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AT A GLANCE

GDP:
2.8%
Inflation:
0.8%
Unemployment: 7.4%

GDP:
3.1%
Inflation:
1.1%
Unemployment: 8.1%

GDP:
3.0%
Inflation:
1.2%
Unemployment: 8.7%
GDP:
2.8%
Inflation:
1.5%
Unemployment: 8.1%
GDP:
3.5%
Inflation:
2.0%
Unemployment: 3.9%

GDP:
3.5%
Inflation:
1.0%
Unemployment: 6.0%
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GDP:
2.7%
Inflation:
2.0%
Unemployment: 7.9%

GLOBAL OVERVIEW

Expectations for 2021 are high. Vaccinations are being rolled out, albeit at varying degrees of speed
across countries, which eventually will tame the stubborn spread of the coronavirus. This, in turn,
will allow for an easing of physical-distancing restrictions and an economic recovery.
The recovery will be supported by continued expansionary economic policy. As the pandemic wears
off, emergency crisis measures will be replaced by broader stimulus policies. In the United States,
Congress hammered out a second emergency package in December, and the newly appointed
administration is working hard to launch several new measures. In the EU, the budget for the coming
years and the Recovery Fund have finally been approved in all instances. Add to this the even more
important national fiscal policy, which in most EU countries is expected to remain expansionary.
Central banks are continuing to stimulate by holding down interest rates and using their balance
sheets.
Although there is a case for optimism, the COVID-19 situation at the beginning of the year is still
serious. The spread of infection remains high in most EU countries, including the Nordic and Baltic
countries. Several restrictions to curb the spread remain, holding back economic development.

Swedbank Economic Outlook | January 2021 | 7

GLOBAL OVERVIEW

We expect most restrictions to be gradually relaxed or removed, and that the most stringent
measures will be gone in most countries in the second quarter. By then a significant part of the
population is expected to be vaccinated and the spread of the coronavirus should be limited. Also, the
seasonal conditions are assumed to dampen the virus's progress in our part of the world; see further
"Assumptions about the pandemic" below.
With fewer restrictions and an increased risk appetite, a pickup in global economic activity is
expected from the beginning in the second quarter. We forecast global GDP-growth at 4.7% this
year, which implies that economic activity will reach its pre-crisis level sometime during the autumn.
However, reaching the pre-corona trend growth and a full recovery in labour markets will take longer.
Thus, in many aspects the global economy will not heal completely from the corona crisis during the
forecast horizon. Growth will be driven by a recovery in the services sector, while the manufacturing
sector is expected to maintain its swift growth pace.

In the second quarter of 2021, most corona related restrictions are expected to be removed or
softened. This is estimated to happen because the spread of the virus will lessen because of the
following:
A large part of the population has immunity
Immunity will prevail because a large part of the population has either been vaccinated or had the
disease already. The proportion of immune among elderly or other risk groups is expected to be even
higher as these are prioritised during vaccination; this can significantly relieve pressure on health
care and thus allow the restrictions to be gradually withdrawn.
The season is favourable
Much is still unknown around the spread of the coronavirus, but in 2020 the spread of infection
slowed significantly in Europe and the United States in late spring/summer; a similar effect is
predicted for 2021. It cannot be ruled out that a third wave will return later in the year, but by then a
sufficient amount of the population is assumed to be immune, leaving the spread slow and physicaldistancing restrictions light.
There is, however, a clear risk that vaccination will not go according to plan and downside risks
dominate our forecast, as discussed more in-depth on page 14.
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EURO AREA

Last year was marked by economic divergence in the euro area. Several countries that were already
in a vulnerable economic situation before the crisis, such as Italy and Spain, were hit particularly hard
by both widespread contagion and reduced tourism. At the same time, Germany benefitted from a
rapid recovery in global manufacturing and a relatively muted spread of the virus during the first
wave. As a result, disparities increased between euro area countries.
In addition, the countries of the euro area were also characterised by fragmented development
between different sectors. The housing market and retail trade performed well in most countries
throughout the crisis. Manufacturing recorded a sharp decline at the beginning of the crisis but then
recovered quickly. Several parts of the services sector, which depend on physical proximity, were hit
hard, and their situation remains tough.

