Swedbank Economic
Outlook
January 2019

Completed: January 29, 2019, 16:00
Distributed: January 30, 2019, 08:00

Swedbank Economic Outlook
Swedbank Economic Outlook presents the latest economic forecasts
for Sweden, the Baltics and the major global economies. In a series
of indepths, current issues that have a bearing on the economic
developments are analysed.
Swedbank Economic Outlook is a product made by Swedbank Macro Research.
Swedbank Research
Olof Manner
olof.manner@swedbank.se
Head of Research
+46 8 700 91 34

Macro Research
Sweden
Anna Breman
anna.breman@swedbank.se
Head of Macro Research/
Group Chief Economist
+46 8 700 9142
Andreas Wallström
andreas.wallström@swedbank.se
Deputy Head of Macro Research Sweden
+46 8 700 9307
Oscar Andersson
oscar.andersson@swedbank.se
Junior Economist
+46 8 700 92 85
Cathrine Danin
cathrine.danin@swedbank.se
Senior Economist
+46 8 700 92 97
Jana Eklund
jana.eklund@swedbank.se
Senior Econometrician
+46 8 5859 46 04
Josefin Fransson
josefin.fransson@swedbank.se
Assistant
+46 8 5859 03 05
Åke Gustafsson
ake.gustafsson@swedbank.se
Senior Economist
+46 8 700 91 45
Knut Hallberg
knut.hallberg@swedbank.se
Senior Economist
+46 8 700 93 17

Alexandra Igel
alexandra.igel@swedbank.se
Economist
+46 8 700 93 03
Matilda Kilström
matilda.kilstrom@swedbank.se
Senior Economist
+46 8 700 93 04

Estonia
Tõnu Mertsina
tonu.mertsina@swedbank.ee
Chief Economist Estonia
+372 888 75 89
Liis Elmik
liis.elmik@swedbank.ee
Senior Economist
+372 888 72 06
Marianna Rõbinskaja
marianna.robinskaja@swedbank.ee
Economist
+372 888 79 25

Latvia
Lija Strasuna
lija.strasuna@swedbank.lv
Chief Economist Latvia
+371 6744 58 44
Agnese Buceniece
agnese.buceniece@swedbank.lv
Senior Economist
+371 6744 58 75
Linda Vildava
linda.vildava@swedbank.lv
Economist
+371 6744 42 13

Lithuania
Nerijus Mačiulis
nerijus.maciulis@swedbank.lt
Deputy Group Chief Economist/
Chief Economist Lithuania
+370 5258 22 37
Laura Galdikiené
laura.galdikiene@swedbank.lt
Senior Economist
+370 5258 22 75
Vytenis Šimkus
vytenis.simkus@swedbank.lt
Economist
+370 6945 71 95

Norway
Kjetil Martinsen
kjetil.martinsen@swedbank.no
Acting Head of Macro Research Norway
+47 92 44 72 09
Marlene Skjellet Granerud
marlene.granerud@swedbank.no
Economist
+47 94 30 53 32

Table of contents
Summary ____________________________________________________________________________

4

Regions
United States_________________________________________________________________________ 6
Europe ______________________________________________________________________________ 7
Emerging markets_____________________________________________________________________ 9
Sweden _____________________________________________________________________________ 11
Nordics ______________________________________________________________________________ 14
Baltics_______________________________________________________________________________ 17
Interest and exchange rate forecasts______________________________________________________ 20

In-depths
Clash of the titans – central banks and climate change________________________________________ 22
Risk assessment – From Dusk Till Dawn____________________________________________________ 24
High time for reforms in Sweden__________________________________________________________ 26
Appendices: Forecast tables______________________________________________________________ 28
Information to client____________________________________________________________________ 30

Recording date of price data 2019-01-25.
The Swedbank Economic Outlook is available at www.swedbank.com/seo.

Cover image: Getty Images

LEADER AND SUMMARY

Political uncertainty cause global slowdown
Global growth is slowing. The key questions for 2019 are: How fast and
how much will the global economy slow, and what will policymakers do
to counteract the negative sentiments spreading across the globe? We
forecast a relatively mild, and manageable, slowdown. Central banks will
move cautiously going forward and thus help counteract the negative effects of political uncertainties on growth. The risks to the outlook remain,
however, on the downside.
The paradigm shift in who runs the global economy
Overall, our main scenario is a mild and manageable slowdown of the global economy. At the same time,
we caution that the forecasting numbers are more uncertain than they have been in the past two to
three years. The risks are tilted to the downside, but upside risks should not be ignored. Growth may be
stronger than expected. Cautious central banks and more-than-expected fiscal stimulus could stabilise
global growth more than anticipated. In addition, a number of political uncertainties may be resolved.
Clarity on Brexit and US-China trade relations could help bring back consumer and business confidence.
The main risks, however, are on the downside. The graph below, using data on political rights from
Freedom House, shows that there has been a paradigm shift in who runs the global economy. Thirty
years after the fall of the Berlin Wall, the dominating trend is no longer towards more freedom and more
democratic nations. The fast growth in China and the rise of other emerging markets with weak or poor
political rights have shifted power from Western Europe and the US towards less democratic nations.
With Mr. Trump in the White House, uncertainties prevail on how global disputes will be resolved. As a
result, financial markets will remain volatile and fragile in the near term. In addition, the risks associated
with climate change, such as more frequent extreme weather events, are less likely to be adequately addressed in this political environment.

Political weakness from past years are translating into weaker growth
Poor policymaking and political uncertainties are finally taking a toll on the global economy. In 2017 and
early 2018, global growth accelerated due to central bank stimulus, a cyclical recovery, and, in the case
of the US, an ill-timed fiscal boost. Markets behaved as if the economy was immune to an escalation of
trade tensions, US monetary policy normalisation, and the messy Brexit negotiations. The wake-up call
at the end of 2018 was therefore all the more intense. Stock markets fell, credit spreads widened, and
business and consumer sentiments worsened. The year 2019 is starting on a weak footing. There are
some positive signs, however, labour markets are holding up and financial markets are stabilising.
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Economic fundamentals are still healthy in the US and Europe
The US business cycle is maturing as it moves into its tenth year of consecutive growth after the financial crisis. The US labour market remains strong and inflation is moderate, which will allow the Federal
Reserve to move cautiously in the coming year. We expect two more rate hikes from the Federal Reserve
in 2019. Growth will slow from the 2018 levels but remain around 2%.
Euro area growth is slowing faster than the US even though the business cycle is less mature. Political
uncertainties have hit business and consumer sentiments harder in Europe than in the US. In addition,
exports have slowed due to weaker demand from China and other emerging markets. This coming year
is marked by political uncertainties regarding Brexit, Italian politics, and US-European trade relations, as
well as the EU parliamentary elections. Growth is coming down towards 1% in 2019.
Emerging markets show diverging trends in growth. China’s growth is slowing as US tariffs are hurting exports. Slower growth in China translates into weaker growth in many other emerging market
economies that rely heavily on both investments and demand from China, in particular in neighbouring
countries in Asia and some African economies. Meanwhile, the outlook for Russia is continued growth at
around 2%. In Brazil and in India, we expect an uptick in growth.
The Nordic and Baltic economies are particularly well positioned and have tools to counteract a global
slowdown. Fiscal position is strong across all countries. Labour markets are performing well. The manufacturing sector is vulnerable to a global slowdown but is showing a remarkable resilience so far.
On pages 5-10, we explain the key drivers in advanced and emerging economies in more detail. The
Nordics and the Baltics are covered on pages 11-19. In in-depth one, we examine how central banks are
reacting to the risks associated with climate change. In in-depth two, we highlight the risks that could
trigger an outright recession. In the final in-depth, we discuss the new Swedish government and what to
expect from its fiscal policy and its effect on the economic outlook.

