditure controls have been
relaxed at times of a business cycle up-
turn and tightened when the economy
weakened. The coming years will be no
exception. Better-than-expected reve-
nue collection in 2012 resulted in higher
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expenditure targets for 2013. The larg-
est increase will take place in public
sector wages. The government is tar-
geting a balanced budget for 2014, but
we expect that the approaching general
elections will generate a small fiscal
deficit. Still, Estonian public finances
are set to remain amongst the strong-
est in the euro area. The small increase
in government debt reflects the guaran-
tees given to the European Financial
Stability Fund and is not directly related
to deficit financing. By the end of 2012,
Estonia held guarantees amounting to
about 2.5% of GDP.

External demand to improve
only towards the end of 2013

Until the middle of 2012, Estonia’s ma-
jor trading partners around the Baltic
Sea region were little affected by the
renewed euro financial crisis and global
business cycle slowdown. The Latvi-
an and Lithuanian economies posted
growth rates that were amongst the
highest in the EU, while business confi-
dence in the Nordic countries remained
high. Things started to change towards
the second half of the year, when low-
er global demand for investment and
capital goods had a negative impact
on Swedish and Finnish manufacturing
sectors.

Softer demand in the major trading
partners has already been reflected in
fewer export orders for the manufactur-
ing sector in Estonia. Nevertheless, the
exporting sector has so far managed
the slowdown relatively well. Strong
exports to Russia and the Baltic coun-
tries have partly compensated for softer
demand in the Nordic countries. Nordic
producers have also shifted part of their
production to Estonia. Furthermore,

Swedbank’s GDP Forecast — Estonia
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exporters have found new markets in
more distant regions outside Europe
— e.g., smaller developing Asian coun-
tries and countries in the Middle East
and North Africa (MENA) region. As a
result, the share of non-euro area coun-
tries in Estonia’s goods exports has in-
creased to over 70% - the highest in
over a decade.

We expect that Estonia’s exporting sec-
tor will continue to face soft demand
conditions during the first half of 2013.
Nordic and German industries are re-
ducing their inventory levels, and as a
result there are risks that foreign orders
for Estonian subcontractors will fall
further. However, unlike in late 2008,
Estonia’s manufacturing sector inven-
tory levels are lean. Accordingly, major
layoffs are unlikely, as are longer-term
production cuts when the global busi-
ness cycle slows.

Exports are expected to pick up towards
the second half of 2013 and further in
2014. Institutional reforms and gradu-
ally improving investor sentiment will
help the euro area to get out of the re-
cession. However, growth in the highly
indebted economies will remain low for

Changes in volume, % 2011 2012e" 2013f" 2014f"

Household consumption 35 45 (4.3) 35 (3.3) 41 (3.9)
General government consumption 1.4 3.0 (2.3) 1.3 (1.6) 20 (1.8)
Gross fixed capital formation 25.9 229 (12.6) 1.7 (7.0) 27 (7.3)
Inventories % 2.1 02 (0.2) -15 (-2.0) 0.1 (-0.6)
Exports of goods and services 234 5.8 (3.4) 49 (5.9) 6.2 (6.8)
Imports of goods and services 25.0 104 (6.7) 6.2 (4.0) 4.9 (6.6)
GDP 8.3 3.0 (2.6) 3.1 (3.7) 45 (4.3)
Domestic demand (excl. inventories) # 9.8 6.6 (5.7) 28 (3.9) 3.3 (4.3)
Net export 0.1 -3.8 (-2.8) -1.2 (2.1) 1.3 (0.6)

Sources: Statistics Estonia and Swedbank.

1/ The figures from our forecast in October are given in brackets.

2/ Contribution to GDP growth

years to come as deleveraging will take
time. Growth in the Baltics and Russia
will remain solid through the forecast
horizon, and it is likely that the share of
these markets in Estonia’s export struc-
ture will increase further.

Strong investment activity
increases external imbalances

Investment growth was very strong in
2012, exceeding most expectations.
Annual growth of gross fixed capital for-
mation accelerated to 34% in the third
quarter, and the share of investments
in GDP increased to 28%. This was the
highest level since the boom years.

Fixed investments were mainly driven
by externally financed infrastructure
projects. The usage of EU transfers and
CO2 quota sales revenues were unu-
sually high. The biggest projects were
aimed at increasing the efficiency of en-
ergy usage and production — the insu-
lation of large residential block houses
and construction of a new power plant.
The timing of these projects has been
relatively good as electricity prices for
households will increase in January
2013. The improved insulation of resi-
dential buildings will partly mitigate the
increase in costs from higher electricity
prices. Furthermore, Estonia’s energy
efficiency is still amongst the lowest
in the EU. According to Eurostat, only
Bulgaria consumed more electricity per
one unit of GDP in 2010. As a result,
this continues to be a field where Esto-
nia has ample room for improvement.

Infrastructure investments are expect-
ed to moderate over the coming years.
The CO2 quota projects are gradually
being phased out, and it is likely that
fewer EU funds will be allocated to Es-
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tonia over the first years of the next
budgeting period of 2014-2020.

Despite increased capacity utilisation
and very favourable lending condi-
tions, corporate investments in ma-
chinery and equipment increased
only marginally over 2012. Growth
even decelerated towards the end of
the year as increased uncertainty in
major export markets made the cor-
porate sector reluctant to increase
production capacity. This trend is
likely to continue over the first half of
2013 as external demand conditions
will remain fragile.

However, we expect the corporate
sector to become more active in in-
vestment activity towards 2014. With
more export orders, capacity con-
straints are likely to become more
binding. This will lead to higher in-
vestments in machinery and technol-
ogy. Due to strong corporate balance
sheets, most investments will still be
financed from retained earnings, and
corporate loan demand is expected to
increase only gradually.

The increase in transactions in the
housing market had a positive effect
on residential real estate investments.
A number of semi-finished property
developments that had been returned
to banks following the 2008-2009 cri-
sis were finalised. However, residen-
tial real estate investments are still
only half the size of the boom years.
Despite all-time-low mortgage rates,
households are still very cautious
and price sensitive — banks’ mortgage
portfolios continued to decrease in
2012. In addition, there are signs that
the concentration of CO2 quota sales
projects has significantly raised con-
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struction prices and, as a result, low-
ered the expected return on new de-
velopments. Therefore, we do not see
that residential property investments
will increase significantly over the com-
ing years.