Annual GDP growth over the first three quarters of 2020, %; EU average -7.4%

Sources: Swedbank Research & Macrobond.
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Going forward, however, we expect this gap between countries and sectors to be reduced at least in
part and for developments to be more similar. The services sector is projected to be a driving force in
the recovery, which will benefit those countries that are more dependent on tourism and other
service industries. We therefore expect GDP growth of as much as 4% and 4.7% in Italy and Spain for
2021, respectively. This compares with the average for the euro area and Germany of 3.5% and 3.1%
respectively.
Both national and common EU fiscal policies are expected to support the recovery. The EU Recovery
Fund (NGEU) amounts to 5% of the euro area's GDP and is projected to distribute money in the
period 2021-2026. The fund will contribute to the recovery of economic development but only to a
rather modest extent. According to the ECB's estimates, the fund could increase GDP by 1.5% by
2026 if the funds are used for productive investments. This means, at best, a contribution to GDP
growth of a modest 0.2-0.3 percentage point on average per year until 2026. National fiscal and
structural policy, therefore, remains important for development.
Monetary policy also remains supportive. At the last monetary policy meeting in December 2020, the
ECB took several measures to support the recovery and also signalled that bond purchases will last
for at least another year (through Q1 2022). Our forecast is that the ECB leaves the key policy rates
unchanged and continues with its bond purchases throughout the forecast period.

The UK economy is burdened by high levels of contagion and the third national coronavirus
shutdown. At the same time, vaccination has started earlier than in other countries, which suggests
that the economic recovery could come sooner. The downturn in the economy has been partly offset
by expansionary fiscal policies, but the public debt is high, and we do not expect large, broad
government stimulus to come. The Bank of England has expanded the bond-buying programme and
is also investigating the possibility of imposing negative interest rates. Although we do not believe
that this will materialise, new measures may follow when the inflation target returns to focus.
With the conclusion of a trade deal with the EU just before the end of the year, a hard Brexit was
avoided. Full ratification is not yet complete, but provisional application has been taking place since
the beginning of the year. The agreement with the EU is also expected to facilitate further trade
agreements with other countries, which will mitigate the negative effects of the withdrawal. Tariffs
and quotas in trade with goods are avoided under the agreement, but other extensive barriers to
trade with the EU have still to come into effect. In the short term, we expect some trade disruptions
and, in the longer term, trade with EU countries will decrease against the backdrop of Brexit.
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Following a rather swift economic recovery in the third quarter of 2020, the fast spread of the virus
and the physical-distancing measures have dampened economic activity at the turn of the year. As in
many other countries, economic development is divided. While a big part of the manufacturing sector
is growing at a solid pace, the important services sector is suffering.
Fiscal policy is expected to be supportive throughout the forecast horizon. As the Democratic party
has gained control of Congress, the Biden administration will have a less difficult path passing
support measures. But the power margin in Congress is slim, and support from centrists is needed.
Short-term stimulus supporting the economy will probably be easier to pass than other items on
Biden’s agenda, such as his ambitious green investment plan or a major expansion of public health
care financed via increased taxes.
Directed stimulus to households will be important going forward. The fiscal package of USD 900
billion that finally passed the Congress in December includes household spending checks and
extended unemployment benefits. This package is, however, much less than the first stimulus
package released earlier in 2020 and covers support only through the first quarter of this year.