Swedbank’s global GDP forecast1/
Percentage change

2017

USA
EMU countries 2/
Germany
France
Italy
Spain
Finland
UK
Sweden
Denmark
Norway (mainland)
Japan
China
India
Brazil
Russia
Global GDP in PPP 3/
Previous forecast in parentheses
Calendar adjusted
3/
IMF PPP weights (revised April 2018)
1/

2018F

2019F

2020F

2.2
2.5
2.5
2.3
1.6
3.0
2.8
1.8
2.1
2.3
2.4

2.9
1.8
1.5
1.5
0.9
2.5
2.4
1.4
2.1
1.0
2.4

(2.9)
(1.9)
(1.7)
(1.6)
(1.0)
(2.5)
(2.8)
(1.4)
(2.4)
(0.9)
(2.5)

2.4
1.3
1.2
1.2
0.5
2.1
1.9
1.4
1.3
2.0
2.5

(2.6)
(1.8)
(1.9)
(1.7)
(1.0)
(2.2)
(2.1)
(1.5)
(1.8)
(2.0)
(2.5)

1.5
1.3
1.3
1.3
0.7
1.8
1.8
1.5
1.8
1.7
1.5

(1.5)
(1.6)
(1.6)
(1.5)
(0.9)
(1.9)
(1.8)
(1.7)
(1.8)
(2.0)
(2.1)

1.9
6.8
6.2
1.1
1.5
3.7

0.7
6.6
7.3
1.2
1.7
3.7

(1.2)
(6.6)
(7.4)
(1.1)
(1.8)
(3.7)

0.8
6.1
7.3
2.3
1.5
3.5

(1.2)
(6.2)
(7.2)
(2.2)
(1.7)
(3.6)

0.6
5.8
7.4
2.5
1.8
3.4

(0.6)
(5.9)
(7.6)
(2.3)
(1.8)
(3.5)

Sources: IMF and Swedbank Research
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UNITED STATES

US – at the peak of the economic cycle
US economic growth has been strong over the past quarters, but looking
ahead, much suggest notably slower growth. Moderately increasing wage
growth and rising inflation pressure will support the Federal Reserve to
hike rates twice this year.
US economic growth is likely to slow over the coming years
Growth has kept up well in the previous quarters, and most data releases point to a continued expansion. There are signs that the US economy is currently close to its cyclical peak and that weaker growth
is expected going forward. The upswing in investments has slowed recently, and we expect investment
growth to cool as interest rates continue to creep upwards. The partial government shutdown will likely
impede growth in the first quarter of this year, but we view these effects as transitory.
Consumption growth should continue to support the economic expansion, on the back of a tight labour
market, confident households, and higher wage growth. Moreover, labour shortages are pronounced
and will increase ahead as the participation rate remains broadly flat and employment keeps growing.
Inflation has been more muted recently as base effects have faded; it remains close to 2%. Nominal wage
growth is trending upwards and should support higher inflation over the coming years.
As of this writing, there are no solutions to the trade dispute with China, but recent communication from
both sides suggest that there will be no further escalation of tariffs. The Fed raised its policy rate four
times during 2018 and will continue hiking the Fed funds rate further this year, however at a slower
pace. With inflationary pressures building as wage growth continues to trend upward, and a somewhat
improved outlook with regards the outcome of the trade dispute with China, we expect the Fed to raise
interest rates two times this year, marking the end of US rate hikes in this cyclical upswing.

In our forecast, we assume that Fed ends its hiking cycle in 2019, as we continue to expect a marked
slowdown in the US economy during 2020. By then, this will have become the longest expansion on
record. Exacerbated labour shortages, a tighter monetary policy, higher cost pressures, and fading
effects from the recent fiscal stimulus will slow growth considerably. On the other side, the probability of
a meaningful solution to the trade dispute with China has increased and could contribute to an extension
of the cyclical upswing, or, at the least, not induce any further downside risks to our medium-term projection for US economic growth.
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Europe – From hero to zero?
Growth in the euro area lost momentum last year and is unlikely to regain it in the coming years. Faltering global demand and political, as well
as economic, uncertainty will continue to put sand in the wheels of the
economy. One of the main risks is Brexit - expected to be delayed - which
so far has only put a mark on UK numbers. Despite weaker euro area
growth, core inflation will creep upwards and the ECB will raise deposit
interest rate at the end of 2019.
Euro area
Last year’s economic developments in the euro area were marked with disappointment. The economy
started 2018 on a solid footing, with various short-term indicators close to their highs raising expectations of a continued strong economic upswing. But these expectations were crushed as the data
continued to surprise on the downside throughout the year. Growth in the euro area economy moderated,
especially towards the end of the year. The economic situation deteriorated considerably in France at the
end of the year as the country was struck by violent gilets jaunes protests. Moreover, Italy could possibly
have entered a technical recession in the second half of the year, while Germany only narrowly avoided
one.
Weaker growth momentum in exports has so far been the main factor behind the recent economic
slowdown in the euro area. Export growth eased from 5.4% in 2017 to an average of 3.4% in the first
three quarters of last year. As indicated by poor manufacturing growth figures, we expect export growth
to have slowed down further in the last quarter of 2018. This weakness can be partially explained by
supply factors - pronounced capacity constraints as well as some transitory factors, such as the new EU
emission standards that have led car producers to temporarily cut their production. But the supply factors
cannot take all the blame, as diminishing global demand has played an important role, too. Recently, new
orders and export order-book levels have been in decline, and at the same time the share of firms that
view demand as a factor limiting production has increased somewhat.

We expect that at least some of the base effects and transitional factors that were limiting export
growth last year will fade away already during this year: European car manufacturers are expected to
finally adjust to the new regulations and ramp up their production - the production expectations in the
motor vehicle industry are already showing signs of rebounding. However, given the further easing in
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global growth, especially in China and the US, and the potential additional escalation of trade spats, as
well as the negative risks related to Brexit, there is little room for a stronger pick-up in export growth
over the forecast horizon. These uncertainties are also likely to suppress investment growth.
However, as the exporters are bracing for impact, the growth prospects for household consumption
remain rather upbeat. The weakness in exports has so far not halted the improvements in the labour
market. The unemployment rate declined to 7.9% in November and annual growth in compensation per
employee picked up to 2.5% in the third quarter—the strongest in a decade. Although developments in
the labour market will moderate somewhat over the forecasting period, the rising wages, together with
lower oil prices and somewhat lower taxes on households, will boost the real disposable income of households. If consumers remain quite confident, this should prompt them to open up their wallets more readily.
But, as the recent French data following the gilets jaunes protests show, consumer confidence can shift
dramatically in the blink of an eye. Thus, in this sense, risks are tilted to the downside.
Labour shortages and robust wage growth will translate into somewhat higher core inflation and will
justify the ECB’s exit from the negative interest rate territory, albeit a bit later and at a slower pace than
previously expected. We now expect the first increase in the deposit interest rate to come in December
this year, with both the main refinancing rate and the deposit rate to be raised in March of 2020. Still,
the ECB is likely to re-introduce long-term refinancing operations to support banks’ liquidity and to avoid
volatility and excessive financial tightening.

United Kingdom – Brexit negotiations at their crescendo
Brexit is putting a mark on the economy. Surveys highlight uncertainty as a factor holding back investments and hiring is expected to slow. Sentiment indicators are pointing to a slowdown at the end of 2018
and continuing into this year. Both household and business sentiments have fallen and show a gloomier
outlook. According to one indicator, household confidence registered its lowest value in more than five
years, while another survey showed that CFOs state Brexit as the main risk for their business.

No matter how the negotiations unfold, the UK economy will not collapse. The labour market is strong
and inflation is expected to remain close to the target. The Bank rate remains low and the budget balance
has improved. However, depending on the Brexit outcome, the amplitude and length of the slowdown
will differ. Political situation in the UK has been turbulent during the autumn, so it will be difficult to finish
the talks on time. Our forecast is based on the assumption that Brexit will be delayed, leading to high
uncertainty for most of 2019. We do not expect a no-deal outcome. On the other hand, we do not rule out
that the UK, in the end, stays within the EU. All in all, growth will slow and risks are tilted to the downside. Bank of England will not want to rock the boat until more clarity is gained—only one hike per year is
pencilled in for 2019-2020.
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Emerging Markets – Policy in the balance
Although risks remain elevated, the emerging market (EM) outlook is not
that bad. Positive signals have emerged from US-China trade negotiations.
The US dollar’s strengthening, which has weighed on many EM economies, has decelerated as the Fed is expected to move cautiously. Moreover, commodity prices may have stabilised, and capital outflows from EM
economies have slowed. The larger EM economies’ contribution to global
growth is expected to remain decent, yet uncertainty about the Chinese
outlook is substantial.
Turkey
The wide-spread EM contagion in mid-2018, stemming from, among other countries, Turkey, has slowed
somewhat with EM currencies recovering and sovereign yield spreads narrowing. Stock markets,
however, remain volatile. The Turkish lira has begun its recovery and rampant inflation has been curbed,
though remaining high, after several large policy rate hikes. However, economic growth has decelerated
further, and expansionary fiscal policy has been implemented to dampen the slowdown. Moreover,
US-Turkey relations remain delicate. Meanwhile, the uncertain policy environment in Mexico and weak
growth in South Africa are causing investors to withdraw from those countries, signalling that risks
remain elevated.

