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Central banks are trying to find the right way

Inflation has continued to fall, and globally
it has finally reached or is close to the
target level set by monetary policy. The
ECB was among the first central banks to
start the cutting cycle. Now more rate cuts
are coming, and more central banks will
join in. At the same time, the real economy
has been more resilient than expected.

The US economy is showing more signs
of slowing down . Fears that the Federal
Reserve was behind the curve and that a
recession was imminent sent shock waves
through financial markets a few weeks
ago. However, so far, a soft landing still
seems most likely.

The US economy appears to have been
less interest rate -sensitive in this hiking
cycle. The main reasons are an increase in
fixed-rate mortgages and better balance
sheets among households and corporates.
Hence, the transmission mechanism of US
monetary policy is weaker now than in
earlier cycles, and this is also true for the
ECB. This probally implies that the
Federal Reserve needs to be more
forward-looking and have a higher
tolerance for inflation than in the past, and
that it needs to start cutting poli cy rates
earlier p rather than seeking more
evidence. We are not out of the woods yet,
and the risk is that the Federal Reserve is
indeed behind the curve.

In contrast, the Swedish economy was
more interest rate -sensitive than when the

Sjltcbol!t!dvssfoulhijljoh!

Sweden, debt levels were higher, fixedrate
mortgages were rare, and the economy

sftqpoefelrvjdl mz!up!uif!c

interest rate hikes. Sweden is in recession,
unemployment is increasing, and inflation
is below the target. There is a risk that the

Sjltcbol!jt!bmtp!cfijoel! ui

likely that it will need to frontload interest
rate cuts to support the real economy and
avoid deepening the recession.

Going forward, central banks will still need
to find a suitable balance as they
determine the right pace for interest rate
cuts. If not, they risk deepening the
economic slowdown or delaying the
recovery. However, the pace and number
of cuts needed will not be the same for all
central banks. It cannot be ruled out that
central banks need to cut policy rates
more, and possibly also below neutral
levels.

Mattias Persson
Group Chief Economist, Swedbank
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Global outlook

Growth convergence

The euro area is expected to start
to recover next year, while after
years of strong performance the
US economy will slow down. GDP
growth is forecast to converge at
around 1.5% next year in both
regions. The Chinese economy is
expected to grow more modestly
in the years ahead.

Inflation will normalise

While inflation in the US has
continued to edge lower this year,
inflation in the euro area has
been stickier. Services inflation
remains relatively high in both the
US and the euro area. Next year
we expect inflation to have
normalised fully in both regions.

Fmanmal markets

Downside risks

The situation in the Middle East
has worsened. Although energy
prices are not driving inflation at
their current levels, higher freight
costs could pose an upside risk
to inflation. In turn, setbacks on
inflation could delay monetary
policy easing, which would weigh
on growth.

More rate cuts to come

With US unemployment on the
rise and inflation close to target,
ui f1 Gfelt!gjstu!
expected in September. More
rate cuts will follow gradually
during the forecast horizon. The
ECB has already delivered its first
rate cut and we expect two more
during the autumn, followed by
more cuts in 2025.

Slightly higher bond yields

We expect fewer rate cuts from
the Fed than current market
pricing suggests. This could lead
to upward pressure on bond
yields in the near term. Long-term

bond yields are low in Europe and

we forecast modest increases
during the forecast horizon.

USD will remain strong
Geopolitical uncertainty, together
with growth and interest rate
differentials, will keep the USD
strong vis-a-vis the euro this year.
The NOK and SEK are expected
to regain some lost ground

during the forecast horizon as
global interest rates come down.
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Sweden

v T,

On the road to recovery

Inflation is back on target and the
Swedish economy is on the road
to recovery after three years of
stagnation. We expect high
consumption growth in 2025 and
2026, and above-normal GDP
growth in both years.

Baltics

Rapid growth in real wages, but
patchy recovery in consumption

Lower inflation (especially in
Latvia and Lithuania) coupled
with still -rapid wage growth and
high employment is boosting
household purchasing power.
However, at this stage household
consumption has been
recovering only in Lithuania,
where consumer confidence is at
the highest level in the EU.

Rate cuts at every meeting

The Riksbank will cut the policy
rate at each of its meetings for
the rest of the year and continue
more gradually next year to 2%.
Our model simulations suggest
that larger rate cuts would boost
the economy without causing an
inflation problem.

Exports should start growing
next year

The global manufacturing cycle

is taking somewhat longer to
turn, so we now expect exports to
start recovering only next year.
The recovery is likely to be
bumpy, not only because of the
weak demand in export markets,
but also due to a possible loss of
cost competitiveness, at least in
some sectors.

Slower population growth ahead
Sweden faces significantly lower
population growth in the coming
years, with an expected increase
of 25 000 people per year in
2024p2030. The slowdown will
have consequences for the
labour and housing markets.

Elevated uncertainty and political
risks

Estonia is implementing
excessive fiscal consolidation. A
better alternative would be for all
three Baltic countries to put extra
effort into finding
competitiveness -boosting
reforms, implementing more
business-friendly policies and
encouraging private investments.
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Foggy outlook, clear risks

The prospects for global growth are subdued. The US economy is expected to

experience a slowdown, although it will avoid an outright recession. Meanwhile,
Dijob!'t!'hspxui!tffnt!cpvoelup! fehf! mpxfs/ ! Ui
but a gradual recovery in domestic demand is expected next year as interest rates

come down more meaningfully. Potential inflation setbacks and changing

geopolitical conditions pose risks to the outlook.

Divergent developments

The divergent development across countries and sectors has continued
this year. Boosted by household consumption, the US economy has grown
at a solid pace so far this year, albeit somewhat slower than in 2023.
Following a longer period of stagnation, the @iro area economy has grown
slightly this year, but the development varies greatly across countries and
remains notably weak in Germany.

Inflation has normalised in both the US and Europe, which opens the door

to central banks cutting policy rates during the autumn and beyond. This

should support domestic demand as from next year. The US economy, o ® 1 %
however, is facing a soft patch in the nearterm, due to tight monetary
policy as well as less supportive fiscal policy and lower net migration.
Overall, GDP is expected to grow by around 1.5% in both the US and the
euro area next year. The headwind for the Chinese economy continues. Its
declining population and struggling real estate sector, however, imply a
lower contribution to global growth in the years to come.