The increased investment activity has
had a moderate impact on the external
balances. Large infrastructure invest-
ments have been construction inten-
sive and required little import content.
This is likely to change over the com-
ing years. There were already signs in
the last months of 2012 that imported
investment goods for larger projects
related to energy production were start-
ing to increase. In addition to strong in-
vestment activity, weak export demand,
especially over the first half of 2013,
will have a negative effect on Esto-
nia’s external balances. As a result, we
have revised down the current account
forecast and foresee a deficit through-
out the forecast period. This deficit will
decrease slightly in 2014 as exports
are expected to pick up in line with the
stronger global business cycle. Since
the current account is expected to be
fully covered by non-debt-creating in-
flows, the external debt burden will con-
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tinues to ease, but more slowly than in
our previous forecast.

Labour supply constraints and
domestic inflation pressures are
increasing

The labour market continued to im-
prove during 2012. For the first time
since the crisis, the unemployment rate
fell below 10% in the third quarter. La-
bour demand has been the strongest in
IT-related activities, where employment
increased by over 25% in the third quar-
ter of 2012, compared with the same
period in 2011. This sector is becoming
more competitive in external markets
— over the first nine months of 2012,
IT services exports were up by nearly
40% in current prices. As a sign of Es-
tonia’s high IT-related competence, the
EU’s IT agency will be relocated to Es-
tonia in the near future.

There are signs that employment
growth is moderating and the unem-
ployment rate is unlikely to decrease
significantly further. On the demand
side, corporate hiring plans in the man-
ufacturing industry stagnated towards
the end of 2012 as export orders fell
sharply. The corporate sector’s more
cautious hiring plans were reflected in a
small decrease in registered job vacan-
cies. In addition, some infrastructure
investment projects will during 2013
reach a phase when they become less
construction and labour intensive. On
the supply side, the lack of qualified la-
bour is becoming increasingly binding.
Demographic developments will only
exacerbate the supply-side bottlenecks
as the generation from the low-fertility
period of the mid-1990s enters the la-
bour market.
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Despite the tightening of the labour
market, wage pressures have been
subdued. Wages rose by about 6% in
nominal terms over 2012 and 2% in real
terms (deflated by consumer prices).
This was only slightly above the pro-
ductivity gains, and unit labour costs in-
creased marginally. Also, there are cur-
rently no signs that the exporting indus-
tries will face tough competition from
the domestic demand-oriented services
sectors in retaining and attracting labor,
unlike in the boom years.

Looking forward, some moderate in-
crease in wage cost pressures cannot
be ruled out. Public sector wage nego-
tiations have already resulted in wage
increases for public sector employees.
As the business cycle will continue to
be domestic demand driven in 2013, it
is likely that productivity growth will be
somewhat lower. It is thus important to
monitor potential wage pressures to en-
sure they do not rise too fast. It is par-
ticularly important for SMEs to control
their production costs as they, along
with households, will face higher elec-
tricity prices.

The electricity market liberalisation
and excise tax increase on alcohol
and tobacco will raise domestic price
pressures in early 2013. Households
and SMEs will stop receiving electric-
ity at partially subsidised prices, which
is expected to raise electricity bills by
20-25%. This, in turn, will increase con-
sumer prices by around 1%. However,
we foresee that consumer price infla-
tion will moderate thereafter as external
pressures will remain subdued. A well-
supplied global oil market and a weak
global business cycle are expected
to result in somewhat lower global oil
prices at the start of 2013. Food prices

were sharply higher in the summer of
2012. Due to low global inventory lev-
els, there is still a risk that food prices
could also drive inflation in coming
years.

Private spending remains stable

Households continued to spend as the
labour market improved. Over the first
three quarters of 2012, private con-
sumption expenditures increased by
4.1%. The savings rate remained at
about 5% of disposable income, and
household deposits increased to an
all-time high. However, the euro area
financial crisis and a possible business
cycle downturn held consumer confi-
dence below the levels seen in 2011.
As a result, households continued to
deleverage.

We expect a small deceleration in pri-
vate consumption growth over the first
half of 2013. Increase in electricity pric-
es and lower labour demand in export-
ing industries are likely to make con-
sumers temporarily more risk averse.
However, compared with the last down-
turn in 2008-2009, households have
considerably increased their savings
buffers. This allows them to smooth
consumption over a short period,
should the demand in major exporting
markets deteriorate further. However,
should external demand remain weak
for a longer period of time, the rela-
tively heavy private sector debt burden
(130% of GDP in 2011) will still pose
a significant risk for consumption and
the banking sector balance sheet. In
line with subsiding inflation pressures
and improving external demand condi-
tions, we expect consumer confidence
to start rising again towards the end of
2013. This will also help accelerate the
growth of private expenditures.
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Fiscal balances remain among
the strongest in Europe

Strong domestic demand and an im-
proving labour market have generated
a better-than-expected tax revenue
collection. Tax revenues increased by
about 10% in 2012 over the previous
year. As a result, the budget deficit is
likely to be below the target set at the
start of the year. Going forward, Esto-
nia’s tax burden is expected to remain
almost unchanged, at around 33% of
GDP, but its structure will move towards
higher indirect taxes — alcohol and to-
bacco excise tax rates will increase
while unemployment insurance contri-
butions will decrease.

In the past, stronger revenue collec-
tion has often led to more relaxed cost
controls. This seems destined to be
repeated also in coming years as the
government has not changed the deficit
target for 2013. Budget expenditures
will grow by 1.1% in 2013, but most of
this is attributable to higher consump-
tion (through an increase in public sec-
tor wages of 4.5%) and social transfers.
Government investments are set to
fall by over 10% as projects financed
from CO2 quota sales revenues and
EU transfers are decreasing. The latter
have become a major source for pub-
lic investments, covering almost half
of the fixed investment expenditures.
This poses some future risks if the EU
member states agree to reduce radi-
cally the size of the EU budget for the
2014-2020 period.

Estonia continues to enjoy one of the
strongest public finances in Europe,
although the government debt burden
has increased lately due to guarantees
given to the European Financial Stabil-
ity Fund. By the end of 2012, Estonia
held guarantees amounting to about
2.5% of GDP. These are expected to
increase to 4% of GDP by the end of
2013. The budget deficit will, however,
remain very low, and the government
has an ample liquidity reserve position
of about 9% of GDP. This implies that
public sector net debt is close to zero.