China
The Chinese economy grew by 6.6% last year. This is lower than 2017 growth, but still exceeds the 2018
government target of 6.5%. In 2019-2020, we expect the slowdown to accelerate, with annual growth
averaging 6%. Net exports will continue to weigh on growth as the implemented US trade tariffs take
full effect. Households will remain careful as evidenced by declining retail and car sales and a slowing
property market. While consumption growth falls, it is likely that public spending and, possibly, private
sector investment will hold up. Expansionary policies have been implemented to counter the ongoing
slowdown. Further measures have been signalled, suggesting perhaps that the slowdown is more severe
than the numbers let on. Moreover, inflation has been moderate and falling short of the People’s Bank
of China’s targeted lower limit. An increased and targeted stimulus of the economy is therefore further
supported by lower inflation. Trade tensions have weighed on Chinese stock markets that fell by close to
30% in 2018 and have only recently stabilised. Furthermore, the renminbi remains weak and the balance
of payments has shifted. The capital account has moved into marginal surplus to pick up the fall in the
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current account, which weighs on the renminbi. The outcome of the US-China trade truce at the March
2nd deadline will therefore be important. At the deadline we expect to see a postponement of a further
escalation in the trade conflict, if concessions on the Chinese side are deemed sufficient by the US side.
Some concessions in the form of import tariff cuts on US goods have already been made, and an agreement on further tariff cuts and, possibly, increased access to markets for US firms may emerge. Intellectual property rights and the preferential policy enjoyed by Chinese state-owned enterprises will be
further negotiated. Meanwhile, relations in the South China Sea are becoming more vital, posing further
downside risks.

India
Growth returned in 2018, after being held back by reforms in 2017. Growth in 2018 has been boosted by
pre-election public spending. The general election in April-May is drawing nearer and government support
has been declining, precipitating fiscal slippage. In 2019-2020, we expect that growth will pick up only
marginally, boosted further by fiscal stimulus in the near term. Furthermore, the new governor of the
Reserve Bank of India is likely to be more willing to cooperate with the current government in providing a
more expansionary policy in the near term. Incidentally, the current low inflation allows for this. However,
recently, the sitting majority government, BJP, has seen its support decrease as regional parties, which
are likely to be kingmakers in the coming election, have gained support. In the medium term, therefore,
growth will likely be held back by a weaker minority government. The government’s plan to re-capitalise
the banking sector boosted economic activity in 2018, as evidenced by increased credit growth. However,
concerns regarding the shadow banking sector have grown as one of the largest state-owned infrastructure companies, a key investor, has shown signs of poor finances. This will likely affect liquidity, interest
rates, and investment further ahead. Yet, on a more positive note, a lower oil price in the near term will
strengthen the current account, the rupee and overall growth prospects. Furthermore, the US dollar’s
strengthening has decelerated, easing pressure relating to the largely dollar-denominated external debt.

Brazil
Growth fell back in the first half of 2018 due to lower global commodity prices. In the third quarter,
growth picked up driven by investment, while consumption slowed and net exports weighed further on
growth. We expect that growth will pick up in 2019-2020 as the new President should make substantial
progress towards passing the pension reform through the National Congress. High confidence has been
placed in the President’s ability to lead the country towards successful market-oriented reforms, as evidenced by a rebound in confidence indicators. With necessary budgetary reforms in place, the high public
debt, which is partly financed externally and therefore vulnerable to a weaker real, can begin to fall. It
may be that some key commodities, such as sugar and soybeans, will see rising global prices, which should
boost net exports. Yet, this development must be weighed against the diminished growth prospects of
key trading partners, including several euro area countries. Moreover, unemployment remains high, real
wage growth continues to be very moderate, and the retail sector has slowed. Hence, consumption will
likely only marginally contribute to growth ahead, notwithstanding the impact of the pension reform.
The challenge of passing this and other budgetary reforms is substantial. If the President proves unsuccessful in making such progress, market sentiment and investment, may shift back, and negatively affect
growth.

Russia
The Russian economy is estimated to have grown by 1.7% last year. Consumption growth decelerated
as real incomes resumed their fall and the weak rouble fed into higher inflation. There was a temporary
pickup in retail trade in late 2018, though, prior to the January 2019 VAT hike of 2 percentage points. Yet,
as consumer confidence keeps worsening, inflation rising, and real disposable incomes falling, consumption growth will be weak in 2019. Export growth has also slowed. Lower global oil prices are likely to
contain oil production and exports. Investment activity is also fragile, although public investment will be
supported by planned infrastructure spending in the coming years. We forecast 1.5% growth this year
and 1.8% in 2020. The risk of new sanctions, especially from the US, is high and would lower growth, but
so far it is hard to forecast what exactly is to be implemented and when. The central bank has hiked the
policy rate twice since September 2018 to support the rouble, but is expected to stay on hold this year.
Due to the fiscal rule, the rouble has diverged from the oil prices – it will remain weak in the short term,
but strengthen gradually.
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Sweden – Springtime for fiscal policy
The economy is slowing down, but the decline is expected to be fairly mild.
The labour market is holding up well, and inflation is expected to stay around
the target for the entire forecast period. This should encourage the Riksbank
to raise interest rates a few times. The newly installed government should
now use fiscal policy to support the economy.
A kind decline
The Swedish economy has slowed down on several fronts. Growth in exports and household consumption, usually two key economic drivers, has been significantly dampened. In addition, business investment is sluggish, especially housing investment, which is falling rapidly. Economic indicators diverge
somewhat but don’t suggest that a turnaround for the better is imminent. In general, the indicators for
manufacturing and goods exports are bleak, while those for the services sector are somewhat brighter.
We are adjusting our growth forecast downward and now estimate that GDP will grow 1.3% in 2019
and 1.5% in 2020. The slowdown is expected to be mild and manageable. The lower growth rates should
be seen in light of the economy maturating after several years of high growth. Consumption and investment needs remain high in the public sector, and this helps to keep up growth in the entire economy.
The labour market remains stable. The slower growth means, however, that the number of people
employed and the number of working hours are likely to rise at a slower rate going forward. It also
means that the employment-to-population ratio and unemployment are levelling out. Despite seemingly
high resource utilisation, wage growth has not picked up. Last year, it was estimated at 2.5%, which
is marginally higher than the centrally agreed wage increases. This means that wage drift, i.e., wages
paid above centrally agreed levels, remains largely absent. Some wage growth can be seen in the public
sector, where labour shortages are also reported as being the highest. The next big round of contract
negotiations, taking place in early 2020, should generate somewhat higher wage increases.

Riksbank wants to reach zero
The Riksbank is currently taking a wait-and-see approach. After raising the benchmark rate in December,
the Swedish central bank signalled that it wouldn’t raise rates again until the second half of 2019.
We believe there is a desire among a majority of the bank’s governing board to leave negative interest
rates behind. This means that the next rate hike could materialise even if the inflation outlook doesn’t
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necessarily warrant a hike. In this sense, this would represent a slight shift in the reaction function, where
spot inflation numbers are less important. We expect the next rate hike in September, in line with the
Riksbank’s own forecast.
On the other hand, additional rate hikes beyond this are likely to again depend more on the inflation rate.
We estimate that inflation will stay fairly close to the target in the next year; this would justify two rate
increases by the Riksbank, leaving the benchmark rate at 0.5% by the end of 2020. We believe it is more
likely that we see fewer rather than more hikes.

Inflation close to the target
Recently, inflation has stayed around the 2% target. This is largely due to temporary factors, such as
rising energy prices and the weak krona. Underlying inflation is still low. Going forward, we expect it to
rise slightly, despite the slowdown in the economy. This is because resource utilisation is likely to stay at a
high level, leading, after a slight delay, to higher cost and inflation pressure.
Furthermore, inflation is expected to be kept up by temporary effects, such as environmental taxes, as
well as higher food prices. Taken together, we estimate that inflation will fluctuate between 1.5% and 2%
in the forecast period – slightly higher than the average rate over the past 20 years.

New government and fiscal policy
After months of negotiations, the Social Democrats succeeded, along with the Green Party, in retaining
power. The two governing parties recently joined with the Liberal and Center Parties to sign the so-called
January agreement, or 73-point programme. Although the government is the same, policy is expected to
shift in a new, more liberal direction, since the government is no longer dependent on the support of the
Left Party to pass a budget.
The agreement spans many areas and contains a number of initial steps towards reforms in key areas.
This includes housing, infrastructure, and tax policy, with lower taxes on labour and green tax incentives
(see article on page 26).
In general, economic policy is expected to be somewhat expansionary, i.e., fiscal policy will support the
economy in 2019 and 2020. The government surplus is expected to drop from 1.1% in 2018 to 0.3% both
in 2019 and 2020. Public savings are thus expected to be close to the surplus target of 0.33% of GDP over
a business cycle.
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We think a more expansionary fiscal policy is appropriate under current conditions and that there is
enough room to stimulate the economy if it starts slowing more rapidly. A more expansionary policy
will also make it easier for the Riksbank to raise the policy rate into positive territory. At the same time,
stabilisation arguments shouldn’t be given too much weight in fiscal policy, since the primary purpose of
economic policy is to make the economy more productive over time.

Housing market – lower construction but stable prices
Even though house prices have stabilised in the last year, the housing market still poses a risk to the
Swedish economy. The mood among construction companies is still gloomy, and housing investment is
expected to decline by about 10% this year. We expect, however, that the stable price trend, combined
with high underlying demand, will eventually encourage construction companies to gradually invest more
again.
House prices are expected to remain stable going forward. Demand is fuelled by continued low interest
rates and strong household finances. The number of homes for sale remains high, which could squeeze
prices in the near term. Fewer housing starts mean, however, that supply will be limited later on and this
provides support for prices. The forecast assumes that consumers will not be burdened by further credit
restrictions or lower interest deductions during 2019 and 2020.