The Federal Reserve (Fed) is far from reaching its dual goal of 2% inflation over the longer run and
maximum employment. While market-based inflation expectations recently have risen to above
target, actual inflation remains very low. In December, services inflation stood at 1.6%, the lowest
print in almost a decade. The Fed takes a holistic approach when looking at the labour market and it
is far from achieving full employment. Unemployment continued to decline markedly in the third
quarter of 2020 but it remains almost twice as high as before the crisis. Moreover, both the
participation rates and employment rate remain far below pre-crisis levels.
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Although we expect both inflation and employment to rise during the forecast horizon, it will take
time to reach the pre-crisis levels in participation and employment rates. In addition, the Fed is taking
a tolerant approach towards overshooting inflation as it recently switched to an average-inflationtarget regime (meaning that it will make up for previous undershooting of the inflation target).
In all, we expect that the Fed will keep its policy rate unchanged and continue with asset purchases
throughout the forecast horizon. Later in 2022, however, we anticipate a slowing of the pace of
asset purchases as the Fed closes in on its targets.

One of last year's surprises was the resilience of the Chinese economy. The economy actually grew in
2020, modestly compared with previous years but impressively in comparison to the developments
abroad. One reason is that Chinese exports fared relatively well through the crisis, thanks to
increased demand for medical equipment and consumer electronics at the early stages and a swift
recovery in global goods trade later on. The disruptions in supply chains were less than anticipated,
and, by the third quarter, world trade was already able to recoup the second-quarter decline. China’s
exports are now driven by much broader group of goods than in the early months of the crisis.
The new administration in the United States means that the immediate trade and geopolitical risks
have been slightly reduced. But, because the deep political divides between China and the United
States persist, tension continues between the countries. Moreover, China's dominance over global
trade has strengthened during the crisis, which is unlikely to be seen with happy faces in the U.S,
though it should decline with continued global normalisation. The Asia-Pacific trade agreement
(RCEP) is expected to further reduce China's dependence on the United States. In addition, the EU
and China recently concluded an investment agreement.
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Growth is currently high in the Chinese economy, but a slowdown is expected. The global recovery
foreseen during the year is driven by increased production and consumption of services, as the
pandemic subsides and growth in goods production normalises. This means that the Chinese
economy will not get the same export boost later on. Lately, the number of coronavirus cases
reported in China has increased again. Local restrictions and less travel than normally during the
Chinese New Year will weigh on consumption in the first quarter, but we expect large-scale virus
spread, and lockdowns to be avoided. Paradoxically, it is also possible that growth will be higher as
fewer workers return home for the holidays and factories can be kept running.
This year, China's leadership is expected to take measures to combat financial risks in the country.
Regulation in the real estate market and a tapering off of stimulus will slow growth in 2021. In the
long term, many factors, such as an ageing population, weigh on China’s growth potential, and the
leadership continues to target structural reforms. Still, we expect the next five-year plan to contain
an average GDP growth target of around 5%.
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In our forecast, the spread of infection is assumed to be low in the second quarter of 2021, which
means that the economy can then start a strong recovery. We consider this scenario to be most likely.
Several factors may jeopardise this growth forecast, but the greatest near-term risk is associated
with the virus and the vaccine.
The risk picture surrounding vaccination is asymmetric in the sense that it is more likely with a worse
development than a better one. It cannot be excluded that vaccination fails, e.g. as a result of
discoveries of serious side-effects or that the virus mutates so that vaccines produced are less well
functioning. Logistical challenges can also mean that it takes a long time before a enough proportion
of the population is vaccinated and the lockdowns are lifted. This would not only delay the economic
recovery but also exacerbate the downturn. The reason is that, although several companies can
survive, albeit in several cases with the help of state aid, a short-term crisis, over the longer term
more and more companies will reach a pain threshold where bankruptcies become inevitable. In turn,
this could spark financial stress, not least in countries carrying many nonperforming loans.
Risks associated with high inflation, rising interest rates, or increased government debt are deemed
rather small during the forecast period but could be higher longer out. Structural factors suggest
that global interest rates will remain low, but a higher-than-expected rise could create some
turbulence in financial markets. However, this should be short-lived, as central banks are unlikely to
allow this to happen without acting. Central banks are expected to lean and support the recovery
through continued favourable financial conditions and to keep down the cost of financing
government debt. It is difficult to see any conflict of objectives for central banks that could jeopardise
this scenario. Global inflationary pressures are currently very low – in the euro area, in fact, the
lowest ever – and few factors indicate that a more persistent upward trend in inflation is imminent.
Several political and geopolitical risks can emerge during the forecast period. The situation between
the US and China remains tense. In Germany, a parliamentary election awaits later this year, and
Angela Merkel, a driving force in the EU, is about to leave. France is going to the polls in 2022, and
the question is whether the pro-European and liberal President Emanuel Macron will have renewed
confidence. Tensions in the UK around Northern Ireland are expected to increase, and domestic
political quarrels over pandemic management are likely to follow in several countries once the crisis
has subsided.
Overall, several of these political risks are considered to have a high probability to negatively affect
global economic development in the long term. However, it is difficult to see, even if one or more of
these risks materialise, that they will have a major impact on the macro economy in 2021 or 2022.
As usual, it is probably rather the unknown risks (“black swans”) that may overturn the forecast.
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As the economic recovery progresses, we envisage interest rates on government bonds (bond yields)
rising from the current very low levels. This reflects expectations that monetary policy will
eventually become less expansionary, even if central banks have promised to keep ample stimulus for
many years still. Large public deficits mean the supply of bonds is high; this speaks to higher interest
rates on government bonds, but at present this is more than countered by the large central bank
purchase programmes.
Both the Fed and the ECB have clearly said they will support the economic recovery by keeping
financial conditions favourable. Too-rapid increases in bond yields could jeopardise the recovery. We
expect both the Fed and the ECB to continue their bond purchases at roughly the current pace well
into the next year, which will limit the rise in bond yields. The rise in interest rates will also be limited
by other, more structural trends, such as high global savings.