Hf snbo!t
growth this year

Global manufacturing is relatively depressed, although suksectors such

as defence and green industries are booming. Manufacturing sentiment
indicators in both the US and Europe are at low leveldhowever, suggesting
no imminent recovery. Risks to the economic outlook are deemed elevated
and tilted somewhat downwards, i.e., we now foresee a greater likelihood
of a worse-than-forecasted outcome. Threats of regional escalation in the
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Swedbank’s GDP forecast

Global overview

Annual % change, calendar-adjusted 2023 2024F 2025F 2026F
us 2.5 2.5 (2.6) 1.4 (1.4) 1.8
China 5.2 48 (4.8) 45 (4.6) 43
Euro area 0.5 0.7 (0.4) 1.3 (1.5) 1.4
Germany -0.2 0.1 (0.1) 1.0 (1.4 1.3
France 0.9 1.2 (0.6) 1.1 (1.4 12
ltaly 1.0 0.8 (0.7) 09 (1.2) 1.1
Spain 2.5 2.8 (1.5) 2.1 (2.1) 1.7
Estonia 3.0 0.6 (-0.5) 15 (2.8) 2.5
Latvia 0.3 09 (1.4) 26 (2.8) 2.9
Lithuania -0.3 22 (1.8) 28 (2.8) 2.5
Sweden 0.1 03 (0.1) 26 (2.9) 3.0
Norway 1.1 0.7 (0.8) 14 (1.2) 1.2
United Kingdom 0.1 1.1 (0.4) 14 (1.4) 15

Previous forecast in parentheses.
Source: Swedbank Research

Middle East have intensified, and although oil prices have remained stable, freight prices have risen by
around 100% in the pastyear. Many commodity prices also rose during the first half of this year.
Setbacks in the fight against inflation, even if supplydriven, would most likely delay rate cuts from
central banks, which would in turn weigh on the real economy.

Stable energy prices
EUR/MWh (lhs); USD/barrel (rhs)
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A turbulent summer - markets discount extensive easing from central banks

Financial markets had a turbulent summer, with equities and bond yields

Elevated freight costs
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dropping substantially in early August. The cause of this turbulence is

unknown, but contributing factors likely included the weak signals from the

US labour market, the relatively hawish Bank of Japan and stretched

asset prices, not least in the tech sector. Low trading volumes during the

summer may have also played a role.
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Global overview

From a pure macro perspective, the rapid drop in equities and bond yields
was a clear overreaction. Although the US economy has started to show
some signs of weakening, a recession still seems distant. Equity prices
have also risen recently, and in some makets they have almost fully
recovered. Credit spreads have also contracted after a temporary spike.
The equity market volatility index (VIX) also skyrocketed during the
summer but has come down again recently.

Cpoelzjfmet-!Ibt!xfmm!bt!nbsl fulfyaqt
remain suppressed, however. We forecast three cuts by the Federal

Reserve this year, which is less than current market pricing suggests and
could lead to upward pressure on bond yelds in the near term. In Europe,

we assume that the very low term premia will normalise a bit, causing
long-term bond yields to increase somewhat during the forecast horizon.
Overall, however, only minor changes from current levels are expected for
long-term bond vyields.

Policy rates incl. Swedbank's forecast
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The US dollar will remain strong this year

Geopolitical uncertainty and a strong economic performance have
supported the US dollar so far this year. Uncertainty regarding the outcome
of the US election, as well as expectations of potential policy changes
should Trump be elected,are expected to keep the dollar strong this year.
Differences in monetary policy in thenear term could also support the
dollar. Thus, we expect a continued strong dollar in 2024. Next year, when
inflation has normalised and interest rates have fallen, investor risk appetite
is expected to strengthen and the dollar to weaken. We also expect gpwth
to slow in the US while picking up in the euro area.

The Norwegian krone and the Swedish krona are expected to gain some
lost ground during the forecast horizon. They are probably trading with a
risk premium related to their size, and a likely prerequisite for stronger
Scandies is that the dollar weakens asthe US growth advantage fades and
the Fed starts to cut rates. In 2025 and 2026, in terms of GDP growth,
Sweden is expected to outperform both the US and the euro area, which
should support the SEK. The NOK is expected to find support from a more
cautious easing of monetary policy by Norges bank.
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Global overview

The USD will stay strong SEK will strengthen towards trend
EURUSD EURSEK
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USA - recession scare

Weaker signals from the labour market have instilled fears that the economy is already in a
recession. Most indicators, however, suggest the economy has continued to grow at a solid
pace. Looking ahead, growth is set to slow down as consumption and investm ents buckle

under the weight of a weaker labour market and high interest rates.

In July, the US unemployment rate rose from 4.1% to 4.3%, which triggered
theso-d b mmf e ! dZp b populasrecessidnlindicator. The rule, created
by US economist Claudia Sahm in 2019, stipulates that if the threemonth
average of the US unemployment ate is 0.5 percentage points or more
above the low of the prior 12 months, the economy is already in a recession.
The rule has correctly indicated every US recession and not been triggered
outside of one since 1970. The triggering of the Sahm rule may have
contributed to the significant selloff on financial markets seen in the
beginning of August and expectations that the Fed will rapidly cut the
policy rate.

However, we believe that the recession fears are somewhat overblown.
Firstly, GDP grew at a 2.8% annual rate in the second quarter, and growth
was broad-based. Secondly, the rise in the unemployment rate has largely
been due to an increase in labour supplyi.e., more people entering the
mbcpvs!nbsl fu-!nfbojoh!uif!vofngmp:
reasons. Also, the current unemployment rate remains historically low.
Thirdly, in recent years investments have not been building up to the extent
seen before several previous recessions.

Recession fears
are premature

Still, on the back of high interest rates and less expansive fiscal policy, we
fygfdu! ui buluifl!fdpopnz! xjmm! mptf !
remarkable strength. Notably, the labour market is showing other signs of
weakness, from asignificant decline in employment in temporary help
services to a lower pace of hiring generally, and indicators suggest a

further weakening. In turn, the weakening of the labour market is expected

to dampen household consumption. High delinquency rates onconsumer
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Sounding the recession alarm
Sahm rule, percentage points

United States

Investments have not been building up
Private domestic investment as a % of GDP
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loans and low saving rates suggest households are already strained.
Continued high interest rates will also mean that investments should grow
at a slower pace going forward. Several soft indicators, such as the
gvsdibtjoh! nbobhfs!t!joefylgspn!ui

slowdown of the economy.

After having been surprisingly high in the beginning of this year, inflation
slowed down in the second quarter. That being said, there is an extensive
divergence between, on the one hand, elevated services inflation and, on
the other, outright deflation within goods. Indicators such as lower wage
growth and private rent data suggest, however, that the rate of service

price increases should decline going forward. As the economy slows more
broadly and consumers become more pricesensitive, inflation is expecied
up!dpoujovflupl!lusfoel!epxo!lupxbset!

We believe GDP will grow at a belowirend pace until a modest recovery
begins at the end of next year, when interest rates have come down and
inflation has further normalised. However, the economic outlook is
uncertain. While the US is not in a recession arrently, and it is our base
case that no recession will materialise, the risk of one occurring has risen

in recent months.

Leading indicators point to a growth slowdown Price rises now consistent with 2% inflation

y/y % (Ihs); diffusion index (rhs)
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United States

Presidential election - the plot thickens

The 2024 presidential election is fast approaching, and much hashappened in US politics

recently. The differences in fiscal and trade policies between the two presidential candidates
remain largely unknown. Now that Harris has taken over, the outlook is a bit more uncertain but in
a recent speech she proposedtocreateb o ! dZpggpsuvojuz! fdpopnzlLd xi
down the cost of living. Most likely, she will continue with what we have seen in the past three
years and strive for the same policies that one would expect Biden to pursue. If Harris wins, we
therefore expect higher taxes on the wealthy and corporates, continued high government

spending on infrastructure and that the focus on industrial policy will be maintained. A more
favourable approach towards international alliances such as NATO is expected, awell as direct
support to Ukraine and supportive actions to combat climate change. If Trump wins, on the other

i boe-!xf!fygfdu! mpxfs!lubyft-!bo!dBnfsjdb! gj s
environmental regulations, and a much tougherstance on immigration. Harris would also be

much more open to free trade than Trump, although both candidates would maintain a tough
stance towards China.