Distorted risk picture
As we see it, the negative risks outweigh the positive ones. There is a risk that global manufacturing will
slow more than forecast; this could markedly weaken Swedish exports. Also, a sharp deterioration in the
global outlook could put further pressure on stock markets, which, in turn, might affect consumer spending and investment.
Taken together, these factors could cause the economy to stagnate or even shrink, which would have
negative consequences for the labour market and public finances. On the positive side, Sweden is in
a good position to stimulate the economy using fiscal policy in the event of a more serious economic
slowdown. At the same time, such a scenario would in all likelihood also lead to lower interest rates, partly
through central bank support, which would mitigate the decline. This applies in particular to interestrate-sensitive Swedish households.
House prices are to a large degree governed by the cost of housing, i.e., the mortgage rate, and therefore
prices could – somewhat counterintuitively – find support in case of an economic slowdown. The real risk
for the Swedish housing market is that the policy rate increases coming up in 2019 and 2020 are underestimated by households, which could put downward pressure on house prices again when housing costs
increase.
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Nordic countries – 2019 will be a good year
Norway is enjoying robust growth in the mainland economy this year,
boosted by a marked increase in oil investments. The labour market is
tightening and wage growth is set to rise, warranting Norges Bank’s continuation of interest rate hikes. The Danish economy keeps expanding,
supported by stronger business investments and household spending.
However, growth is likely to moderate somewhat ahead. In Finland, the
economic growth momentum has been exhausted. Even though the labour market has improved, structural issues are still a cause for concern.
Norway
The overall situation in the Norwegian economy continues to be robust, and Norges Bank’s Regional Network indicates almost 3% growth in GDP going forward. The weak GDP numbers in the second and third
quarter of last year were broadly caused by temporary factors, and the underlying growth momentum at
present should be between 2.5% and 3.0%. Employment growth is strong, capacity utilisation is rising,
and the Norwegian krone remains weak. Somewhat higher wage growth in the years ahead will support
consumer spending. The housing market has stabilised over the last months, reducing downside risks to
the economy, and housing transactions are increasing, underscoring solid demand among households. Oil
investments are definitely on the rise, and the recent volatility in the oil price should have only limited effects on the investment plans. While economic growth is boosted by a marked upswing in oil investments
this year, growth will moderate further ahead. In 2020, we foresee growth slowing towards trend, in line
with a maturing cyclical upswing in the global economy.

Norges Bank started its hiking cycle in September last year and kept the key policy rate unchanged
at 0.75% in December. The bank explicitly points to March for the timing of the next rate hike, as core
inflation remains around 2% and the domestic growth outlook continues to be favourable. Recently, the
interest rate path was revised down, mostly owing to lower oil prices and the weaker external outlook.
The new rate path points to September 2019 for the third hike in this cycle, followed by three more hikes
in 2020 and 2021, until the rate reaches 2%. We see a slight downside risk to Norges Bank’s path, mainly
stemming from the foreign risk outlook and potentially somewhat lower wage growth than the Bank is
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projecting. After 2019, the Norwegian economy will be more dependent on developments abroad, and as
we foresee a slowdown among Norway’s most important trading partners, further interest rate hikes will
be hinging on trend growth in the global economy. We forecast the key policy rate to reach 1.50% by the
end of 2020.

Denmark
The Danish economy has enjoyed robust, although volatile, growth in recent years due to growing exports, as well as stronger business investments and household spending. We expect continued expansion
in these areas; however, the risk with regards to exports has increased in light of the weaker growth outlook globally. Employment growth has exceeded 1.4% over the past year, and unemployment has fallen
to the relatively low level of 4%, suggesting increasing capacity utilisation. There are no clear signs of
overheating, but the labour supply shortage, coupled with low productivity growth, represents a risk in
the short term. Real wage and income growth has been decent, in part owing to subdued inflation. Inflation is expected to be sustained by gradually tighter conditions in both the product and labour markets as
resources become increasingly scarce.

Business investments have picked up after several weak post-crisis years. They will likely be strengthened going forward by low interest rates and the need for capacity expansion in several sectors. Since
the end of the euro crisis, most sectors in the economy have contributed to growth. Most notably, the
construction sector has picked up since house prices started to rise again in 2013. The Danish economy
looks set to continue expanding, and growth is expected to remain at just below 2% in the years ahead.

Finland
In 2018, economic growth in Finland was weaker than we expected some months ago. Output growth in
the construction, industrial, and services sectors has slowed, and the last available data show that export
volumes fell into negative territory in the third quarter. Investment growth has decelerated drastically,
which is primarily due to the lower demand for machinery and equipment, as well as the cooldown in construction activity. Economic sentiment, which peaked in the beginning of 2018, has now dropped to the
lowest level in the last two years. However, Finnish companies’ global competitiveness has improved, and
export expectations for the months ahead are still relatively strong. At the same time, foreign demand
has weakened, and downside risks from the external environment have increased. Although we expect
that GDP growth will decelerate to 1.9% this year and to 1.8% in 2020, this remains above potential.
Robust economic growth in the last three years has increased the demand for labour. In addition, structural reforms (the activation model for unemployment security and the Competitiveness Pact) have
boosted employment and have reduced unemployment, especially in 2018. Unfortunately, higher
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employment has not accelerated output growth. The employment growth seen in 2018 is expected to
be temporary. In the next few years, employment growth will remain modest and its contribution to economic growth will diminish. Although the unemployment rate has decreased, it remains relatively high
due to the structural unemployment issues and the shortage of skilled labour.
Wage growth has gradually picked up, and the shortage of labour is expected to accelerate this growth in
the next two years. Higher wage growth has historically helped to improve Finnish households’ savings
rate, as the growth of their gross disposable income has exceeded consumption. However, in the last
eight years, the savings rate has dropped and is currently considerably lower than the EU average.

Economic growth, the improved labour market, and a conservative fiscal policy have strengthened public
finances, and these finances are expected to continue to improve in the next few years. The general
government budget deficit is modest and decreasing, and government debt has dipped below the
Maastricht requirement level of 60% of GDP. Public finances are expected to improve, while the share of
government revenue, expenditure, and taxes relative to GDP will decrease.
Finland will have parliamentary elections in April this year. According to the polls, the most popular party
is the Social Democratic Party (SDP), which is currently in opposition. Besides the SDP, the other most
popular political parties have been the National Coalition and the Centre, both from the current government coalition, followed by the Greens, from the opposition. According to the polls, the current Prime
Minister, Juha Sipilä, is not the most preferred choice for Prime Minister.
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Baltic countries – unfazed by external woes
So far, Baltic countries have managed to shrug off negative global
trends, but growth is set to ease going forward, as cost competitiveness
continues eroding while export markets weaken. Yet, if none of the global
risks materialise, it could prove to be another stellar year. And, if ugly risks
turn into reality, there are enough cushions to absorb the shock.
Estonia
The Estonian economy has expanded above its potential for three years in a row, supported by stronger
foreign and domestic demand. The growth has been broad based, but the construction sector has dominated. Foreign demand is gradually weakening, and both, economic sentiment and the growth rate have
slid farther from their peaks. Although we expect that real GDP growth will slow to 3% this year and
2.7% in 2020, this is more sustainable for Estonia than the growth rates of around 5% of two years ago.
The Estonian economy remains well balanced: we expect that the current account will be in surplus for
the next few years, public finances will remain strong, and households will be able to save. However, the
robust economic growth in recent years has increased demand for labour and has considerably tightened
the labour market. The growing number of foreigners who have received temporary and short-term
permission to work in Estonia has only partially alleviated the labour shortage for enterprises. Although
the job vacancy rate has declined a bit, it is still high. We expect that wage growth will remain robust and
might slow only modestly in the next two years.
The labour shortage and higher labour costs have given corporations an additional reason to invest more
in machinery and equipment, R&D, computer software, and databases – i.e., in assets that would help
to improve productivity. Indeed, labour productivity growth has accelerated with the contribution of
stronger demand, but it is still lagging the growth of labour costs. This is deteriorating price competitiveness. Another issue related to costs is the worsening of the terms of trade – the prices of imported production inputs have risen faster than enterprises can get for their exported goods. The share of exports
in enterprises’ turnover is already large, but they do not only facilitate enterprises’ turnover growth –
the more directly enterprises sell to abroad the larger possibility there is for higher productivity.

Even though the government budget is in surplus, debt is very low, and government investments are
expected to decelerate, fiscal policy is stimulative, as the ratio of these investments to GDP is high and
expenditures in the 2019 state budget will increase relatively quickly. As roughly one-tenth of budget
expenditures and half of investments are covered by external resources, the expected reduction of ex-
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ternal funding in the next EU budget period will pose substantial challenges for Estonian public finances.
The downside risks to the forecast’s main scenario have increased. They come primarily from the external environment. In addition, while turnover growth will probably slow, higher costs could become
a serious risk for enterprises with low productivity. The general elections in Estonia this March could
change the current government coalition; election promises are very ambitious, as usual, but in our outlook we have not assumed a substantial turnaround in the principles of economic policy in the next two
years due to the current atmosphere of ambiguity.