Shifts in the corporate credit market have been dramatic during the pandemic. In the beginning, the
credit market froze and risk premiums for corporate bonds (credit spreads) soared. However, swift
action by central banks calmed the credit markets, and spreads have largely reverted to pre-pandemic
levels. Market conditions for companies with high credit ratings (so-called investment grade) are
currently very favourable. In our base case, we expect conditions to remain very favourable during
the forecast period, with support from the economic recovery as well as central bank policies.
Market conditions for companies with lower credit ratings (so-called high yield) are also quite
favourable, but credit spreads are still wider than they were before the pandemic. In our base case,
credit spreads will continue to tighten for these companies, but they are also much more at risk if the
recovery should be delayed or falter, as this could trigger another wave of bankruptcies.

Last year was marked by large movements in the foreign exchange market. The US dollar
strengthened at the beginning of the year, especially during March, when the corona crisis escalated,
but then developed very weakly. Between March and December, the dollar weakened by 11% in
trade-weighted terms and by 14% against the euro.
Overall, the dollar weakened as general risk sentiment in financial markets improved, e.g., on news of
advances in vaccine development. Given the expected recovery in the economy and the continued
support of central banks, several investors foresee continued good risk sentiment and, thus, a further
weakening of the dollar. We subscribe to this view but see only a minor further weakening of the
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dollar going forward, as this has already largely been discounted at the current exchange rate.
Moreover, the dollar could also be supported if US rates continue to increase, especially shorter-dated
rates.
Last year, the Swedish krona traded opposite of the US dollar, i.e., it strengthened as risk sentiment
improved and vice versa. In fact, the krona was the currency that developed the strongest against
the dollar during the year. The krona appreciation has also surprised the Riksbank. In trade-weighted
terms (KIX), the krona has already reached levels the Riksbank only expected to see in 2023. From
the low point in March, the krona strengthened by 12% to December 2020, supported by the
relatively strong global manufacturing cycle and overall optimism in financial markets.
On the back of the recovery, and general benign global risk sentiment, we expect the Swedish krona
to strengthen somewhat further. Our forecast means that the krona will be 9.9 and 7.9 against the
euro and the dollar, respectively, towards the end of the year. An even stronger exchange rate cannot
be excluded, but excessively rapid krona appreciation will be opposed by the Riksbank, which in such
a scenario would find it even more difficult to achieve its inflation target.