Kristjan Tamla
Teele Reivik
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Latvia: Resilient exports build base for growth

The year 2012 was another good one
for the Latvian economy — in the first
nine months, it expanded by 5.6% in
annual terms, and leading indicators
suggest that growth was solid also in
the last quarter. The growth was broad
based, with annual rates similar to those
a year ago. However, domestic de-
mand growth (especially investments)
slowed quite sharply in the second half
of the year, while export growth was
supported by temporary factors like the
best grain crop ever. GDP growth in the
third quarter also benefitted from a sur-
prising fall in imports.

Strong economic activity sped up job
creation, accompanied by falling unem-
ployment, rising activity, and moderate
wage growth. Yet, the labour market
improvement is uneven across sectors
and qualifications. Economic growth
per se does not solve the problems of
inequality, poverty, and regional imbal-
ances — unless an adequate economic
policy is employed to improve motiva-
tion and support mechanisms, these
problems will intensify. At the same
time, the improved fiscal stance and
better chances to meet Maastricht cri-
teria and introduce the euro in 2014
have led to improved sovereign credit
ratings. This helped the government
to issue bonds in December at an his-
torically low yield and to make an early
repayment of the full IMF emergency
loan, thus refinancing public debt at a
lower cost.

Key Economic Indicators, 2011 - 2014 "

We have revised upwards our GDP
growth estimate to 5.4% in 2012 (4%
before), as strong growth held on long-
er than expected. We anticipate growth
to slow in 2013, reflecting global un-
certainty, weak external demand, and
tougher competition in export markets.
We forecast lower average quarterly
growth in 2013 than in our October
forecast, but, due to a larger carryover
from 2012, GDP is set to grow by 4.1%
(3.5% before). Economic growth is an-
ticipated to pick up again towards the
end of 2013 and to reach 5% in 2014,
owing to stronger external demand, lo-
cal labour tax cuts, and stronger confi-
dence in the domestic economy.

Because of lower-than-expected con-
sumer price inflation in the second half
of 2012, as well as the largely stagnat-
ing global commodity prices expected
in 2013, we are cutting the forecast
for average consumer price growth for
2013 from 2.5% to 1.9%. We keep our
3.5% forecast for 2014 — price growth
is anticipated to accelerate due to both
domestic pressures (higher wage and
thus spending growth and the pass-
through of the one-off expenses of euro
introduction) and the external environ-
ment (e.g., increasing global energy
prices).

The government is already taking
measures to be ready to introduce the
euro in 2014 - if permitted to enter the
monetary union - including legislative

2011 | 2012e 2013f 2014f
Real GDP 5.5 5.4 41 5.0
Nominal GDP, billion euro 20.3 22.0 23.8 26.1
Consumer prices (average) 4.4 2.3 1.9 3.5
Unemployment rate, % % 16.2 15.0 13.6 11.6
Real net monthly wage 0.1 1.4 2.7 2.9

Exports of goods and services (nominal)
Imports of goods and services (nominal)
Balance of goods and services, % of GDP
Current account balance, % of GDP

Current and capital account balance, % of GDP

FDI inflow, % of GDP
Gross external debt, % of GDP

22.4 13.0 8.2 1.7
29.4 11.0 9.1 12.9

-4.3 -3.4 -3.9 -4.7
-2.4 -2.0 -2.4 -3.4
-0.3 0.6 -0.5 -2.0
5.1 3.3 3.3 3.7

145 137 130 123

General government budget balance, % of GDP ¥ -35 -1.2 -0.7 -0.2

General government debt, % of GDP

42.2 42.0 38.8 34.9

Sources: CSBL, Bank of Latvia and Swedbank.

1/ Annual percentage change unless otherwise indicated.

2/ According to labour force survey.
3/ According to Maastricht criterion.

changes, public communication, etc.
The major uncertainty vis-a-vis fulfilling
the Maastricht criteria is about long-
term interest rates, as the reference
value will depend on which countries
are used to calculate the criterion. Our
base scenario assumes that Latvia will
join the euro area in 2014, which will
support confidence and thus promote
growth somewhat.

Employment growth is expected to slow
in the coming years, but the unemploy-
ment rate will continue to fall (to 11.6%
in 2014) and the activity rate rise. Given
lower inflation and the global uncertain-
ty, we expect average net wages to rise
less in 2013, by 4.7% (5.5% before).
We retain our 2014 forecast of 6.5%,
though (partly due to a planned per-
sonal income tax cut of 2 percentage
points). We see the current account
deficit to continue widening gradually
with no major risks to sustainability, as
the shortfall will remain in the low single
digits and be fully covered by EU funds
and foreign direct investment (FDI) in-
flows.

The base scenario outlined in this re-
port remains a “muddling-through”
scenario and is prone to a number of
risks. Globally, higher commodity prices
may push up inflation, while lower ex-
ternal demand growth would weigh on
Latvian exports and, thus, economic
growth. Domestically, the forthcoming
municipality elections in June 2013 and
general elections in autumn 2014 may
stall the reform process and thus dimin-
ish medium-term growth.

Export growth to slow as
competition toughens

The past year was successful for Latvi-
an exporters — although export volumes
grew significantly slower than in 2011,
they rose faster than external demand.
Exporters have increased their market
shares and expanded in markets less
penetrated so far, both in EU countries,
like Denmark and Poland, and in coun-
tries farther away, like Turkey, Algeria,
Egypt, and Kazakhstan (for details, see
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the November 2012 Latvian monthly
newsletter)'.

We foresee export volume growth to
continue slowing, from 6.6% in 2012
to 4% in 2013, as external demand
remains weak and competition tough-
ens. Subpar growth in Europe will force
companies to improve their competi-
tiveness. For instance, southern Eu-
ropean countries in deep recessions
are reducing their labour costs, also
via wage cuts. Wage cuts were widely
used also in Latvia a few years back,
but are now largely impossible unless a
very negative global scenario is consid-
ered. Hence, unless Latvian exporters
invest in their productive facilities and
in new products, other countries are
likely to catch up, and Latvia’'s current
competitiveness gains will dissipate.
A major current advantage of Latvian
companies is their relatively low lever-
age levels and good financial stance,
and, hence, their ability to borrow and
invest — something that their competi-
tors in southern Europe lack. This is a
temporary window of opportunity and
should not be wasted.