Latvia
In nine months, the Latvian economy grew by a whopping 4.7% in annual terms. The growth was also
broad based. There was a growth slowdown in construction, trade, and manufacturing in the third
quarter, but this was compensated for by continuous double-digit growth in ICT and a temporary boost
in transport. De-risking in the financial sector continues, and we expect more negative contribution from
it this year as transitory revenue-boosting measures come to an end. Construction will grow slower in
2019 owing to labour shortages and cost pressures, as well as slower pace of incoming EU funds. The
transport sector is also vulnerable, but we expect companies in manufacturing and trade to sustain last
year’s growth rates.
Labour cost pressures on companies keep rising, but profit margins have remained good for now. Exporters have also managed to keep their market shares. Yet, with fragile external demand (especially in
the euro area) and internal capacity constraints, Latvian export growth will remain subdued this year.
Investments will slow as construction growth moderates. Despite global volatility and uncertainty both
consumer and business confidence remains strong. Household consumption was on the cautious side last
year, compared with income growth, but will continue to benefit from rapid wage growth and moderate
inflation. An additional support factor will be increasing mortgage activity, as the household loan stock
will resume rising slowly. Employment is expected to still grow marginally in 2019, before starting to fall
in 2020 due to the falling working-age population and already historically high participation rate.

As the business cycle matures, we expect economic growth to slow from 4.5% last year to 3% this year
and 2.5% in 2020. Cost pressures and constraints domestically could also result in a sharper slowdown,
causing some corporate defaults and stopping the fall in unemployment. There are also plenty of risks
globally that could further hinder growth. Yet, Latvia has weathered uncertainty and volatility quite well
so far, and, with low public debt, the strong financial situation of companies, and no external imbalances,
the economy remains resilient and balanced to withstand possible external shocks without going into
recession. The new government still has a lengthy list of structural challenges to deal with to boost
medium-term growth and decrease inequality.
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Lithuania
After a somewhat weaker third quarter, which was affected by poor harvests, the economy regained
momentum at the end of last year. Consumer confidence sagged at the end of 2018, but probably only
because of the talks of a possible new crisis and some volatility in financial markets. All hard data still
point to very healthy household finances – in 2018 wage growth reached 10%, unemployment dropped
to the lowest level in 10 years, and the deposit growth rate accelerated to above 12%. At the same time,
the household loan portfolio continued growing at a stable rate of around 7.5%.
Unsurprisingly, retail trade and household consumption sustained healthy growth and are likely to keep
momentum going into 2019. We forecast inflation to remain at 2.7% this year, while wage growth will
ease, but only marginally, to 8%. However, workers’ net income will be significantly boosted by tax
reform, which has substantially reduced the tax wedge on labour income. We estimate that in 2019 average real net wage growth will reach 11.3% (no, that’s not a typo). Admittedly, 3 percentage points of
that growth will go directly into savings as, after the reform, employees will have to contribute to their
pension fund accounts themselves (some may decide to opt out).

Another positive trend of 2018 that will spill over into this year, was on the migration front – due to an
increase in immigration (most of which attributed to Lithuanians coming back from migration) and a decrease in emigration, net migration was a record low— a loss of only 3,300 inhabitants. We forecast that
this year net migration will be positive for the first time in this century. Despite the shrinking population,
improving migration trends, rising labour participation rates, and a more efficient labour market caused
employment to unexpectedly increase by 0.7% last year; it is expected to increase by 0.4% in 2019. Due
to better-than-expected trends in the labour market, we have raised the GDP forecast for 2019 by 0.2
percentage point to 2.7%.
Despite somewhat weaker sentiment, overall investments, too, are expected to continue growing at a
rapid pace; they will also get a boost from EU structural funds and public investments. Export growth,
on the other hand, is likely to ease to 3.0%, almost half the rate seen in 2018. Lithuania, like other Baltic
countries, has a very open economy and depends on the health of the global economy; therefore, a lot
of the performance this year and the next depends on external factors. The good news is that resilience
and sustainability have improved substantially during the last 10 years. Public finances have now been in
surplus for three years in a row. We estimate that the trade surplus was a record high last year, reaching almost 3% of GDP. Housing affordability also remains close to record highs. Despite a decade of low
interest rates, private sector financial leverage has decreased, while savings have increased.
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Interest and exchange rates
Central banks will proceed cautiously in 2019 and monitor how the financial markets and global economy develop. We expect the normalisation of
monetary policy to continue, but at a slower pace than before. Interest
rates will remain low, although rising slowly, while the Swedish krona
gradually strengthens. The Federal Reserve’s monetary policy will support
the dollar in the short term. Oil prices are likely to rise slightly in the forecast period.
Central banks proceed at different speeds
The US central bank, the Federal Reserve, has since the end of 2015 gradually raised its major target rate
to the current range of 2.25% to 2.50%. We expect the Fed to continue along this path and anticipate
two more rate hikes this year, in June and December. After that the Fed will sit tight and leave its target
rate unchanged for the remainder of the forecast period. However, the Fed continues to normalise their
monetary policy by reducing its bond holdings.
Growth in the euro area has slowed in the second half of 2018 while the core inflation rate has trended
sideways at around 1%. The European Central Bank (ECB) is taking its first steps towards a normalisation of monetary policy by ending its bond purchases in December. Monetary policy in the euro area will,
however, remain expansionary for the entire forecast period, and a first deposit rate hike won’t come
until December this year. The first refi rate hike will take longer; we expect this to happen in March of next
year. After that we foresee the ECB raising the refi rate once more in 2020.
The Riksbank raised the repo rate by 25 basis points in connection with its monetary policy meeting in
December. The Riksbank will continue to focus on inflation, not least on various underlying measures.
Global developments as well as Swedish growth and the development of krona are also important factors.
We expect a gradual slowdown in growth at the same time that the krona will strengthen, though very
slowly. Inflation stabilises around or just below the target during the forecast period. Taken together,
this suggests that the Riksbank will be cautious and that the next repo rate hike won’t come until this
autumn, with two additional hikes in 2020.

Slow normalisation of monetary policy means lower interest rates
Long-term interest rates are expected to remain low throughout the forecast period, given that inflationary pressures are modest and demand for safe assets remains high. The worsened outlook for the global
economy will also hold down interest rates. Swedish bond interest rates will also be kept in check by the
government’s low borrowing requirement. Political risks in Europe have increased, including the Brexit
outcome uncertainty, which could lead to occasionally bigger swings in the fixed income market and
increased interest rate differentials within Europe.

Politics will remain the key for exchange rates
Monetary policy and geopolitics will continue to be key factors for exchange rates. In the short term the
interest rate differential and slower development in the euro area are supporting the dollar. The Riksbank
has begun to tighten monetary policy, and we expect further slow rate hikes. Growth slows slightly in
the forecast period, although the Swedish economy looks strong in comparison with major competing
countries. This means that the krona will strengthen, but at a slower pace. Uncertainty surrounding the
Brexit negotiations is still weighing on the British pound, and big fluctuations in the currency cannot be
ruled out.
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The oil price volatility is here to stay
Oil prices have been very volatile in recent months. Brent reached a peak of USD 86/bbl in October but
shortly after fell to USD 50/bbl in late December. It has since recovered to around USD 60/bbl.
The recent oil price volatility will likely persist in the time to come. We believe that the market will still be
dominated by worries over oil demand growth and the state of the global economy in the coming months.
Positive signals with respect to the US-China trade dispute clearly represents an upside risk to our price
forecast. The same is true should OPEC over-perform on its cut agreement or US production growth
become slower than currently assumed. Overall we forecast a slow increase in the oil price towards USD
65/bbl at the end of 2020.