Polls and prediction markets expected for some time that Trump would win over Biden, until the
Democratic candidate stepped down. Currently, expectations have shifted to give Harris a slight
lead ahead of Trump. Much could still happen before Election Dayn 5 November, however. Most
importantly in the near term, Harris and Trump have agreed to a debate on 10 Septembgy an
event that could prove to be pivotal.

Betting markets now expect Harris to win  Voters unhappy about all candidates

Predictlt bets: Who will win the 2024 US Presidential Favourability ratings: political leaders, %
election?

0.7
06 N
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Sources: Swedbank Research & Macrobond Sources: Swedbank Research & Macrobond

The Fed has highlighted that its overall condition before cutting rates is

ui bu!juloffet!dzdhsfbufs!dpogjefodf!
tvtubjobcmfl!cbtjtL:!ps!bmufsobuj wf

nbsl fulLly ! Beejujpopmmeftdphf! &beuluf bu] The Fedis expected

cpui!tjeft!pg!jut!evbm!nboebuf L)} ! xi to cut rates by
towards the inflation side. Recent developments in the labour market and
of inflation suggest that the Fed is on the onset of a ratecutting cycle. We 75 bps

forecast that the Fed will cut rates by 25 bps at each of its remaining
meetings this year p totalling 75 bps during the yearp before slowing the
rate-cutting pace to every other meeting next year as it assesses the

this year
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evolving outlook. This entails that the target range of the federal funds rate
will be 4.50p4.75% by the end of 2024 and 3.59 3.75% by the end of 2025.
We believe that the longterm neutral rate in the US is around 3%, and we
expect the federal funds rateto be cut to this level by the end of 2026.
Risks are tilted towards the rate being cut faster than we foreseep
potentially also to a lower level, at least temporarily, if the economy
deteriorates more rapidly than expected.

Euro area - limping forward

United States

Europe continues to rely on a single engine of growth. Domestic demand is looking
relatively strong due to a strong labour market and real wage growth, yet the recovery of
global demand has been delayed. Inflation has been sticky so far this year, and service
inflation remains high, which has led to a cautious cutting cycle for the ECB.

The first half of the year surprised positively as economic growth was, on
average, faster than expected. In particular, France and Spain exceeded
initial expectations; inthese countries, both domestic demand and net
international trade were quite robust. It is likely to be difficult to maintain
growth momentum, however. In the second quarter, Germany posted a
surprise quarterly GDP contraction, while in August its composié PMI
dipped further below 50 p indicating contracting activity. Manufacturing in
the euro area surveys recovered briefly in Q2, although they remain firmly
in contraction territory. Services PMI accelerated sharply above 50n the
beginning of the year, but ha been moderating since. It is likely that, after
a short-lived Olympics boost, services activity growth will slow down in
autumn,.

Rising household incomes should lift consumption higher. Retail trade
volumes are recovering, and household consumption could grow by 1%
this year. Higher interest rates, more expensive energy, and more intensive
global manufacturing competition are giving European industry a hard

time. Manufacturing is still on the decline and export orders remain
depressed. For now, signs of global demand recovery are very limited. We
forecast that industrial activity and other capital-intensive sectors could
potentially expect stronger growth only next year.

The strength of the labour market has been a key source of resilience for
the European economy. Labour hoarding and a decline in real wages
pushed employment higher even as the economy stagnated, but this trend
seems to be ending. Company revenue growth idizzling out, and hiring
will be more cautious moving forward. Employment expectations are
declining, and in several European countries unemployment has inched
higher. The unemployment rate in the euro area is still close to an aflime
low at 6.5%, but we expect it to drift up to 0.5 percentage points higher
during the forecast horizon. For now, wages are playing catchup with
inflation and are growing more than 5% annually. However, the softer
labour market will lead to a gradual moderation in labour cost growth
negotiated wages already slowed to 3.6% in the second quarter

Global demand
remains tepid

Some signs of
weakness in the
labour market
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Euro area

Economic policy will still act as a headwind for growth. With fiscal rules
coming back into force in 2025, after being exempted since the pandemic,
many countries are expected to pare back public deficits, pulling the
demand away. This is particularly visble in Germany, where the coalition
government is embattled to find the necessary spending cuts to meet
domestic fiscal targets. A moderate easing by the ECB will help revive
credit demand slightly. Credit activity has recently pickedup after a
significant contraction. At the current level of rates, however, a strong
credit cycle that would boost investment activity and growth is unlikely.

Due to restrictive policy and a lack of foreign demand, growth is likely to be
muted. Euro area GDP is expected to expand by 0.7% this year, and to
accelerate to around 1.3% during the next two years. Germany is likely to
grow by only 0.1% this year and tcsee tangible growth only in 2025.
Tgbjo!t! HEQ-!po!luif!puifs!iboe-1!jt!
and another 2% next year.

Employment and expectations Euro area: financial conditions and lending
Index, sa; y/y % (rhs) % of GDP; index, 3mma (rhs)
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Sources: Swedbank Research & Macrobond Sources: Swedbank Research & Macrobond

ECB - cautious easing in the face of sticky inflation

The ECB started a cautious ratecutting cycle in June, and we forecast two
more 25 basis point cuts this autumn (in September and December),
followed by another five rate cuts next yearp leaving the deposit facility

rate at 2% at the end of 2025. Duringhie summer, the markets became Market expectations
convinced that rates in the euro area could declinefaster, and the expected have moved closer
ECB rate path (ESTR futures) is now very close to our forecast. to our forecast

During the financial turbulence at the beginning of August, the markets were
expecting a 50 bps cut in September, but this is now an unlikely scenario.
The ECB is likely to proceed cautiously with rate cuts, given that inflation
will increase towards 3% again by the end of this year. The main reasons
for the expected increase include base effects arl that services prices
remain elevated. For the ECB to implement rate cuts faster or in bigger
steps, itwould need to see considerably more economic stress and a
weaker labour market in the euro area. Alternatively, continued elevated
wage growth and evenstickier inflation could encourage the ECB to move
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Euro area

forward with rate cuts more cautiously. We view these risks of alternative
rate paths as broadly balanced.

ECB rate: market expectations and forecasts Euro area inflation and its main components
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United Kingdom - slow growth ahead

The UK economy is showing signs of recovery, but sustained high growth will be hard to
bdijfwf/ ! Xijmfluif! hpwfsonfoul!t!gjtdbm!qgpmj
policy will ease as the Bank of England lowers the policy rate.