These threats to competitiveness put
pressure on the costs and markups
of Latvian exporters. So far, the com-
petitiveness gains from previous years
have been sustained, but exporters
need to continue monitoring their costs
and quality of production very closely.
With the global situation improving in
2014, we forecast a pickup in Latvian
export volume growth to 6.4%.

1 http://www.swedbank-research.
com/english/latvian_economy/2012/novem-
ber/index.csp

Swedbank’s GDP Forecast — Latvia
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We anticipate goods exports to be the
largest contributor to export growth —
after a very strong development in late
2011 and early 2012, services export
growth has slowed substantially. Ca-
pacity constraints in freight transporta-
tion and intense competition amongst
the Baltic Sea region ports will continue
to be a drag on services export growth,
although several investment projects
have been initiated to ease bottlenecks
in the railway network and enhance the
capacity of the main ports.

Import growth surprised on the down-
side in 2012 but was partly explained
by lower investment growth in the sec-
ond and third quarters. Due to an an-
nual fall in imports (-1.3%) in the third
quarter of 2012, the net export contribu-
tion to GDP growth turned positive for
the first time since early 2010. Also, the
investment structure has changed to-
wards infrastructure, which has a small-
er import component than machinery
and equipment, and companies have
reduced their inventories and thus re-
quire smaller imports. Yet, as domestic
demand and export growth continues,
imports are forecast to rebound as well.
We forecast import volumes to grow by

Changes in volume, % 201 2012e" 2013f" 2014f"

Household consumption 4.8 5.2 (4.5) 3.8 (3.3) 4.5 (4.5)
General government consumption 1.1 -4.0 (0.5) 1.1 (1.3) 0.9 (2.4)
Gross fixed capital formation 27.9 121 (12.0) 9.0 (10.0) 1.0 (11.0)
Inventories % 2.6 -1.8 (-1.5) 0.5 (0.1) 0.4 (0.4)
Exports of goods and services 12.7 6.6 (5.8) 40 (4.5) 6.4 (7.0)
Imports of goods and services 22.7 3.8 (5.9) 59 (6.5) 8.0 (8.4)
GDP 5.5 54 (4.0) 41 (3.5) 50 (5.2)
Domestic demand (excl. inventories) #? 9.2 6.0 (6.2) 52 (5.2) 6.3 (6.6)
Net export # -6.3 1.2 (-07) -16 (-1.8) -1.7 (-1.8)

Sources: CSBL and Swedbank.

1/ The figures from our forecast in October are given in brackets.

2/ Contribution to GDP growth

3.8% in 2012, 5.9% in 2013, and 8%
in 2014.

While import prices grew faster than
export prices in 2012 (due to oil price
hikes early in the year and more expen-
sive machinery, equipment, and trans-
port vehicles), we expect this situation
to reverse in the coming two years,
as exporters change their product mix
towards higher-value-added products
and global commodity prices rise only
moderately. Still, nominal imports are
forecast to grow a bit faster than ex-
ports and the trade balance to deterio-
rate slowly, reaching a deficit of nearly
5% of GDP in 2014. These deficits will
be fully covered with current and capital
transfers (including EU funds) and FDI
inflows, and will not pose major sustain-
ability risks.

Volatile but growing investments

Investment growth in 2012, albeit very
volatile, was largely in line with expec-
tations. The exceptional annual growth
early in the year stalled towards the
third quarter. Although volatility is likely
to persist, we expect moderate invest-
ment growth to continue in the coming
years, at 9-11% per annum. The share
of gross fixed capital formation is esti-
mated to reach nearly 27% of GDP in
2014 in nominal terms (up from about
24% last year), which will still be lower
than in pre-crisis years (close to 30%
in 2003-2006). In the boom and, espe-
cially, the bust years, there was a heavy
underinvestment in productive facilities
and public infrastructure.

Global uncertainty hurts the risk appe-
tite of investors. We saw Latvian man-
ufacturers becoming more cautious
about their investment plans in the sec-
ond half of 2012. Some of them have
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over the past few years made sizable
investments and would like to generate
positive cash flows before engaging in
further major investment projects. In-
vestment projects in heating and elec-
tricity supply, which were supporting
the growth of nonfinancial investments
in 2011 and early 2012, are ending —
e.g., the expansion of the cogenera-
tion power plant TEC2 is almost done.
However, capacity utilisation in manu-
facturing is now at pre-crisis levels, and
investments are needed to continue ex-
panding the export base.

At the same time, the financial situa-
tion of corporates is good — deposit
levels are increasing at a similar pace
as output, and leverage is back to the
2005 level. Interest rates are at histori-
cally low levels. New lending picked up
in the first half of the year, although it
has weakened since then - new loans
for resident nonfinancial institutions in
the first nine months of 2012 were 11%
higher than a year ago; this accounts
for about 18% of gross fixed capital for-
mation (20% a year ago).

EU funds remain a significant driver of
investments and will continue to be so
in the coming two years (as of Novem-
ber 2012, agreements had been signed
on 92% of the financing available from
the European Regional Development
Fund and the Cohesion Fund, but only
49% had been paid out to final benefici-
aries). As the year 2014 will be the first
of the new EU planning period, there
will be a dip in activity as it takes time
to set up new programmes; however,
there will most likely still be quite a
number of earlier-initiated projects run-
ning. This applies also to public infra-
structure projects.

Loans and deposits of nonfinancial institutions (NFI), % of GDP
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The smaller inventories in 2012 may
be explained by two factors. First, com-
panies must have increased efficiency
and learned to live with leaner invento-
ries. Second, companies are cautious
about the future and are thus keeping
their inventory levels low. Still, we ex-
pect inventory rebuilding in 2013-2014
in line with growing economic activity
and improving confidence. However,
this is the most uncertain part of our
forecast, since inventory data include
errors and omissions and are often
substantially revised later on.

Labour market improving but
faces structural problems

Economic growth has rapidly improved
the labour market. We estimate employ-
ment growth net of active labour market
programmes at 4.5% in 2012, imply-
ing the creation of 38,000 new jobs.
Job creation has been accompanied
by both an increase in the activity rate
and a decline in unemployment. Em-
ployment growth is increasingly driven
by the domestically oriented sectors,
while exporters have become more
cautious. Job creation is expected to
slow in 2013, but, as the global outlook

Contribution to annual employmentgrowth, percentage points
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improves in 2014, exporting sectors are
likely to become more willing to hire.