Interest and exchange rate forecasts
Outcome Forecast
2019
25.JAN

2019
30.JUN

2019
31.DEC

2020
30.JUN

2020
31.DEC

Federal Reserve, USA 1/

2.50

2.75

3.00

3.00

3.00

European Central Bank 2/

0.00

0.00

0.00

0.25

0.50

Bank of England

0.75

0.75

1.00

1.00

1.25

-0.25

-0.25

0.00

0.25

0.50

Norges Bank

0.75

1.00

1.25

1.50

1.50

Bank of Japan

-0.10

-0.10

-0.10

0.10

0.10

Sweden 2y

-0.41

-0.20

0.10

0.30

0.60

Sweden 5y

-0.03

0.20

0.55

0.85

1.10

Sweden 10y

0.41

0.60

0.90

1.20

1.40

Germany 2y

-0.58

-0.40

-0.20

0.00

0.20

Germany 5y

-0.36

-0.25

0.10

0.30

0.55

Germany 10y

0.14

0.30

0.60

0.90

1.05

US 2y

2.59

2.60

2.70

2.80

3.05

US 5y

2.58

2.60

2.85

2.85

3.05

US 10y

2.75

2.80

2.85

2.90

3.05

Policy rates (%)

Riksbank

Government bond rates (%)

Exchange rates
EUR/USD

1.13

1.19

1.20

1.21

1.21

EUR/SEK

10.29

10.10

9.90

9.80

9.70

USD/SEK

9.09

8.50

8.25

8.10

8.00

KIX (SEK) 3/

118.8

116.3

115.0

113.2

112.7

EUR/NOK

9.70

9.71

9.52

9.42

9.37

NOK/SEK

1.06

1.04

1.04

1.04

1.04

EUR/GBP

0.87

0.90

0.89

0.89

0.89

USD/CNY

6.79

6.80

6.85

6.85

6.80

USD/JPY

109.7

108.0

106.0

109.0

110.0

USD/RUB

66.0

65.0

64.0

63.0

61.7

Upper Bound
2/
Refi Rate
3/
Trade-weighted exchange rate index for SEK. A higher value of the index means that SEK has depreciated
1/

Sources: Macrobond and Swedbank Research
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Clash of the titans – central banks and climate
change
The costs of inaction on climate change are rising. The stakes are high,
including risks to financial stability. While governments have an obvious
mandate to pursue transition to a low-carbon economy via, e.g., environmental regulations, incentive schemes, and infrastructure investments,
central banks are also increasingly engaging in the debate. Their mandates,
interpretations and sense of urgency vary, but their action or inaction can
notably influence financial systems.
Central bank leaders and laggards
Mark Carney, the governor of the Bank of England (BoE), was the first to talk about the financial implications of climate change and the risks they bring in his famous “tragedy of the horizon” speech. The BoE
remains one of the most active central banks in this respect, although it has been joined by others. Last
year, the ECB became more vocal on this issue and joined the Network for Greening the Financial System
(NGFS), established a year earlier. The Swedish Riksbank joined in December 2018. The first progress
report by NGFS members acknowledges climate-related risks as a source of financial risk and that
addressing these risks is within the mandates of central banks and supervisors to ensure the resiliency of
the financial system. The debate is now shifting more to what central banks and regulators should do and
how much lies within their mandates. Among the major central banks, the Federal Reserve is probably the
only notable exception; it has not engaged in any of these activities.

Climate change is a risk to financial stability, as well as to growth and inflation
There are two main channels, through which climate change poses financial risks, as initially framed by
the BoE: physical effects from extreme weather events or changing climate conditions; and the impact of
transition to a lower-carbon economy. The first set of risks directly affects the value of physical assets,
e.g., financial losses due to droughts, floods, storms, and hinders productivity. But the second set is equally important, as it can also cause changes to valuations due to, e.g., stranded assets in fossil-fuel-related
industries. Financial stability can as such be undermined through higher insurance claims, portfolio losses,
sentiment shocks, and defaults on loans.
Another set of risks arises from how climate change affects medium-term inflation outlook and economic
growth. This has been less discussed by central banks. Yet, there have been a couple of notable speeches
by ECB governors recently on the impact of climate change on monetary policy conduct. So far, the impact
of extreme weather on inflation, and output through commodity price developments, and output losses
has been temporary; however, this may change, thus warranting adjustment of monetary policy.

What central banks can do to fight climate change
There are quite a few things that central banks, together with financial regulators and relevant international bodies, can do (and some are already doing these):
Research. Central banks have ample resources for research, which can be used to understand the risks
and their financial implications better and to develop necessary tools and models. The BoE is particularly
active on this front, having published a number of research pieces framing the way of thinking about
physical and transitional risks mentioned above. The Riksbank, in comparison, has so far only produced
one short research note. There are, however, several challenges for quantitative assessment of the risks,
the major ones being lack of data and the inability of mainstream macroeconomic models to take climate
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change into consideration. Another problem is that the historical developments normally incorporated in
such models do not help much in predicting the future, since we are just starting to see the impact.
Better disclosure. Central banks can demand better disclosure of exposure to climate risks from themselves, and they can encourage investors and companies to do so too. The Financial Stability Board Task
Force on Climate-Related Financial Disclosures, chaired by Mr. Carney, has come up with recommendations for companies for disclosure on governance and strategy, risk management, as well as particular
metrics and targets used to assess and manage relevant climate-related risks and opportunities. The
BoE has conducted an internal review of the UK banking sector to check exposures to climate change; its
survey showed that only 10% of the banks take a long-term view of the impact. The BoE is also making
plans to include the impact of climate change in bank stress tests already in 2019. The Swedish Financial
Supervisory Authority has also been considering such stress tests and has so far argued that Swedish
banks, insurance companies, and capital investors have low adaptation risks, given their limited exposure
to climate-related risks. However, the Swedish economy and financial sector faces substantial indirect
risk due to its small and open economy.
Financial and prudential regulations. Discussions are intensifying on whether to incorporate climaterelated risks into reserve, liquidity, or capital requirements. So far, this kind of assessment is mostly used
by central banks in the emerging markets, e.g., the central bank of Brazil requires banks to engage in environmental and social stress testing and incorporate these risks into capital requirements. However, this
is also increasingly discussed in advanced economies. For example, “green-supporting” or even “brownpenalising” factors for capital requirements are being explored in the EU, i.e., the possibility of providing
capital relief to banks for their green lending or instead penalising carbon-intensive investments. This
remains a controversial measure, though, and many argue that the design of capital requirements should
remain risk based, as it may otherwise jeopardise prudential policy objectives. It is also likely to be difficult
to identify within carbon-intensive sectors those companies that engage in low-carbon investments, or
to prevent high-carbon companies raising capital in other jurisdictions instead.
Monetary policy adjustment. Large-scale asset purchases by central banks have opened up the possibility of engaging in “green quantitative easing (QE)”. This is a controversial measure, against which, so
far, the central banks have pushed back; they view QE as a cyclical policy instrument. In addition, some
green assets do not meet the eligibility criteria set by the central banks and purchasing them might worsen the quality of central banks’ portfolios. However, the ECB already holds about 24% of eligible green
bonds issued in the public sector and about 20% of private sector green bonds that were purchased under
its existing programmes (under the principle of market neutrality). It can thus be said that the ECB is
indirectly (or unintentionally) already engaging in “green QE”. At the same time, carbon-intensive sectors
accounted for nearly half of the corporate bonds purchased by the ECB during recent years. The ECB thus
argues against green QE on the grounds that excluding carbon-intensive sectors from their purchases
would have reduced the intended scope and effectiveness of its QE programme substantially.

What central banks can do to fight climate change
Central banks should use their authority to do research, improve disclosure, and enforce financial and
prudential regulations (within their mandates). They should also investigate whether monetary policy instruments, such as QE, could be used to stimulate climate-friendly investments. It should be remembered,
however, that central banks’ mandates differ across countries and that only a few banks in advanced
economies also encompass a regulatory authority. Thus, regarding climate-related risks for financial
stability, cooperation between central banks and respective supervisory authorities is crucial. For most
central banks, price stability remains the primary focus of their mandates. Potential changes to the mandates should only be considered with great caution in order to preserve central banks’ independence and
not to shake market sentiment or expectations.
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Risk assessment – From Dusk Till Dawn
Although we do not expect an imminent crisis and forecast only a mild
slowdown in 2019 and 2020, there is an unusually large concentration of
risks that could derail the global economy. There are also some positive
risks, but they are less likely and more scarce; thus the overall risk balance
is tilted to the downside.
What could go terribly wrong?
The immediate risks that are facing us ahead are probably related, well-known uncertainties that are
already weighing on the economy. Just to mention a few: the ongoing trade war, excessive indebtedness,
emerging market vulnerability, an unorderly Brexit, or other political tensions in the EU.
The recent volatility in the financial markets may have cooled Trump’s appetite to pick more fights with
China, and either some sort of deal could be made or the truce deadline could be extended beyond the
beginning of March. Yet, one should not have high hopes for a final, comprehensive deal as dissatisfaction
with China’s trade practices, state subsidies, and protection of intellectual property goes beyond Trump.
Also, European and other car manufacturers may still be affected by a possible increase in import tariffs.
We are likely to see false dawns before we can safely say that nationalism and protectionism are losing
their lustre.