The Norwegian krone had an even more turbulent 2020. Following an unprecedented depreciation in
the first quarter, the krone has gradually recovered to pre-pandemic levels against both the US dollar
and the euro. The recovery was not as strong as the Swedish krona’s, but the scope for further
strengthening is greater. We expect Norges Bank to raise interest rates as early as this autumn, well
ahead of other central banks, and the strong global industrial activity should contribute to a higher
oil price; both these factors should support the Norwegian krone.
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Last year saw several big steps taken in EU environmental policy: the EU Green Deal Investment Plan
was announced, and the member states agreed on a common green taxonomy. The EU Recovery
Fund and long-term budget were accepted, including nearly EUR 550 billion in funding for climate
spending. Finally, the member states agreed to increase the 2030 greenhouse gas reduction target
from 40% to 55% from 1990 levels. While only a tiny share of global crisis spending can be classified
as green, the EU has by far the best track record: with the EU recovery fund and long-term budget
included, the EU and its member states account for around 90% of global green stimulus, according
to Bloomberg New Energy Finance (BNEF) estimates. In the EU, the announced green stimulus also
outweighs support to carbon-intensive sectors fivefold.
Data show that EU policies are having tangible effects: coal power generation in the EU dropped by
23% in 2019, according to the International Energy Agency (IEA), which estimates a similar decline in
2020. The price of EU Emissions Trading System (ETS) emission allowances rose last year from
around EUR 25 per tonne of CO2 to EUR 33 as a result of increased climate ambition, after an initial
drop caused by the crisis. Clean energy investments increased, with big spending in wind and solar
power, according to BNEF data on 15 EU countries. Green bond issuance in Europe jumped to record
levels in 2020.

The year 2021 is poised to be just as crucial. While important decisions were made last year, this year
is all about implementation. During the second quarter, the EU Commission will publish proposals for
revisions to the EU’s climate and energy legislation to align it with the new 2030 emission target.
This concerns the EU ETS and a host of other policies, such as vehicle emission standards and energy
directives. Proposals related to the EU’s circular economy strategy will also be presented this year.
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Date (preliminary)

Event

Delayed (TBA)

Green taxonomy: technical guidelines (climate)

April 30th

Recovery and Resilience Fund (RRF): deadline for member states' plans
Proposals for most legislation revisions related to new 2030 emission target

Q2

EU ETS: Proposals for reforms
Proposal for the EU Green bond standard

June

Green taxonomy: detailed disclosure instructions

Mid-2021

The ECB: expected conclusion of strategic review

August

RRF: Member states may start to receive RRF funding (10% share)

September 26

Germany's federal election (Green Party may be part of government)

Q4
December 31
January 1, 2022

Revision of the gas market regulation framework
Revision of the Energy Performance of Buildings Directive
Deadline for a report on potential “brown” and social taxonomy
Green taxonomy: technical guidelines for remaining areas
Green taxonomy: reporting requirements on climate start to apply

As part of the EU ETS reforms, the number of new emission allowances added to the system each
year will likely be cut, which would push up the allowance price. The planned reforms also include the
inclusion of shipping in the system and a so-called border carbon adjustment (BCA), which would
place a cost on imported carbon emissions. These proposals could have important geopolitical
implications as trading partners, not least China, are likely to oppose them. The BCA will likely also
mean that the affected industrial sectors will lose their free emission allowances. Finding agreement
on the EU ETS reforms will be tough. In the absence of big disappointments, however, the price of
carbon will likely rise further. Coal will, hence, continue to be driven out of the EU power sector.