Both employment and wage growth
remain uneven across sectors; thus,
labour market improvement does not
benefit all employed. However, wage
growth is expected to become broad-
er as more employees get moderate
wage increases. Cost pressures on
companies and slower consumer price
growth are expected to weigh on the
bargaining power of employees, while
emigration risks and skills mismatches
will support it. Wage demands in the
public sector are growing, and a raise
in the wage bill is planned in the central
government budget for 2013. This is
expected to materialise mostly through
wage growth in the state sector (not
new hiring) and spill over to the rest of
the public sector.

Overall, we expect 4.7% average net
wage growth in 2013 and 6.5% in 2014;
parts of the increases are due to per-
sonal income tax cuts (1 percentage
point in 2013 and 2 percentage points
in 2014). Real net wage growth is seen
to pick up by 2.7-2.9% in 2013-2014
from 1.4% in 2012. Wage growth is an-
ticipated to remain largely in line with
productivity growth.

While labour market improvements will
continue, they are likely to remain quite
uneven — not only across sectors, but
also across qualification levels (and,
thus, income groups). Therefore, the
impact on inequality and poverty, as
well as on regional imbalances, should
not be ignored. Latvia has one of the
largest income inequality and at-risk-
of-poverty rates in the EU. It also has
one of the largest unemployment traps
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and low-wage traps. Economic growth
will not per se cure these problems,
and adequate policy action is crucial to
address them (see below for more de-
tails).

Stronger purchasing power and
confidence boost spending

Consumer price growth slowed sub-
stantially in the second half of 2012,
due to both lower global oil prices and
very feeble domestic price pressures
(core annual inflation was close to
zero). Annual average inflation amount-
ed t0 2.3% in 2012. As a result, we now
anticipate lower inflation also in 2013,
1.9% on average. Both domestic and
external pressures are expected to re-
main subdued, although there is likely
to be a one-off increase in household
electricity prices in the autumn due to
market liberalisation. Currently, tariffs
are differentiated according to con-
sumption level, and the smallest tariff is
below market cost. In 2014, a pickup in
inflation (to 3.5%) is forecast, reflecting
stronger domestic pressures, a moder-
ate rise in global commaodity prices, and
a pass-through to consumers of one-off
expenses due to the euro introduction.

The anticipated increase in purchas-
ing power will promote household con-
sumption growth. With exports growing
and the labour market improving, con-
sumer optimism is unlikely to deterio-
rate — the savings rate is thus likely to
remain close to zero or negative, and
consumers will keep spending their in-
come increases. Still, as employment
growth is expected to slow in 2013,
so will household consumption — from
above 5% in 2012 to less than 4% — be-
fore picking up again in 2014 (to 4.5%).

Risk of reform momentum
stalling

The government’s fiscal position con-
tinued to strengthen throughout 2012.
Despite the value-added tax base rate
cut from 22% to 21% as of July, tax rev-
enues continued to exceed plans, and
expenditures increased only moderate-
ly. The year 2012 is likely to have end-
ed with a deficit of about 1.2% of GDP,
which is significantly less than planned.

Robust economic growth, a good fis-
cal stance, and conservative fiscal
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policy have led to rating improvements.
Standard and Poor’s has moved
Latvia’s sovereign rating up two notch-
es over the past year to BBB (a positive
outlook), i.e., two notches above invest-
ment grade. As a result, in December
the government was able to issue USD
1.25 billion (equivalent to about 4% of
GDP) in seven-year bonds at the his-
torically low yield of 2.89%; this was
used for an early and full repayment of
the more expensive IMF bailout loan.
The low yield corresponds to a higher
credit rating, thus making possible fur-
ther rating improvements early in 2013.
This borrowing has reduced refinancing
needs for 2013 to about LVL 280 million
(1.7% of GDP). The Treasury is likely
to issue new debt during the coming
year to prepare for the sizable rollover
in 2014 (about LVL 1 billion, or 5.5% of
GDP).

The 2013 budget is based on a cau-
tious macroeconomic forecast, and the
balanced budget strategy has been
strengthened by the introduction of a
medium-term budget framework that
sets expenditure ceilings over a three-
year span. This is a significant improve-
ment. Yet, the overall scope of the re-
forms in the 2013 budget is modest,
and their impact is likely to be limited.
While intensive discussions on various
structural reforms continue (e.g., on
tertiary education, welfare, and health
care), it seems that the momentum is
stalling. On the part of the government,
reform activity seems to be more on the
agenda of certain ministers, and sup-
port from the whole cabinet is patchy
or lacking. In mid January, the Minister
of Transport expressed the will to leave
his post, which may result in the gov-

ernment reshuffle and create additional
uncertainty about the reform process.

The reforms in tertiary education have
met strong opposition in the sector it-
self and also within the ruling coalition.
Health care financing reform has been
postponed to 2014. Another area that is
gaining attention is income and region-
al development inequality. We believe
that addressing this issue should be at
the top of the policy agenda in order to
attain inclusive and sustainable growth
- for instance, by making the population
more employable via physical mobility,
skills training, and changing the social
safety net to improve incentives to work
and reduce poverty traps, etc. (For a
more detailed analysis, see our discus-
sion paper, October 2012, on demo-
graphic challenges.?) Reforms surely
must be well designed before they are
implemented; yet one must also rec-
ognise that continued procrastination
means postponement of any possible
gains. Some of the decisions made are
often contradictory. For instance, the
guaranteed minimum income benefit
to the poorest has recently been cut to
LVL 35 from LVL 45 a month — a move
that, in fact, increases poverty risk.

This stalling of the reform momentum
likely reflects the approaching munici-
pality elections in June 2013. But un-
less the momentum picks up shortly af-
ter the elections, valuable time to gain
a competitive advantage over other
countries will be lost.

Lija Strasuna
Martins Kazaks

2 http://www.swedbank-
research.com/english/discussion_pa-
per/2012/12-10-08/index.csp
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Lithuania: Investments will drive growth, but
economic policy is key

As forecast in our previous Swedbank
Economic Outlook, Lithuanian growth
bottomed out in the second quarter of
last year and rebounded strongly in
the third, when it expanded by 4.4%
compared with the same period a
year ago. The growth spiked due to
one-off effects, such as record grain
crops, which were 25.5% higher than
the previous year. Overall growth was
broad based, and manufacturing and
exports continued expanding at an
accelerated pace in the final quarter
of last year, demonstrating the econo-
my’s resilience to the European woes.