It is possible that the recent increase in credit spreads and flattening of the yield curve may be sending
us a signal that the probability of recession is increasing, furthermore, the volatility in financial markets
and the depreciation of financial assets are also tightening financial conditions and making capital harder
to access and more expensive, while hurting business and household confidence. If volatility continues,
consumers may postpone their consumption, while companies may curb their investments.
It is noteworthy that in 10 years the global non-financial sector’s debt-to-GDP ratio has risen from about
200% to 250%. Although many households have cut their financial leverage, many emerging-market
governments and corporates have binged on low interest rates and have increased their debt. This means
that many governments have less room to stimulate growth with fiscal policy, whereas rising interest
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rates will put a strain on the most leveraged companies. Higher levels of debt in itself may not necessarily
be a problem, but if cheap credit were used to buy overvalued assets and future cash-flow assumptions
prove unrealistic, we might start seeing even more financial stress and insolvencies.
The concentration of geopolitical risks is also uncomfortably high. Iran, crippled by the renewed US
sanctions, could raise tensions in the Middle East. There could be unintentional mistakes and missteps in
the South China Sea. China-Taiwan relationships could also sour and have unwelcomed regional or global
spillovers. There are no guarantees than North Korea is a closed case. The standoff between Russia
and Ukraine could still worsen, especially as the Ukrainian presidential and parliamentary elections are
approaching. All the geopolitical risks are intensified by the unwillingness of the US to police the global
order and the erosion of international institutions and rules; meanwhile, self-centred nationalist ideas and
powers are becoming ever more popular.

And then there are slow-burning, long-term problems, such as climate change, and unknown unknowns
– problems or sources of risk that are not catching many eyes. Cyberattacks are hard if not impossible to
predict, but the ever-increasing digitalisation of the world makes such events potentially more devastating. Although it is common to address climate change as something that is most relevant for future generations - not the current one - it is becoming increasingly obvious that this is not the case. It is very likely
that we will witness another year with record temperatures and plenty of extreme weather conditions,
which may have large consequences, and not just for farmers and insurers.

What could prolong and smooth the business cycle?
Business cycles do not die of old age, and it is still possible that this one will not end this year but instead
be extended into the next decade – especially if politicians get scared of financial volatility and backtrack
on their irresponsible policies. Cheaper oil may ease inflationary pressures and help some larger emerging
economies. The Fed may become even more dovish and further postpone interest rate hikes. This would
weaken the US dollar and help emerging markets and companies that borrowed in US dollars.
Brexit may be soft, rather than hard, or postponed indefinitely, or cancelled altogether. Populists may win
fewer seats in the European Parliament than currently expected, easing the fears that the Europe-wide
structural reforms will be delayed or derailed. Weaker growth in the euro area may indeed prove to be
transitory, car manufacturing may rebound strongly, and yellow vests in France may be put back under
the drivers’ seats. Let’s hope for the best, but brace for something worse.
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High time for reforms in Sweden
In January, a government was formed after an unusually long process.
Prime Minister Löfven formed his 2nd government with the Green Party,
following an agreement with the Center Party and the Liberals. This marks
the start of an important period for economic policy.
Weak productivity growth impedes the Swedish economy
During the last terms of office, with a locked parliamentary position, structural reforms have been largely
absent. So far, this has not resulted in any major costs, as, for several years, Swedish growth has been
good due to strong population growth and substantial housing investments. The long-run challenges,
however, have grown. Swedes are now paying the price for the lack of earlier structural reforms and
for weaker productivity, with lower economic growth going forward. Low productivity also raises the
question of which level of productivity is reasonable under normal economic conditions, i.e., at the level
of economic activity compatible with a constant inflation rate—neither a boom nor a recession. The risk
that this level has been adjusted downwards highlights the need for structural reforms that could fundamentally change how the economy works. We consider structural reforms and a more expansionary fiscal
policy to be appropriate at a time of slower economic growth. One thing is certain: fiscal policy will be
highly interesting in the short term, while the Riksbank and monetary policy will, by all indications, enter
a “wait-and-see” period until this fall. The first important event for fiscal policy will be the 2019 Spring
Budget in April.

Positive approach to structural reforms visible in the January agreement
To rank and prioritise the different policy areas according to their structural importance is hardly doable.
Rather, an overarching policy that in a coordinated way deals with the different structural challenges is
the best option and could give Sweden a kick-start in the medium term. The so-called January agreement
between the government and the centre/liberal parties consists of 73 paragraphs and is, in many ways,
ambitious and wide-ranging. It contains initial steps for structural reforms in key areas with growth
potential. For example, integration, housing, and infrastructure policy, as well as tax policy - all areas that
we consider important to improve - are targeted for reform. Reform suggestions include, among other
things, lower labour taxes, a green tax incentive plan, and the removal of social security contributions for
individuals far away from the labour market.
The prerequisites for better-functioning integration are improved through a focus on, for example, the
labour market and education. Adult and professional education is emphasised, and newly arrived immi-
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grants should enter the labour market faster. School results should be strengthened with the help of
earlier support measures for students who need them, more focus on knowledge, and peace and quiet to
study. Integration, education, and the labour market are all areas high on our list of important reforms.
Integration into the labour market is currently good for broad groups of foreign-born individuals, but at
the same time unemployment among the foreign born as a group is still high at close to 15% (around 3.5%
for those born in Sweden). Challenges are the most severe for foreign-born individuals with low education levels. Worsening school outcomes for first- and second-generation immigrants, together with the
large share not qualifying for gymnasium, thus comprise the single most worrying trend we see and a
development that needs to be reversed. Adding to the problem is the gender difference in employment,
where low employment among female immigrants is the key explanatory factor. Reforms to improve integration are, therefore, called for to tackle social exclusion, ease skills shortages, and increase productivity
in the long run.

Housing reforms under way but more needs to be done
A broad overhaul of housing policy is also high on our list. Better mobility in the housing market can,
together with infrastructure improvements, create bigger labour-market regions. Areas for action
discussed in the January agreement are simplified building regulations, steps towards market-driven
rents, removal of the interest rate on deferred taxes, and creation of a healthier debt situation. Although
we believe that the agreement contains some laudable ideas for a better housing policy, more has to be
done. A broad approach is needed, which should also involve a review of tax policy. The housing market
is weakened, and housing construction is going down, increasing the pressure on policymakers to act.
The construction boom of the past couple of years is not enough to satisfy the needs of a growing and
urbanised population. Political discussions and openings made by representatives from partial interest
groups are promising. It is now crucial to design rules that are sustainable and that, preferably, contribute
to a continued gradual dampening of the growth rate for household debt.
Infrastructure is another area discussed in the January agreement. Infrastructure spending will intensify, including spending on the North Bothnia rail line, but the agreement also highlights that the broad
discussion of funding for high-speed rail will be resumed. This could pave the way for faster investments
and a bigger range of public-purpose bonds, either through the National Debt Office or through a special
consortium. It is positive that investments will be made on maintenance and new train tracks, which
are expected to diversify commuting possibilities and broaden the labour-market regions. An important
point in the agreement is an ambitious green tax incentive plan, with at least SEK 15 billion in green taxes
during the new government’s term. This involves, among other things, energy and fuel taxes, as well as
taxes on dangerous chemicals, waste incineration, and single-use products.

There is room for a more expansionary fiscal policy
The agreement is ambitious, both in terms of taxes and spending, so tough negotiations are to be
expected before a budget can be arrived at that stays within the fiscal framework (as expressly stated
in the agreement). Overall, we consider the January agreement to have an expansionary inclination,
which, as the economy is slowing, can be beneficial. At the same time, there are risks: it may prove costly
to keep all parties behind the agreement happy. Recently, the Swedish National Financial Management
Authority presented a budget forecast in which it estimates the budget surplus to be modest for the first
couple of years, and then increase substantially after 2020. We consider the room for structural reforms
and expansionary fiscal policy to be ample, especially towards the end of the term. There are sufficient
margins for the government and the supporting parties to accept a budget balance slightly below the
new surplus target (the general government balance should be 0.33% of GDP over a business cycle). In
the fiscal framework, the budget target is supplemented by a target for the general government debt,
a so-called debt anchor, of 35% of GDP. According to our forecast, government debt is expected to stay
below this target over the next couple of years; this reinforces the impression that a more expansionary
fiscal policy is not only possible but also desirable.
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Appendices
SWEDEN: Key economic indicators, 2017–2020 1/
2017
Real GDP growth (calendar adjusted), %
Real GDP growth, %
Household consumption
Government consumption
Gross fixed capital formation
Change in inventories, contribution to GDP growth
Exports of goods and services
Imports of goods and services
CPI, % (average)
CPI, % (end of period)
CPIF, % (average) 2/
CPIF, % (end of period) 2/
Riksbank policy rate, % (end of period)
Unemployment rate (15–74), %
Change in labour force (15–74), %
Change in employment (15–74), %
Number of hours worked, calendar‐adjusted
Nominal hourly wage (NMO), whole economy, %
Household real disposable income, %
Household nominal disposable income, %
Household savings ratio, %
General government budget balance, % of GDP 3/
General government debt, % of GDP 3/

2018F

2019F

2020F

2.4
2.1
2.2
0.0
6.0
0.1
3.2
4.8
1.8
1.7
2.0

2.3
2.1
1.3
0.7
4.4
0.2
2.6
2.5
2.0
2.0
2.1

(2.5)
(2.4)
(2.1)
(0.9)
(3.5)
(0.2)
(3.2)
(3.1)
(2.0)
(2.4)
(2.2)