By April, all member states must submit plans for projects to be financed from the EU Recovery and
Resilience Fund (RRF). Thirty-nine percent of the support must target the green transition. Ten
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percent of the funding could be paid out already at the end of the summer and the rest in biannual
follow-ups until 2026. Funding may be used on activities announced already in 2020, so not all of it
will materialise as new projects. The Swedish government, e.g., plans to use its share on already
announced projects. Still, the Recovery Fund and the EU’s long-term budget will add green
investments, especially in the less wealthy countries. The boom in green bond issuance will persist,
with a big boost from the planned EU green bonds. The Commission will also publish a proposal for
an EU green bond standard.

The aim of the EU’s green taxonomy is to give common definitions to green investments and to help
channel funding to such projects. By 2022, all firms listed in the EU with more than 500 employees
must disclose their activities according to the taxonomy. Financial market actors must also start to
report the “green” shares of their investment products. The Commission was planning to finish
technical criteria on the climate-related parts by year-end, but this has been delayed. Details on
remaining areas, such as pollution and biodiversity, are to be finished this year.
The taxonomy will likely amplify existing market trends towards green investments, lowering
financing costs to such sectors. However, the detailed criteria will also leave out some projects
currently branded as green. Going forward, the taxonomy will be used by international investors,
credit institutes, and, likely, the ECB and other central banks in their screening for green investments.
It could therefore cause considerable movements in asset prices over time. The Commission is also
assessing a potential social taxonomy and a “brown” taxonomy on environmentally harmful
investments. With the publication of the ECB strategic review this year, central banks’ climate action
will also stay high on the agenda.
The focus of policymakers will shift from the immediate crisis to post-crisis recovery. In some
countries, this could mean additional funding for green investments, while concern over fiscal
consolidation could mean that support will dry up in others. Political splits between member states
risk flaring up, and it will be difficult to find agreement on environmental policies without the
promise of big EU funding. The hope is that more and more member states also perceive economic
benefits linked to the green transition. While the EU’s green plans continue to meet challenges, it
should be kept in mind that 2020 already exceeded expectations.
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The corona pandemic has once again caught Sweden in its grip, resulting in a severe strain on health
care and new restrictions. However, the economy seems to be doing much better during the second
wave of the virus than in the first one, and the fall in GDP for 2020 seem to have stopped at 3%. By
the end of 2020, we had experienced a new dip in economic activity, and the start of 2021 is also
expected to be weak; however, we forecast a recovery beginning in the second quarter of this year.
An important assumption is that the vaccination that has now begun can continue according to plan;
another assumption is that the virus loses its strength as spring approaches, as we saw last year. We
have revised up the GDP growth outlook for this year to close to 3%. A broader recovery will not kick
in until the second half of this year, and growth in 2022 is expected to reach 3.6%.
Although the labour market has so far coped better with the second wave of infection,
unemployment is high and now slightly rising again. A turnaround to the better will take some time,
and unemployment is expected to stay high over the next few years. Monetary policy remains very
expansionary, with zero interest rates; meanwhile, fiscal policy rolls out measures of an
unprecedented nature. Yet we anticipate that the government will have to do even more in the
coming years. These are not only coronavirus-related expenditures, but also measures needed to
meet the challenges of high unemployment, demographic changes, and green investment.