The UK economy rebounded unexpectedly quickly in the first half of the GDP growth of just
year, driven by government consumption and investments as well as net above
exports while household spending rose modestly. Going forward, however,

household consumption is likely to be the main driver of GDP growth, 1%

boosted by positive real incomegrowth and lower interest rates. Weaker
global demand and a decline in government spending are likely to contribute
to slower growth during the forecast horizon. We estimate that GDP growth
will increase by 1.1% this year and by about 1.5% in 2025 and in 2026.

in the years ahead

The labour market is showing signs of cooling off, according to indicators
such as arise in the number of layoffs, a decline in vacant positions and
slower wage growth, although it remains too high With GDP growth
decelerating somewhat from its rapid recovery in the first half of the year,
the labour market is expected to deteriorate somewhat further. Such a
deterioration is in turn expected to lead to further lower wage growth and
continued easing of inflation.

| fbemjof!jogmbujpo!sfbdifeluifl!Cbol
recently rose to 2.2% due to energy base effects. The outcome undershot
market expectations somewhat, and services inflation moderated further.

We expect that the Bank of England will ke reluctant to declare victory over
inflation and that it will want to await further evidence of an intact
disinflationary trend before feeling confident enough to ease the policy

rate once again. The next cut is therefore expected in November. Recent
communication from the new Chancellor Rachel Reeves also indicates
possible tax hikes and spending cuts. This would open the door for the

Bank of England to ease up on monetary policy restrictiveness a little
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United Kingdom

faster than otherwise expected. We therefore expect the Bank of England Bank of England
to continue to cut the policy rate during 2025 and 2026 until it reaches an policy rate will reach
estimated neutral rate of 3% by mid2026. 3‘y

°

Prudent fiscal policy on the cards by mid-2026
The new Labour government will likely pursue a more restrictive fiscal policy
thanui f ! VL!t ! gsfwjpvt! hpwfsonfou/!Jo
Labour government is not expected to raise taxes for working people.
However, the new government recently discovered that public finances are

in much worse condition than previously thought and that a fiscal shortfall
amounting to about 1% of GDP needs to be addressed. As a result, the

Di bodf mmps!t! mbuftu!dpnnvoj dbujtpad! i
lower government spending or higher taxes, or possibly both. The
government has already announced that it will cut the universal winter fuel
payment for pensioners (making it meanstested), as well as axing an
expensive tunnel project, but it has hinted that there is more to come in the
autumn budget.

Maintenance backlog hampers growth prospects

The reforms proposed in the Labour manifesto will only be possible,
however, if the government gets the economy going. During a very long
period of time, the UK has underinvested in transportation, energy, and IT
infrastructure, as well as in residential luildings. One way to boost growth
boel! gspevdujwjuz!xpvmel!l cflup!ejsfdi
substantial maintenance backlog. According to the National Audit Office,

the government would even be able to cut costsin the future, as it would not
need to spend large amounts of money every year on maintaining ancient
systems. Such an approach would require tough political choices, however,

as well as an understanding of the need for these investments. With its

large majority in Parliament, the Labour Party has the prerequisites to be
able to get things done. Its task will beto push through the changes that

are needed to boost growth through higher productivity. Another longterm

di bmmfohf!jtltuif!VL!It!sfmbujpotEY q!
would likely boost economic activity through foreign trade and production.

UK inflation: close to the central bank's target Maintenance backlog in the UK vs. peers
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China

China - treading water

Growth has been slower than expected this year. Household consumption and property
sector activity remain weak, although industrial production is holding up relatively well. The
economic outlook is bleak, and growth is expected to continue to trend down in the years
ahead.

The economy has struggled to gain traction, weighed down by weak

consumer confidence amid the ongoing property sector correction, which

began in year 2021. GDP grew by 0.7% in second quarter, a slower pace

than in the first quarter. Given the weak househal consumption and

property sector activity, Beijing has attempted to shift growth drivers Growth is expected
towards manufacturing. As a result, economic activity has been uneven to miss the
this year, with very weak retail sales on the one hand but relatively strong

industrial production on the other. However, measures of manufacturing 5%
PMIs have now entered contractionary territory, which bodes ill for overall
growth going forward. We maintain our view that fullyear growth will miss
ui jtlzfbs!tl!ubshfu! pg! 6&/'!

target

Cfjkjoh!t!fggpsut!up!tujnvmbuf!uif|
stabilise the property sector was launched in May, and the Chinese central
chbol!ljtt!fyqgfdufelup!gpmmpx!vqg! Kvmz!
monetary easing before yearend. Theseshould overall be positive for

growth, although the impact of stimulus measures has so far been rather
limited. Still, the downturn in the property sector is likely to take several

years to play out, and it is uncertain whether China will be able to fina

new growth engine of similar calibre. Given this development and the
intensified demographic headwinds faced by China, we therefore expect a
continued downward trend in growth in the coming years.

Both the US and the EU have recently implemented tariffs on Chinese
electric vehicles, and in response Beijing has launched an antilumping
investigation aimed at certain pork products from the EU. Rising trade
tensions and tariffs could present obstacles for Chinese exportsp
unwelcome news at a time when the domestic economy is also faltering.

Consumption has weakened further this year  Large correction in property sector
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“The X-factor”: Differences across the Nordics

Recent divergent economic trends in the Nordic countries are being driven by export
performance. Temporary factors account for some of the divergence, but structural

elements may also be influencing it.

Divergent trends

The economic landscape acrossthe Nordic countries has been characterised by a notable divergence in
recent years. While Denmark has experienced rapid GDP growth, Finland has faced a decline, and
Sweden and Norway have demonstrated stagnation. Therefore, the labour market in Denmark ts&a

ui sjwfe-!boeltuif!dpvousz!t!fngmpznfou! sbuf!opx!nbudif

employment rate in Finland has decreased in the past year and remains well below its Nordic peers.

Diverging GDP trends in the Nordics
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The central role of exports

Employment rates converging except in Finland
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The disparity in GDP growth across the Nordics can be almost exclusively attributed to developments

xjuijoluifl!dpvousjft!!fyqgpsu!tfdupst/!Efonbsl (t!fyqps

showcasing substantial progress. In contrast, Finnishexports were 6% lower at the beginning of 2024

ui boluifz!xfsfl!ljo!312:-!tjhobmmjoh!b!epxouvso!uibulib

economic performance. Sweden and Norway (mainland) reported an increase of approximately 15% in
their respective exports compared to 2019. Meanwhile, household consumption has developed in
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In-depth

Exports on a diverging trend Similar trend for household consumption
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surprisingly similar ways across the Nordics, despite seemingly large differences in factors such as
interest rate sensitivity.

Ef o n b sutcksk can be largely credited to marked increases in both goods and services exports.
High growth in pharmaceuticals led by Novo Nordisk and advancements in shipping spearheaded by
Maersk have been pivotal drivers of this expansion. Although the growthn the Danish pharmaceutical
industry has largely been driven by production abroad,employment has increased markedly within
Denmark. In addition to the public sector, employment has increased rapidly in knowledgéased
services and the manufacturing industry.