1.3
1.3
1.5
1.1
-0.3
0.0
3.0
2.5
2.0
2.2
1.9

(1.8)
(1.8)
(1.9)
(0.9)
(1.3)
(0.0)
(4.0)
(3.5)
(2.3)
(2.2)
(2.1)

1.5
1.8
1.8
1.7
1.1
0.0
3.3
3.1
2.7
2.9
2.1

(1.5)
(1.8)
(1.8)
(1.4)
(1.7)
(0.0)
(3.7)
(3.5)
(2.5)
(2.7)
(1.9)

1.9
-0.50
6.7
2.0
2.3
2.1
2.3
1.8
3.6
15.1
1.5
40.8

2.2
-0.25
6.3
1.4
1.8
1.9
2.5
1.7
4.2
16.2
1.1
37.2

(2.5)
(-0.25)
(6.4)
(1.4)
(1.7)
(1.8)
(2.6)
(1.6)
(4.2)
(15.6)
(1.0)
(36.9)

1.7
0.00
6.2
1.1
1.2
1.1
2.8
3.2
4.7
17.6
0.3
34.7

(1.7)
(0.00)
(6.5)
(1.1)
(1.0)
(1.0)
(2.9)
(2.0)
(3.8)
(15.6)
(0.5)
(35.2)

2.2
0.5
6.3
0.7
0.6
0.6
3.2
1.4
3.8
17.3
0.3
34.3

(2.0)
(0.50)
(6.4)
(0.7)
(0.7)
(0.6)
(3.4)
(1.0)
(3.1)
(14.9)
(0.3)
(35.0)

Previous forecast in parenthesis
CPI with fixed interest rates
3/
According to Maastricht definition

Sources: National statistics and Swedbank Research

1/
2/

ESTONIA: Key economic indicators, 2017–2020 1/
2017
Real GDP growth, %
Household consumption
Government consumption
Gross fixed capital formation
Exports of goods and services
Imports of goods and services
Consumer price growth, %
Unemployment rate, % 2/
Change in employment, % 2/
Gross monthly wage growth, %
Nominal GDP, billion euro
Exports of goods and services (nominal), % growth
Imports of goods and services (nominal), % growth
Balance of goods and services, % of GDP
Current account balance, % of GDP
Current and capital account balance, % of GDP
FDI inflow, % of GDP
General government budget balance, % of GDP 3/
General government debt, % of GDP 3/
1/
2/
3/
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Previous forecast in parenthesis
According to Labour Force Survey
According to Maastricht definition

2018F

2019F

2020F

4.9
2.6
0.6
12.5
3.5
3.6
3.4
5.8
2.2

3.7
4.3
-0.5
2.0
3.0
6.5
3.4
5.6
0.7

(3.5)
(3.7)
(0.5)
(-0.5)
(3.6)
(5.2)
(3.4)
(5.5)
(0.8)

3.0
3.7
2.0
6.0
3.0
4.0
2.9
5.1
0.6

(3.2)
(3.7)
(2.0)
(6.0)
(3.5)
(4.0)
(2.8)
(5.1)
(0.5)

2.7
3.3
2.0
4.5
2.5
3.0
2.4
5.3
0.0

(2.7)
(3.0)
(2.0)
(4.5)
(3.0)
(3.5)
(2.2)
(5.3)
(0.0)

6.5
23.6
7.1
6.4
4.6
3.2
7.3
5.9
-0.4
8.7

7.1
25.6
5.8
8.9
4.2
3.2
7.4
4.7
0.2
8.1

(6.6)
(25.4)
(5.8)
(7.6)
(3.2)
(1.9)
(4.7)
(5.2)
(0.5)
(8.1)

6.3
27.4
5.4
6.4
3.5
1.8
4.5
3.3
0.4
7.3

(6.0)
(27.1)
(5.6)
(6.1)
(2.9)
(1.1)
(3.2)
(3.3)
(0.4)
(7.3)

5.5
29.0
4.5
5.0
3.1
1.3
3.6
3.3
0.2
6.6

(5.5)
(28.7)
(5.1)
(5.6)
(2.5)
(0.6)
(2.2)
(3.3)
(0.2)
(6.6)

Sources: National statistics and Swedbank Research
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LATVIA: Key economic indicators, 2017–2020 1/
2017
Real GDP growth, %
Household consumption
Government consumption
Gross fixed capital formation
Exports of goods and services
Imports of goods and services
Consumer price growth, %
Unemployment rate, % 2/
Change in employment, % 2/
Gross monthly wage growth, %
Nominal GDP, billion euro
Exports of goods and services (nominal), % growth
Imports of goods and services (nominal), % growth
Balance of goods and services, % of GDP
Current account balance, % of GDP
Current and capital account balance, % of GDP
FDI inflow, % of GDP
General government budget balance, % of GDP 3/
General government debt, % of GDP 3/

2018F

2019F

2020F

4.6
4.1
4.1
13.1
6.2
8.9
2.9
8.7
0.2

4.5
4.6
4.4
15.0
2.0
5.6
2.5
7.4
1.7

(4.5)
(4.6)
(4.0)
(15.0)
(4.0)
(6.5)
(2.6)
(7.6)
(1.5)

3.0
4.6
2.8
7.0
2.8
4.5
2.5
6.7
0.6

(3.0)
(5.0)
(3.0)
(8.0)
(3.3)
(5.7)
(2.7)
(7.1)
(0.2)

2.5
3.2
2.8
5.5
3.2
3.8
2.3
6.6
-0.8

(2.5)
(3.3)
(2.9)
(5.5)
(3.5)
(4.5)
(2.3)
(6.9)
(-0.3)

7.8
27.0
10.0
12.0
0.1
0.7
1.5
3.8
-0.6
40.0

8.5
29.4
5.3
6.8
-0.8
-0.6
1.2
0.7
-0.4
38.3

(9.0)
(29.3)
(7.8)
(8.1)
(-0.1)
(0.6)
(2.3)
(0.5)
(-0.8)
(38.1)

7.0
31.3
4.9
5.5
-1.1
-0.6
1.1
1.3
-0.8
37.1

(7.0)
(31.4)
(5.4)
(7.1)
(-1.0)
(-0.4)
(1.3)
(1.3)
(-0.8)
(36.4)

5.5
33.1
5.3
5.1
-1.0
-0.5
1.3
1.2
-0.6
37.8

(5.5)
(33.2)
(5.6)
(5.8)
(-1.1)
(-0.5)
(1.3)
(1.2)
(-0.7)
(37.0)

Previous forecast in parenthesis
According to Labour Force Survey
3/
According to Maastricht definition

Sources: National statistics and Swedbank Research

1/
2/

LITHUANIA: Key economic indicators, 2017–2020 1/
2017
Real GDP growth, %
Household consumption
Government consumption
Gross fixed capital formation
Exports of goods and services
Imports of goods and services
Consumer price growth, %
Unemployment rate, % 2/
Change in employment, % 2/
Gross monthly wage growth, %
Nominal GDP, billion euro
Exports of goods and services (nominal), % growth
Imports of goods and services (nominal), % growth
Balance of goods and services, % of GDP
Current account balance, % of GDP
Current and capital account balance, % of GDP
FDI inflow, % of GDP
General government budget balance, % of GDP 3/
General government debt, % of GDP 3/
Previous forecast in parenthesis
According to Labour Force Survey
3/
According to Maastricht definition
1/

2018F

2019F

2020F

4.1
3.3
-0.4
6.8
13.6
12.0
3.7
7.1
-0.5

3.6
4.0
0.4
7.0
5.5
5.0
2.7
6.2
0.7

(3.6)
(4.0)
(1.5)
(8.0)
(4.0)
(5.5)
(2.7)
(6.4)
(0.2)

2.7
4.0
0.5
7.0
3.0
4.0
2.7
6.2
0.4

(2.5)
(3.5)
(1.5)
(7.0)
(3.0)
(4.0)
(2.7)
(6.3)
(0.1)

2.0
3.0
1.0
5.0
2.0
3.0
2.5
6.3
0.0

(2.0)
(2.5)
(1.0)
(5.0)
(2.0)
(3.0)
(2.5)
(6.2)
(0.1)

8.5
42.1
18.6
16.5
2.8
0.9
2.1
2.4
0.5
39.4

10.0
45.0
10.0
10.0
2.9
1.0
2.1
2.5
0.6
34.7

(9.7)
(45.0)
(9.0)
(9.0)
(2.8)
(0.6)
(1.7)
(2.5)
(0.6)
(34.6)

8.0
47.5
5.0
6.5
1.7
0.2
1.7
2.0
0.3
37.5

(7.0)
(47.4)
(5.0)
(6.0)
(2.1)
(1.4)
(2.9)
(2.0)
(0.2)
(37.5)

5.0
49.7
3.0
4.0
0.9
-0.5
0.9
2.0
0.1
37.2

(4.0)
(49.5)
(3.0)
(4.0)
(1.3)
(1.1)
(2.5)
(2.0)
(0.1)
(36.8)

Sources: National statistics and Swedbank Research
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