Despite a difficult second corona wave, the economy is doing relatively well, and the fall in economic
activity is expected to be significantly smaller than at the beginning of the crisis. One reason is that
the starting point is lower. Despite an impressive recovery in the third quarter, economic activity was
about 2.5% lower than in the same period last year. Moreover, the restrictions in many parts of the
world have not been quite as extensive as those in the spring, while economic policy is very
expansionary.
But the economy is divided. Several indicators suggest that economic activity, particularly in
industry, withstood the effects of the pandemic in the fourth quarter. The purchasing managers'
index for manufacturing continued to rise in December, pointing to a further strengthening of the
economic recovery in the sector. Indicators for the services sector, on the other hand, point to a
weakening during the quarter. Both the business cycle barometer and the purchasing managers'
index indicate a deterioration in the services sector; card transaction data from Swedbank Pay also
shows that sales in several service industries were well below last year's level in November and
December.
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We expect GDP to have increased just barely in the fourth quarter, and it is projected to shrink
slightly in the first quarter of this year, with significant declines in some services sectors. After the
majority of the population has been vaccinated during the second quarter, we expect consumption of
services, business investment, and public consumption to pick up. The recovery means that GDP will
be back at the pre-crisis level in the second half of 2021.
Following a rapid increase in the number of employees affected by bankruptcies at the start of the
crisis, the number fell below the 2019 level for most months in 2020, partly as a consequence of the
support packages to companies. As the year wore on, however, the number of employees affected by
bankruptcies increased by 5%, while the number of companies that went bankrupt decreased by 1%
(underscoring the importance of following not only the number of bankruptcies in order to get a
picture of developments). In December, liquidations again rose above the previous year’s level, and
there is a significant risk that, as the support packages are phased out, they will remain high during
the current second wave of contagion or for even longer.
Households have done well economically during the crisis. Government interventions in the form of a
generous short-term layoff scheme, better unemployment insurance, and the scrapping of qualifying
days for sick leave pay have helped households. The new wage agreements entered into force at the
end of 2020; although there are no strong wage increases, the real wage increases for households,
considering the low inflation, will be decent. The households' saving rate is high after last year's
involuntary decline in consumption, and the positive developments in stock prices and the housing
market further improve households' chances of a substantial increase in consumption in the coming
years.

Unemployment, which rose by a few percentage points to 9% during the initial pandemic wave last
year, levelled off just below that level in the autumn. The slowdown in the economy seen this winter
means that the risk of yet slightly higher unemployment by the spring dominates, but not at all to
the extent that we saw last year. During the forecast period, unemployment will slowly fall to just
under 8% by the end of 2022.
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Short-term layoffs have saved many from unemployment, and more young people have started
studying, mainly in higher education but also in municipal adult education. The crisis means that
young people and new arrivals are being hit hard, especially those with low education, and they are
now even further away from the possibility of finding a job; meanwhile, long-term unemployment is
increasing.

The housing market developed strongly last year, after a slight decline at the start of the crisis. There
are several explanations for this, but one may be that households, having re-evaluated their housing
needs, are demanding more single-family houses and larger apartments. Continued low interest
rates, for the foreseeable future, combined with the maintenance of household incomes have also
supported the rise in prices. As the corona situation stabilises in 2021 and household consumption
patterns normalise, we estimate that house price increases in the coming years will gradually slow to
around 5% per year. Read more in the in-depth on page 31.

Economic policy has been very expansionary during the crisis, and we believe it will continue to be so
during the forecast period. In 2020, several programmes were introduced to overcome the crisis for
business and to support employment. In particular, temporary reductions in social security
contributions and short-term layoffs provided timely support to enterprises, while other aid, such as
reorientation support and compensation of rental costs, took significantly longer and has been used
to a much lesser extent than anticipated, read more in the in-depth on page 24. The government has
announced that several of the subsidies are extended in order to counteract the economic impact of
the second virus wave. The support will be available to apply for at the earliest in February;
accordingly, payments to companies will take place several months after the drop-in turnover began.
There is, consequently, a risk that that the number of bankruptcies will increase when aid is delayed,
and that employment will decrease.
Since the passage of the budget bill for 2021, the government has presented two amending budgets
and announced more measures for a total of SEK 55 billion. We expect the cost of support to
companies, which covers the majority of new measures, to be lower than the government's
estimates, while the costs of deferred care, sick costs, and vaccines will be higher. Overall, we expect
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SEK 155 billion in unfunded measures this year, which is more than our assessment in November. As
in the previous forecast, we also expect additional investments of SEK 60 billion for 2022. Among
other things, a further strengthening of the local government sector is needed to respond to
demographic challenges, and we also expect more public investment to be made. This means that
general government finances will show a deficit during the forecast years. Maastricht debt is rising
to just under 40% of GDP this year, which is low both historically and internationally.