Nevertheless, the euro area debt cri-
sis affected business expectations
— investments in fixed tangible as-
sets grew less than we had forecast.
Gross fixed capital formation (which
includes household investments in
housing) was even weaker; it con-
tracted by 0.4% during the first three
quarters of 2012 compared with the
same period a year ago. Household
consumption increased slightly more
than expected, but its growth contin-
ued decelerating and will continue to
do soin 2013.

We have lowered the GDP growth
forecast for 2013 marginally to 4%,
mainly due to the weaker outlook for
household consumption and slightly
slower export growth. Investments,

Key Economic Indicators, 2011 - 2014 "

however, are expected to grow faster
than previously expected and catch
up after the underinvestment in previ-
ous years. We have revised our GDP
growth forecasts for 2014 more sharp-
ly — down to 4.0% from 4.5% before.
Growth is likely to be dampened by a
still weak external demand, slower in-
crease in employment and more cau-
tious growth of investments, due to
already now stagnating reforms and
domestic policy uncertainty.

Inflation declined to 3.1% but was
slightly higher than we had expected.
Although global developments are fa-
vourable and the oil price is expected
to be somewhat lower this year, infla-
tion will be driven by domestic factors
— more expensive electricity and die-
sel fuel, and a rising minimum monthly
wage. Thus we have increased our
inflation forecast for this year to 3.3%
but are keeping the forecast for 2014
unchanged.

External risks are smaller, but
domestic uncertainty remains

Since our last forecast, the external
risk has become more balanced, with
negative and positive scenarios hav-
ing a similar probability of 20% and
15% respectively (our base “muddling-
through” scenario probability is 65%).
The European Central Bank’s (ECB’s)
decision to (under some circumstanc-

2011 | 2012e 2013f 2014f
Real GDP 5.9 3.3 4.0 4.0
Nominal GDP, billion euro 30.8 326 34.9 375
Consumer prices (average) 4.1 3.1 3.3 3.4
Unemployment rate, % % 15.3 13.2 11.5 10.0
Real net monthly wage -1,3 -0.2 1.6 2.0
Exports of goods and services (nominal) 27.4 12.0 6.7 10.5
Imports of goods and services (nominal) 28.2 9.0 6.0 11.0
Balance of goods and services, % of GDP -2.6 -0.5 0.0 -0.4
Current account balance, % of GDP -3.7 -1.0 -0.8 -1.4
Current and capital account balance, % of GDP -1.3 2.0 1.2 0.8
Net FDI, % of GDP 34 3.0 3.5 4.0
Gross external debt, % of GDP 77.8 75.9 73.3 70.3
General government budget balance, % of GDP ¥ -5.5 -3.0 -2.5 -2.0
General government debt, % of GDP 38.5 40.9 38.4 36.7

Sources: Statistics Lithuania and Swedbank.

1/ Annual percentage change unless otherwise indicated.

2/ According to labour force survey.
3/ According to Maastricht criterion.

es) take the role of lender of last resort
and some political progress made to-
wards a more integrated euro area has
lowered tail risks. Developments in the
euro area could still take a turn for the
worse, as euro scepticism is high and
households and politicians in southern
European countries are weary of aus-
terity. However, the light at the end of
the tunnel also creates a positive risk
— households and companies may stop
deleveraging and start consuming and
investing after a prolonged period of
abstinence.

The parliamentary elections in October
were followed by a prolonged spell of
uncertainty, as the new ruling coalition
struggled to form a government. Ten-
sion in this coalition remains, as the
parliament abolished the immunity of
three Labour Party members who face
allegations due to fraudulent account-
ing of party finances. Probably partially
because of this tension in the political
environment, the industrial confidence
indicator in November dropped to its
lowest level in three years. Upcoming
tax system reform and uncertainty re-
garding other reforms, especially in en-
ergy sector, could lower business con-
fidence and dampen investments. On
the other hand, there are positive risks
too — lower tax wedge on labour could
improve growth potential.

More signs of investment
recovery

One of the main priorities of the new
government is to accelerate the reno-
vation of energy-inefficient Soviet-era
residential houses. If successful, this
could also significantly boost overall
investments and employment. The in-
vestments in the infrastructure of the
liquefied natural gas (LNG) terminal will
amount to LTL 260 million this year and
the next. Overall, public investments
are budgeted to increase by 10.3%
this year, and business is likely to keep
pace.
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Retained earnings, remaining EU
structural funds, low interest rates, and
abundant bank liquidity suggest that
the only ingredient that was missing for
faster business investment growth was
confidence. Despite the slow recov-
ery in domestic demand, exports and
manufacturing are well above pre-crisis
highs, and capacity utilisation keeps
increasing; thus, the need for business
investments is self evident.

Statistics Lithuania has recently sur-
veyed 800 companies that earn 80% of
total revenues in industry. The survey
shows that 42% of the companies are
planning to increase investments this
year, and only 10% will invest less. The
balance of this investment trends indi-
cator (32) is at the highest level since
2006. Of course, plans may still change
if one or a few risks derail the global
economy, but under our base scenario,
companies are ripe for investments.

By the end of last year, out of LTL 25.6
billion of EU structural funds allocated
for the period 2007-2013, LTL 23.1 bil-
lion was contracted but only LTL 15 bil-
lion was paid out. A big fraction of al-
located funds will reach companies this
year and the next. Interest rates of new
loans for companies have dropped to
an all-time low of only 2.56% (for loans
in euros) and are likely to stay low, at
least until end-2014. Increasing bank
liquidity, rapidly declining loan-to-de-
posit ratios, and net interest income will
make banks more inclined to expand
their loan portfolios. Most important, the
profit tax exemption for investments,
which currently enables companies to
lower their tax rates by 50%, expires at
the end of this year. If indications are
given that this exemption will not be ex-

Swedbank’s GDP Forecast — Lithuania
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tended, companies might rush to take
advantage of it.