G| o mhweak eéxport performance stems from declines in both goods and services exports. A
tjhojgjdbou! gbdups!dpousjcvujoh!up!uijt!efdmjof! xbt! C
exports which accounted for almost 6% of total Finnish goods exportsat the start of 2022 but dwindled

following geopolitical shifts after February 2022. More importantly, the decline in imports from Russia

raised prices paid by inputdependent producers, affecting their competitivenessz Furthermore, Finnish

exports are heavily weighted towards intermediate goods and capital goods, making them more

vulnerable to fluctuations in global demand and interest rates.

In addition, Finnish investment growth has been weak. Overall, the development in Finland has been
more in line with the German economy than with that of its Nordic peers (read more about the German
development in the euro area section on pl13).

Finnish trade more dependent on Russia Danish employment on the rise
Exports to Russia, % of total goods export Index (2019=100), sa
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1 Goods that are produced and sold abroadby Danish firms areincluded in the Danish GDP, secalled merchanting.
2 Bank of Finland Bulletin, 5 July 2024
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In-depth

Sweden experienced a rapid recovery in services exports following a downturn during the pandemic; as
of early this year, services exports were about 30% higher compared to prpandemic levels (2019).
Business services exports to the US and UK have been the maidriver (read more in the Swedish
section on the next page). Goods exports have defied the headwinds in key export markets such as
Germany and have remained surprisingly resilient.

O p s x bmaihldnd exports have increased markedly during the past two years, as both goods and
services have risen to recordhigh levels. Overall, a weak NOK has boosted competitiveness, while
increased tourism has been seen after pandemic restrictions were lifted Norway is emerging as an
increasingly affordable and popular destination for travellers. Increased investments in oil, gas and
renewable energy technologies abroad have also boosted exports from Norway.

The goods export sector across the Nordics is closely linked to global manufacturing activities. Looking
ahead, a recovery in European manufacturing and an increase in defence spending are expected to
further bolster export growth in Norway and Sweden, whlie also driving demand for Finnish exports and
for Danish exports beyond the pharmaceutical industry. However, neither Sweden nor Norway should
anticipate a significant boost from weaker exchange rates going forward. In terms of services exports,
short-term growth may be subdued due to a potential slowdown in the US economy. Nevertheless,
services exports are projected to increase as a share of total exports in the medium term.
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The return of consumption

Inflation is back to target and the Swedish economy is on the road to recovery after
almost three years of stagnation. We expect high consumption growth in 2025 and
2026, when both monetary and fiscal policy will become less restrictive. However,
slower population growth will have consequences for the housing and labour markets .

On the road to recovery

The Swedish economy has been in stagnation for almost three
years, and in the second quarter, the slowdown meant that GDP
was lower than at the end of 2021. Weak household consumption
and low residential investment have continued to weigh on the
economy, while exports and business investment have
contributed positively.

Towards the end of the year, the Swedish economy is expected
to start a recovery that will gather momentum in 2025.
Household consumption is expected to make the largest
contribution to growth next year, while exports and business
investment will grow relatively slowly both this year and next.

The Swedish economy is expected to grow faster than potential
in 2025 and 2026, with GDP growth of around 3 percent.
Towards the end of 2026, Swedish GDP will return to the trend
level seen in 20052019 p meaning that it will do so earlier than
other European countries such asGermanyand Norway. The
rapid recovery of the Swedish economy will largely be due to
supportive economic policies.

The drivers of growth are shifting

A high price level continues to dampen consumer spending. In
the second quarter, consumption declined by around 1%
compared with the previous quarter, according to Statistics

Txfefol!lt!npouimz!dpotvnqujpol!]j

Sweden (%) 2024 2025 2026

Real GDP 03 26 30
CPIF inflation 20 20 20
Unemployment 84 84 79

Policy rate (EOP) 2.75 2.00 2.00
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Swedbank Pay also indicate a weak development, and theummer season
has not helped to boost the hotel and restaurant sector or parts of the
retail sector, such as clothing and shoes.

The recent stock-market turmoil may also have influenced consumers.
Studies of US households show that changes in wealth affect

consumption almost immediately. Furthermore, a study of Swedish
households concludes that they tend to reduce their consumptionand
increase their savings when assets fall in values. The stock market has
recently recovered, however, so the overall consumption effect imposed by
the summer's turbulence is expected to be limited.

Going forward, greater purchasing powerand savings will finance increased
consumption. Household incomes are rising faster than prices, which will
tjhojgjdboumz!jngspwf!ipvtfipmet!!
zfbst/ !l pvtfipmet!!fyqgfdubujpot! pg
extensivelyduring the year, according to the Economic Tendency Survey. We
expect consumption growth to be high from the beginning of nextyear when
interest rates have fallen significantly and unemployment is no longerrising.

Despite a slowdown in world trade, Swedish exports haveexpanded at a
solid pace. Exports of services have increased sharply and are growing as
a share of total exports. Compared with those of its Nordic peers,
Sweden's service exports have developed strongly, both during the
recovery from the pandemic and in recent years (see irdepth on p. 18).
Rapid growth in business services has been the main drivep to the UK in
the form of research-related services, and to the US in the form of
business services such as architecture,engineering,and other technical
services. However, recent signs indicate thatexport growth has slowed.
With economic growth slowing in the US and continued subdued growth in
the euro area, particularly in Germany, Swedish exports are expected to
grow more slowly this year and next. Business investment growth is also
seen to slow this year and next after a high rate of increase in recent years.

Sweden

High consumption
growth from the
beginning of next

year

Households are optimistic about the future Boost in Swedish service exports
Standardised net percentage Index (2019=100), constant prices, sa
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3 Ludvigson & Steindel(1999) and Di Maggio, Kermani & Majlesi(2019)
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A cool labour market for a while longer

Sweden

The labour market has weakened during the past year. The decline has been 11 ooo

particularly extensive for temporary workers, indicating that the number of
permanent workers will also decline more in the future. We expectinem-
ployment to continue rising for the rest of the year. As GDP growth picks up
in 2025, employment will start to rise slowly, followed by a stronger recovery
in 2026. We expect the employment rate to reach nearly 70% by the end of
2026. However, the recovery will requirghat the policy rate is lowered in
line with our forecast (see p. 27 on alternative monetary policies).

Several sectors are still experiencing tough times. In construction and
trade, most of the decline in employment has probably already taken place,
while the number of people employed in IT services and manufacturing
can be expected to continue to fall slightly in the future.

With a new industrial agreement set to take effect in April 2025, we
anticipate that wage growth will continue to exceed the average observed
since 2000, although it will likely be lower than during the previous
agreement period. We expect total wage growh to be 3.6% in 2025 and
2026, respectively. The aboveaverage growth will be partly driven by a
structural shortage of labour with the right skills, exacerbated by an
increased wage threshold for nonEuropean workers and slower growth in
Txf ef o! t lagepapllgtian goingforward (see analysis on page?24).

Fewer temporary jobs, fewer permanent jobs A clear recovery in 2026
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The housing market has bottomed out and is slowly recovering

Preliminary data from Statistics Sweden show that the decline in housing starts
has stopped, but weak residential investment will continue to weigh on growth
for some time as housing completions fall. Based on the latest population
projections, we estimate the need for new housing over the next ten years to be
around 30,000 per year, which aligns with the current constructiorrate. This
implies that construction starts should not be expected to rise significantly in
the future, even if interest rates fal.However, we do anticipate that the
construction rate will increase to around 35,000 housing starts in 2026 due to
higher nearterm demand, partly because of severalindustrial establishments
and an expansion ofthe defence industry in various parts of the country.
However, according to our survey, home builderdshemselves expect a much

2025
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Slower population growth ahead

Sweden faces significantly lower population growth in the coming years, with an expected
increase of around 25 000 people per year in 20242030 according to Statistics Sweden's latest
projection. This is half of the previous forecast, which implied an annal population increase of
around 50 000 people. The slowdown will have consequences for the labour and housing market.

Statistics Sweden reviews the assumptions on which its projections are based every three years,
and this year's publication included such a review. The main reason for the downward revision is
that the fertility rate has fallen and is now expected to reman significantly lower in the future. As
in many other countries, Sweden's fertility rate has been trending downwards for several years. In
2023, the total fertility rate was 1.45 children per woman, which is the lowest birth rate since
population statistics began in the mid-18th century and significantly lower than the replacement
rate of 2.1. Lower immigration will also contribute to slower population growth in the future.

Although labour immigration and increased labourforce participation among older people and
those born outside Sweden could mitigate the effects to a certain degree, the new projection
means that labour-force growth will be much slower in the coming ten-year period, according to
our calculations. This will increase the dependency ratio, meaning that fewer working individuals
will need to support more people who are not of working age. It will also lead to a worsening of
labour shortages in the Swedish labou market.

The lower population growth will also reduce the need for new housing. At the same time, an
increasing number of single-person households and an initial shortage of housing in some
regions are contributing to a slightly higher need for construction. Populdion growth is also
unevenly distributed across the country. The number of residents is expected to increase in

128 municipalities in the next 10 years, remain unchanged in 21 municipalities and decrease in
the remaining 141 municipalities. Weighing thesefactors together, we estimate the need for
housing construction during the next 10 years to be around 30,00Qunits annually, which is in line
with the current rate of construction.

Slower population growth ahead Change in working-age population
Number of people % change 10 -5 0 5 10 15 20
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Sources: Swedbank Research, UN, Statistics Sweden & Macrobond
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higher rate of construction in the future. According to our analysis of the
housing need, these expectations may be difficult to fulfil.

Housing prices have risen by 2% so far this yeaaccording to July data
from Valueguard. We expect price growth to remain weak for the rest of
the year due to continued high mortgage rates, relatively weak purchasing
power, a record supply of unsold homes and long selling times.

Housing prices will continue to rise slowly in the period ahead, although
the pace will pick up somewhat next year as mortgage rates fall and
purchasing power strengthens. The slowdown in housing construction
during the forecast period will also contribute to rising prices. In addition,
any easing of macroprudential tools could support housing price growth.
The extended amortisation requirement, where mortgagors need to
amortise an extra percentage point if their debt ratio exceeds 450% othe

household gross income, looks set to be abolished, and the government 5¢y
has also proposed raising the mortgage cap from & to 90%. Larger price ©
increases are, however, likely to be held back by the fact that mortgage Increase in housing
rates are expected to remain at a higher level than before the recent rate prices in 2025
hike cycle began. We expect prices to increase by around 5% in 2025 and and 2026

by roughly the same rate in 2026. Despite this increase, housg prices will
not reach their 2022 peak during the forecast period.

An unusually eventful autumn for fiscal policy

In addition to the presentation of the budget bill in September, the

hpwf s onf daean glahsmop inviestment in transport infrastructure
and research will also be presented before the end of the year. In addition,
the parliamentary committee willpreseo u! j ut ! sf wj f x! pg! "~
framework in November. Based on the political discussion, it looks as
though the surplus target of 0.33% of GDP over an economic cycle will be
replaced by a balanced budget target, which would increase the scope for
new measures by just over SEK25 billion from 2027. Some stakeholders,
including one of the governing parties, instead advocate raising the debt
anchor and making it the overall target in the framework. Raising the
anchor to 50% of GDP, which would still be lowethan the EU rules for the
Maastricht debt, would open the door to temporary deficits and more debt
financed investments. Given the substantial needs ahead, temporary
expenditures for electrification, infrastructure or support to Ukraine, for
example, would be good reasons to increase the debt level. On the other
hand, permanent expenditure increases, such as for defence, should not
form the basis for a less restrictive framework.

In the budget bill, we expect to see several of the tax cuts that have been
circulated for commentary, including reduced taxes on labour income as
well as tax-free savings of up to SEK 300,000 in investment savings
accounts. In addition to tax cuts for households, the government budget is
likely to include more resources for defence, the judicial system and
welfare. Overall, we assumenew measures equivalent to SEK60 billion in
2025 and the same amount in the election year 2026. In the entire public
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sector, we expect a budget deficit of around 1% of GDP in both yearsand
the Maastricht debt will reach the Swedish debt anchor of 35%by 2026.
Fiscal policy will thus be slightly more expansionary than in recent years,
when high inflation has led to a restrained policy, and will be more in line
with what can be expected given the economic situation.

Low inflation paves the way for more interest rate cuts

During the summer, the inflation rate fell below the target, with the CPIF (i.e.,

CPI with fixed interest rate) at 1.7% in July. Underlying inflation, measured as

the CPIF excluding energy, has also fallen rapidly and was 2.2% in July. Price

indicators, such as price plans and producer prices, signal that inflation will

be at or just below the 2% target in the near termln the medium term, we

expect inflation to rise but remain close to 2%. A stronger krona is expected

to hold back import prices but needsto be balanced against wage increases,

which are expected to be higher than the longterm average. If freight rates, Inflation is
which have doubled since the start of the year, remain high or rise further, close to target
inflation risks being temporarily higher towards the end of 2025 and in 2026.

With inflation close to the target, the Riksbank is shifting its focus to the
real economy and the labour market, where resource utilisation is much
lower than normal. As the Riksbank has become increasingly confident
about the decline in inflation, it hasannounced more rate cuts. We expect
it to cut the policy rate at each of its meetings for the rest of the year,
down to 2.75%. We expect more gradual cuts next year to 2%, which we
consider the normal level for the policy rate, i.e., neither stimulative or
contractionary for the economy.

At present, factors other than interestrate differentials are driving
developments on the foreign exchange market. The krona exchange rate
remains volatile, but the krona is not showing a weakening trend against

the euro or the dollar. We are seeing a sirifar trend in Norway despite its
much higher policy rate. The Riksbank will thus put less focus on the
exchange rate going forward, and will consider only its effects on inflation
and the real economy. We assume that the krona will strengthen gradually
inui f!lgvuvsf!bt!luif! Gfelcfhjot!up!d
is stronger than that of most of its neighbours.