Export growth surprised last
year

Foreign trade continued thriving in 2012
— exports of goods and services during
the first three quarters increased by
7.1% in real terms, compared with the
same period a year ago. This growth
rate was achieved partly because of the
improved competitiveness of Lithua-
nian manufacturers, who managed
to expand their export markets while
some European countries contracted.
Farmers, too, produced a record har-
vest, 25.5% larger than a year ago (in
real terms). In 2012 exports were also
supported by weaker euro, but it will
probably have smaller positive effect
this year and the next.

Total exports of goods were increasing
faster than exports of goods produced
in Lithuania, indicating that re-exports
were also strong, especially to CIS
countries. The nominal growth of ex-
ports through November 2012, com-
pared with the same period a year ago,
was fastest to Russia (30.8%), Ukraine
(25.0%), Estonia (31.5%), and Latvia
(22.4%). A 73% growth in exports to

Changes in volume, % 2011 2012e" 2013f" 2014f"

Household consumption 64| 40 (3.5 3.0 (3.5 35 (4.0
General government consumption 05| 0.0 (-2.8) 1.0 (1.0) 2.0 (2.0)
Gross fixed capital formation 18.3| 3.0 (11.0) 10.0 (9.0) 8.0 (9.0)
Inventories % -1.8| -1.0 (-0.1) 0.3 (0.2) -0.3 (0.0)
Exports of goods and services 141| 6.5 (4.0 40 (4.5) 6.5 (7.0)
Imports of goods and services 13.7| 50 (4.8) 45 (56.0) 6.5 (7.5
GDP 59| 33 (33) 40 (41) 4.0 45
Domestic demand (excl. inventories) # 74| 31 (3.9 41 (43) 42 (4.8)
Net export 03| 12 (0.5 -0.3 (-0.3) 0.1 (-0.3)

Sources: Statistics Lithuania and Swedbank.

1/ The figures from our forecast in October are given in brackets.
2/ Contribution to GDP growth. Domestic demand is in net of inventories.

the UK was probably caused by an ac-
counting measure — although the oil
refinery probably sold its production to
the same company, it was registered to
a subsidiary in a different country (thus,
the contraction of exports to Poland).

The real growth of imports during the
first three quarters of last year was
much slower than the growth of exports.
Thus, the trade deficit narrowed signifi-
cantly, and the net exports were one of
the most important factors of growth
last year. However, we do not expect
exports to continue outpacing imports;
this was probably a temporary trend
caused by stagnating investments and
a rapid contraction of inventories. We
have lowered the export growth fore-
cast for 2013 and 2014 to reflect the
prolonged recession in the euro area
and weakening growth in Poland, Rus-
sia, and other key markets.

Decline in unemployment will be
slower, but wage growth faster

In line with our expectations, unem-
ployment declined rapidly to 12.3% in
the third quarter of last year. Employ-
ment increased by 1.7% and was the
most important factor behind the drop
in unemployment; however, emigration
remained at uncomfortably high levels.
Last year, 43,000 people left the coun-
try (2.9% of the labour force); mean-
while, however, 21,400 people immi-
grated (mainly previous emigrants).
We forecast that emigration will ebb
further, and we project immigration to
exceed emigration in the second half
of this decade. Of course, government
policy could support this trend — a bet-
ter investment climate and smaller tax
wedge on labour could hasten wage
convergence and weaken economic
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factors behind the emigration trend. At
the same time, a more liberal immigra-
tion policy could help to balance skills
mismatches in the labour market.

Unemployment will continue declining
this year and the next, but the pace
will be slower. We still think that aver-
age annual unemployment will drop
to 11.5% in 2013, but we have raised
our forecast for 2014 to 10.0%, up
from 9.3%. Job creation will be slower
because the majority of the remaining
unemployed are less qualified or lack
the skills demanded in the market. A
rather fast increase in the minimum
monthly wage (17.6%) may prove to be
a double-edged sword — it will increase
purchasing power of households, but
it will also cut into the creation of new
jobs. We think that finding ways to raise
the nontaxable income threshold would
have been a better tool to increase the
disposable income of low earners with-
out distorting the labour market.

Real wage growth was still negative
last year, as wages increased by about
2.8% but were outpaced by inflation.
This process has lasted for four years
now and has been an important source
of competitiveness and export growth;
however, it will most likely end this year
— real wages are expected to increase
by 1.6% in 2013 and 2.0% in 2014.

An increase in the minimum monthly
wage alone will have an influence of
1.7 percentage points on the average
wage, but it is also likely to have spillo-
ver effects and trigger wage increases
all along the chain. Those who were
earning slightly above the minimum
wage are probably already negotiat-
ing how much their wages will rise this
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year. Thus, we have increased our
nominal net wage growth forecast to
5.0% in 2013; this will probably acceler-
ate further in 2014, when we expect it to
grow by 5.4%.

Consumers consumed more
because they saved less

Household consumption growth eased
to 5.2% during the first three quarters
of last year, but was higher than ex-
pected and much faster than the growth
of the wage bill, which increased by
only 1.5%. Higher retirement pensions
boosted disposable income, but the
main factor behind consumption growth
probably was the lower savings rate,
which already started declining in 2011.

Consumer confidence improved in the
post-election period and was close to
its highest level since the beginning
of 2008. At the same time, however,
industrial confidence has dropped to
the lowest level since the end of 2009.
These diverging sentiments probably
reflect different expectations of the eco-
nomic policy to be implemented by the
new government.

Interest rates for new loans to non-financial corporations and households
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Source: Bank of Lithuania.

Despite stronger household confi-
dence, we have lowered our household
consumption growth forecast by half
a percentage point for both 2013 and
2014, to 3.0% and 3.5%, respectively.
There will no longer be a positive carry
over effect, and despite growing real
wages, confidence probably will not im-
prove significantly (due to more expen-
sive necessities) and savings rate is
not likely to become sharply negative.
An end to the contraction in real wages,
however, may provide consumers in-
centives to increase financial leverage
and encourage them to benefit from the
historically low interest rates. The very
high liquidity and lending capacity of
Lithuanian banks are shown not only by
the very low interest rates, but also by
the interest rates for mortgages in litas,
which for the first time in history were
lower than for those in euros.