Inflation has dropped below target Rate cuts at every remaining meeting in 2024
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Model simulations support fast rate cuts

Given the subdued development of the real economy in Sweden, we expect the Riksbank to cut
the policy rate by 0.25 percentage points at each remaining monetary policy meeting this year
(September, November and December) and then gradually down t@%in September next year.
This forecast is fairly close to current market pricing and can be considered close to the future
interest rate that households and companies expect. What would happen if the Riksbank does
not deliver these rate cuts, but instead ats the policy rate more slowly, in line with its most
recently published interest rate path from June this year? This is a difficult question to answer, as
it is difficult to isolate the effects of a change in the policy rate. Usually, unemployment rises
when the central bank cuts interest rates. This is not a causal effect, however; it is the central
bank's reaction to a weaker labourmarket outlook. If the rate is not cut, unemployment will
probably rise even more.

Central banks and researchers use what are known as dynamic general equilibrium models to
study the effects of alternative monetary policy. In our analysis, we use SELMA, a macro
economic model developed by the Swedish National Institute of Economic Research (NIER) to
calculate the effects of unexpected monetary policy# The assumptions and conclusions of the
experiment are Swedbank's own. Our experiment is based on a scenario in which households and
companies expect the same policy rate as in our forecast, but the Riksbank surprises them every
quarter during coming years by cutting the policy rate less than anticipated.

In the experiment, households and companies gradually realise that the Riksbank is temporarily
deviating from the expected development of the policy rate. The effects on the economy are

minor in the first few quarters, as the deviation from the expected irierest rate is not extensive.
Eventually, however, the higher policy rate bites hard, and GDP is just under one percent lower
than our forecast in 2026. Unemployment does not start to fall, but continues to rise throughout
2025 and is about 0.5 percentagepoints higher in 2026 than in our forecast. Inflation is not

affected much, but is about 0.2 percentage points below the main scenario at the end of 2025. In
the research community, it is a fairly wellestablished view that inflation is not affected much by
temporary deviations in monetary policy iflonguf sn! dpogj efodf!jo!uif!c¢c
target remains unchanged, which is assumed in the model.

The results of this analysis illustrate the effects of a scenario in which the Riksbank, for some
reason, does not cut the policy rate to the extent anticipated. For example, the central bank might
become worried that higher freight costs will lead to higher inflation, and it might then become
excessively focused on avoiding abovetarget inflation. The price in terms of weaker real
economic activity would then be quite high. In recent years, a rapid increase and return of inflation
has occurred following major supply shocks. This should lead to the conclusion that, when new
(temporary) supply shocks occur, it is preferable to avoid overreacting to them with tighter
monetary policy. The Riksbank should have a high tolerance for minor deviations of inflationrbm
the inflation target, of up to half a percentage point or so, and should instead focus on stabilising
the real economy. This means lowering the policy rate so long as resource utilisation is lower
than normal (i.e., so long as unemployment is higher tlan normal). Such a situation is,
unfortunately, likely to occur in the coming years. Substantial interest rate cuts now will be
important for the economy to start recovering.

4 SeeNIER SELMA Technical Documentation publishedon 24 March 2023. The Riksbank use a similar model, MAJA.
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Sweden

Given that inflation is now slightly below the 2s6target and that unemployment is high and rising,

it may be justified to cut the policy rate even faster than in our forecast. We have conducted a
further experiment in which the policy rate is cut by 0.5 percentage points in September,
November and Decembe, reaching Zbalready at the end of 2024. The results of this additional
experiment indicate that GDP will be slightly higher and unemployment slightly lower at the
beginning of 2025 than in our forecast. The differences are not extensive compared to our
forecast, and we believe that the Riksbank would rather cut more slowly in order to avoid risking a
weakening of the krona and a resurgence of inflation. In general, central banks are reluctant to
reverse their decisions in the near term; they usually cut or raise interest rates in several smaller
steps rather than in fewer larger steps.
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Slow disinflation but not different

The disinflationary process in Norway has been slow but not different compared to
its trading partners. As a result, Norges Bank has been forced to be slow to join
other central banks in cutting interest rates, but is expected to reduce rates more
meaningfully next year. Meanwhile, activity remains highly divided between sectors,
based on their sensitivity to interest rates.

Disinflation has further to go

Core inflation has more than halved from the peak levels reached Norway (%) 2024 2025 2026
last year, but at 3.3%, it is still above the levels seen amonthe Real GDP 07 14 12
dpvousz!t!dmptftu!usbejoh! gbsu:
the difference compared to peers is found in goods inflation.
Services inflation in Norway is more in line with what we see in Unemployment 2.1 23 25
Sweden, the euro area and the US. Global goods inflation has
evaporated; past weakening of the NOK is the reason that
Norwegian goods inflation remains elevated. Given that the NOK
has been trading in a wide range for the past year and half, the
exchange rate impact is also expected to diminish further going
forward. Thus, as both headline and core inflation have declined
in line with our projections during the past year, we expect them
to further catch up with levels seen among trading partners in
the coming period. Goods inflation is expected to decline more in
the coming months, while services inflation could prove to be
stickier, due to high unit labour costs. However, core inflations
seen slowing further towards the end of the year, and we project
that it will reach below 3% in December.

Inflation 3.4 22 20

Policy rate 450 350 3.00

As expected, real economic growth in Norway remains moderate
and is vividly divided based on sensitivity to interest rates. While
overall growth has remained below trend over the past years,
export-oriented sectors have grownmore rapidly. Concurrently,
interest rate-sensitive mainland private sectors such as retail
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Norway

Core goods inflation remains higher in Norway
y/y %
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Sources: Swedbank Research & Macrobond

trade and construction remain weak, and new housing construction is
plummeting further to levels not seen in decades. While this twespeed
development has resulted in an unsynchronised business cycle, ihas also
kept the overall economic expansion at bay: not too hot, not too cold.
Similarly, when looking ahead, as investments within oil and gas are
cooling and export-oriented activity is levelling off, lower policy rates are
seen to boost the interest rate-sensitive sectors, which have already been
in various forms of recessions. Hence, while we could potentially
experience this perfect exchange in growth contributions in the coming
years, we expect economic growth to remain below trend. We also see
more limited up- and downside risks to growth based on the
abovementioned developments.

With falling inflation, real disposable income has started to recover, as
nominal wage growth has remained robust. The outlook for households
continues to be mixed as high interest rates are biting, but real wage growth
should improve further this year. However, as we expect inflation to fall
further ahead, nominal wage growth could also slow next year, without
reducing purchasing power. On the back of improved purchasing power,
we expect consumption to recover going forward. However, as it will take
more time for rate cuts to be delivered, the growth upswing will be moderate
in the short to medium term. Still, travel and other services are keeping up
well and are expected to remain strong because of a weak NOK.

The labour market is softening, but most of the slack is stemming from
increased labour supply rather than from declining demand for labour. The
unemployment rate has increased to 2.1%, which is still a historically very
low level. A further increase in the unemployment rate is, however, expected
in the next year as growth remains slow and uneven, especially within
construction and retail trade. Labour shortages have moderated somewhat
as the number of new vacancies has decreased from elevated levels.