Inflation is bottoming out

Since 2009, productivity growth has
outpaced wage growth, and companies
have had overcapacity; thus, the main
driver of inflation has been global com-
modity prices. This, however, is chang-
ing. Not only is the price of electricity for
households increasing by 8.9% as of
January this year, households will also
bear the burden of higher excise duties
on tobacco and diesel fuel. Companies
will also see their costs rising due to
both more expensive electricity and an
increase in the minimum monthly wage.
More expensive electricity is a one-off
event, but future unsustainable increas-
es in the minimum monthly wage could
create a competitiveness-threatening
wage-inflation spiral.
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As peripheral European countries un-
dergo internal devaluation, competition
is likely to remain fierce, and Lithuania’s
domestic demand is still weak. Thus we
do not think that companies will transfer
most of their increase in costs to con-
sumers, but will probably accept lower
profitability. Global developments will
have mixed impact on local prices — we
forecast the average price of oil this
year will be 5.2% lower than in 2012,
but the food is expected to be 4.8%
more expensive. Considering this, we
increase our inflation forecast for this
year to 3.3% from 3.0%. Prices are ex-
pected to grow at a similar pace in 2014
— we keep our forecast unchanged at
3.4%.

This means that average annual infla-
tion will be fluctuating very close to the
Maastricht price stability criterion. It is
highly unlikely that Lithuania will meet
the price stability criterion this spring,
but this is not too relevant, as Lithua-
nia has not formally applied for full
Economic and Monetary Union (EMU)
membership.  Lithuania’s ability to
meet this criterion in 2014 and 2015 will
largely depend on prevailing trends in
commodities markets, and its chances
are best described as 50-50. We fore-
cast that the budget deficit will remain
below the 3% of GDP threshold; thus
Lithuania’s prospects of becoming a full
EMU member will depend only on infla-
tion. The government should set a clear
accession date and start applying spe-
cific measures to guard price stability;
otherwise, EMU membership could be
postponed to 2017 or later.

Government economic policy:
make it or break it

Budget consolidation will be somewhat
slower than previously envisaged. We
increased the budget deficit forecast
to 2.5% of GDP this year and 2.0%
in 2014 (2.0% and 1.0% before). The
budget deficit will decline more slowly
because of the government’s plans to
introduce more value-added tax (VAT)
concessions (which we do not support
due to their dubious positive impact on
the final consumer), and there are dis-
cussions to increase public spending
(e.g., public servant wages). However,
additional spending will be limited by
the Fiscal Discipline Law; thus the sta-
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bility of overall public finances will not
be compromised. Due to the relatively
fast GDP growth, the general govern-
ment debt-to-GDP ratio will start declin-
ing this year and will drop to 36.7% next
year.

The change in government does not
necessarily indicate a shift in policies or
economic prospects; however, the new
government has won the election on
the back of a fierce critique of the pre-
vious government and is promising to
reverse at least some of its unpopular
reforms. This would be a mistake that
could weaken Lithuanian competitive-
ness, undermine investors’ trust, and
hamper growth.

Tax reform could both improve and
worsen Lithuania’s prospects, thus it
should be considered one of the most
important reforms of this government.
Cutting taxes on low earners--and not
increasing the already-high taxes on
higher earners--should be the priority
that could lower inequality and boost
growth. Statistics Lithuania calculates
that only 10.3% of all employees earn
LTL 3,500 (EUR 1,014) or more (before
taxes). Only 2.8% earn LTL 5,500 (EUR
1,593) or more. This means that the
sources for additional income from tax-
ing labour are slim. Horizontal fairness
is as important as vertical fairness,
thus a more effective way to increase
redistribution through the government
budget (assuming that this is an ap-
propriate objective) would be to elimi-
nate the abundant income tax exemp-
tions, which are enjoyed by households
earning very high income, and broaden
the base of the personal property tax.
Social exclusion and poverty are prob-
lems, but the government should focus

on improving the quality of education,
reducing the unemployment trap, and
increasing activity rates.

An increase in the minimum monthly
wage not only increases the purchas-
ing power of low earners — it is also an
additional burden on business. To com-
pensate for this, the new government
should find ways to improve the func-
tioning of labour markets — the initiative
started by the previous government
but abandoned before the elections.
Whether the right structural reforms are
implemented during the next few years
will determine not only foreign and do-
mestic investment growth, but could
also strengthen or weaken the growth
of productivity and competitiveness.

Nerijus Maciulis
Vaiva Seékuté
Laura Galdikiené
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Swedbank Economic Outlook

Disclaimer

This research report has been prepared by economists of Swedbank’s Economic Research Department. The Economic
Research Department consists of research units in Estonia, Latvia, Lithuania and Sweden, is independent of other
departments of Swedbank AB (publ) (“Swedbank”) and responsible for preparing reports on global and home market
economic developments. The activities of this research department differ from the activities of other departments of
Swedbank and therefore the opinions expressed in the reports are independent from interests and opinions that might be
expressed by other employees of Swedbank.

This report is based on information available to the public, which is deemed to be reliable, and reflects the economists’
personal and professional opinions of such information. It reflects the economists’ best understanding of the information at
the moment the research was prepared and due to change of circumstances such understanding might change accordingly.

This report has been prepared pursuant to the best skills of the economists and with respect to their best knowledge this
report is correct and accurate, however neither Swedbank or any enterprise belonging to Swedbank or Swedbanks directors,
officers or other employees or affiliates shall be liable for any loss or damage, direct or indirect, based on any flaws or faults
within this report.

Enterprises belonging to Swedbank might have holdings in the enterprises mentioned in this report and provide financial
services (issue loans, among others) to them. Aforementioned circumstances might influence the economic activities of such
companies and the prices of securities issued by them.

The research presented to you is of informative nature. This report should in no way be interpreted as a promise or
confirmation of Swedbank or any of its directors, officers or employees that the events described in the report shall take place
or that the forecasts turn out to be accurate. This report is not a recommendation to invest into securities or in any other way
enter into any financial transactions based on the report. Swedbank and its directors, officers or employees shall not be liable
for any loss that you may suffer as a result of relying on this report.

We stress that forecasting the developments of the economic environment is somewhat speculative of nature and the real
situation might turn out different from what this report presumes.

IF YOU DECIDE TO OPERATE ON THE BASIS OF THIS REPORT THEN YOU ACT SOLELY ON YOUR OWN RISK AND
ARE OBLIGED TO VERIFY AND ESTIMATE THE ECONOMIC REASONABILITY AND THE RISKS OF SUCH ACTION
INDEPENDENTLY.
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