Norges Bank kept the policy rate unchanged at 4.5% in August, and the 4. 2 5%
latest policy rate path suggests that the rate will remain around current )

levels until Q1 next year. Inflation is still above target, and the cost First rate cut
pressure in the economy is higher thanwhat will be required to bring expected in
inflation back to target in the medium term. We see a first rate cut in March 2025
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Norway

March next year on the basis of slowing inflation that will pave the way for
lower nominal wage growth next year, and on expected rate cuts from
trading partner central banks that will increase the interest rate differential
and safeguard the NOK. Concerngegarding the weak NOK remain highly
relevant, and we see risks to the shoriterm outlook, mostly concentrated
around the exchange rate. If the NOK weakens markedly, speculation of
another rate hike could intensify, although the bar to actually hiking the
policy rate is very high. Indeed, a marked strengthening of the NOK could
pull forward the first rate cut to December this year. We expect the policy
rate to be cut a total of four times next year, to 3.5% and further down to
3% in 2026.

Housing prices fell in July for the first time this year; the year started off
rather strongly on expectations of lower interest rates, and a low supply of
new homes could tighten the market balance. However, during the past
couple of years, house prices lave risen less than consumer prices and
wages. As a result,real house prices have actually fallen back roughly 10%.
Looking forward, we expect rather flat development during the second half
of this year, but over time, house prices should grow more in lie with
nominal income growth, which is seen to stand at 45% during the coming
years, implying slightly increasing real house prices.

Oil and housing investment contributions to GDP
pp (Ihs); y/y% (ths)

\/

2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022 2024

M Qil investments = Housing investments === Mainland GDP, rhs
Sources: Swedbank Research & Macrobond
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Baltics

From divergence to more synchronised growth

The Baltic economies have been on diverging paths in recent years. Inflation has
ebbed in Lithuania and Latvia, but remains elevated in Estonia, mainly due to
consumer tax increases. Going forward, we expect strong real income growth to
support household consumption, whereas demand in export markets is likely to start
recovering only next year. In 2025 and especially 2026, lower interest rates and
higher affordability are likely to support a housing market recovery.

Estonia has been in a prolonged recessiorp the worst and longest in the
EUp and its economy is barely larger than it was at the end of the last
decade. The Latvian economy has been stagnating for the past two years,
with a fragile and shaky recovery thisyear. After a brief recession last year,
the Lithuanian economy is recovering rapidly and is close to a longerm
growth trend. The main reason for Estonian underperformance is the
dpvousz!t!xfbl!fyqgpsut! pg! hppet-1! xi
comparison, Latvian and Lithuanian goods exports have increased by
around 20-25% since the end of the last decade. Lithuania has benefited
from more diversified manufacturing and export markets (such as a greater
reliance onPoland, which has been among the top performers in the EU).

Household consumption in Estonia has also been somewhat weaker in
recent years, mainly because inflation remains high at 3.5%. Increased
consumer taxes have meant that inflation has failed to decline as rapidly
as in the other Baltic countries. The highettaxes have also depressed
Estonian consumer confidence, which is currently at the lowest level in the
EU. Real wages in Lithuania and Latvia have already fully recovered their
lost ground, but it will take somewhat longer for Estonians to recover
household purchasing power. We forecast that household consumption
will be the main driver of growth inLatvia and Lithuaniafor now, while a
recovery in Estoniawill be delayed until 2026. Eports in all countries could
start recovering next year. We expect GDP growth to accelerate t4.5%-3%
in all three Baltic countries during the next two years.
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Baltics

Consumer confidence in the EU countries
Standardised index, sa, long-term average (2000-now)=0

"1 ImE—_
0.0

Sources: Swedbank Research & Macrobond

There are a few risks to ourforecast. As always, policy mistakes could hinder
immediate recovery and obstruct longerterm prospects. Estonia is increas 7' 9%
ing taxes in the face of a prolonged recessionp which could further dent
consumer confidence and household demand. In addition, Estonia has the
lowest public debt in the EU and could postpone fiscal consolidation until its
economy starts firing on all engines. Furthermore, all three Baltic countries
are considering or implementing some sort of additional taxation on banks.
This will be counterproductive, as it could have unwelcome side effects. In
the short term, such taxes could lead to restricted credit supply or capital
misallocation, while in the long term they could cause weaker foreign
investment flows.

Wage growth
in 2024

Another major risk relates to a continued rapid increase in unit labour costs,
which could cause the loss of export markets at least in some lower value
added manufacturing sectors. In a recent publication, thelMF estimates
that by far the main reason for the underperformance of Estonian exports is
ui f!ldpvousz!t!efdmjof!jo!dpngfujujw
20% higher than in Latvia or Lithuania).Wage growth is decelerating in all
Baltic countries, but governmerts seem to be willing to continue increasing
minimum wages rapidly, which could backfire in the form of lost export
markets and higher unemployment. Nevertheless, wage convergence will
continue, so the private sector will have to step up productivityenhancing
investments. Private sector financial leverage remains exceptionally low,
especially in Latvia and Lithuania, thus credit should be available for larger
investments in automation and innovation.

Diverging GDP trends Inflation in the Baltics: the worst is over
Index (2019=100), sa, constant prices y/ly %
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Estonia

The headwind is increasing again

The Estonian economy is improving, but confidence indicators are weak. The
government budget has incurred a large deficit, and fiscal policy initiatives to reduce
it are expected to speed up inflation and to cut GDP growth in 2025 and 2026.
However, the employment rate will rise and the labour market remains resilient.

The second-quarter GDP flash estimate from Statistics Estonia

Estonia (%) 2024 2025 2026

jOEjdbUft!UibU!Uif!deOUSZ!t!fRea|GDp 06 15 25

finally over. The protracted decline that lasted eight quarters in a

spx!ibt!dvuluifl!dpvousz!t!pvuqg"

to the previous peak. Estonian GDP fell by 1.4% yean-year in the
first half of 2024. Although we forecast that the second half of the
year will be stronger, the GDP will drop by 0.6% oveltan 2024.

The decline in manufacturing production volume and export of
goods and services has subsided. However, economic sentiment
is still weak. It hasimproved slightly this year, but remains
depressed compared to the longterm average. We expect a
gradual improvement in demand for the Estonian export sector
during the forecast period until 2026, but deteriorated competi
tiveness could limit export growth.

Although net real wages have been increasing since the middle
of last year and household interest expenditures are gradually
shrinking, retail trade volumes have continued to decline.
Swedbank card payment data suggest that private consumption
was weak inthe second quarter of this year as well. Low
consumer confidence seems to be the most important factor
behind consumption decisions. Households have shifted 36% of
their savings p the highest share in the last ten yearsp to term
deposits. This representsaround 20% of annual private
consumption which is likely to remain temporarily out of use by

Inflation 3.7 44 35
Unemployment 7.6 73 65

Wage growth 7.4 6.6 6.3

20%

Share of household term
deposits compared to
annual private consumption
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