As the corona pandemic is pushed back and the economic recovery regains strength, the Riksbank's
focus will shift from crisis measures to managing inflation. The Riksbank has been active during the
crisis and decided on several measures to ensure that there is enough money in the financial system,
maintain credit supply, and keep interest rates down. In November, the Riksbank decided to increase
corona-related asset purchases to a total of SEK 700 billion and to extend the purchases throughout
the year. We expect that the Riksbank will end net purchases at year’s end, but that it will strive to
maintain an unchanged holding of assets in 2022, i.e., to reinvest in maturing bonds.
The Riksbank has left the repo rate unchanged at 0%, even though inflation is well below the
inflation target of 2%. During the last monetary policy meeting in November, the Riksbank insisted
that a repo rate cut is still conceivable. As the economic recovery picks up later this year and in 2022,
the focus on inflation developments will become increasingly important. We expect inflationary
pressures to remain subdued as a result of the recession. This will make it difficult to reach the
inflation target more permanently during the forecast period, although the inflation trend is
expected to be slightly upwards. We believe that, as long as the inflation trend still points up and
long-term inflation expectations are kept stable, the Riksbank will keep the repo rate at 0%
throughout the forecast period. A joker is the stronger krona. A continued rapid and substantial
strengthening of the krona would make it more difficult for inflation to rise to 2%, and, if long-term
inflation expectations at such a stage start to fall further below 2%, a rate cut may become possible.
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Around the world, fiscal policy is highly expansionary in the wake of the pandemic. In addition to
combatting the spread of infection and increasing health care resources, comprehensive support
packages have been introduced to counteract the economic impact of the pandemic.
In the Nordic countries, most of the support measures implemented so far have been aimed at
preserving jobs, companies, and incomes. The scope of aid measures paid out in 2020 is relatively
similar across the Nordic countries, ranging from 1.5% to 1.8% of GDP.1 Although the corresponding
figures are not available for countries outside the Nordics, a compilation from the IMF indicates that
the overall scope of action has been smaller in the Nordics than in the euro area and the US. 2 In a
way, this is surprising, as the Nordics generally have stronger public finances. One explanation may,
however, be that the Nordic countries' economies have not been hit as hard as many other
economies.

The aid measures are relatively similar across countries, and several of them have been designed to
compensate companies for wages and fixed costs.

Data on support measures have been gathered from Government websites in Norway and Finland, respectively, Danish
Business Authority, Ministry of Finance in Sweden, ESV, MEAE, KELA, TYJ, Statistics Denmark, and NAV.
2 IMF Fiscal Monitor, October 2020.
1
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Lower wage costs through temporary layoffs have been an essential measure in all countries, but
with slightly different designs. Finland, Norway, and Denmark, which normally have a system in place
for short-term layoffs via unemployment insurance, made the system more flexible and generous. In
Sweden, which did not have such a system in place already, a temporary layoff system was launched
in which companies could apply for wage cost compensation for employees who reduced their
working hours. Denmark also introduced a new wage compensation programme in which employers
were compensated for the majority of wage costs when employees reduced their working hours by
100%. In addition to supporting companies, the measure was also seen as a way to limit the spread
of infection, as employees stayed away from work altogether.
In addition to the layoff system, Sweden and Norway introduced a temporary reduction in social
security contributions; Finland, meanwhile, temporarily reduced contributions to the pension system.
In all Nordic countries, programmes have been designed to reimburse fixed costs for companies with
large falls in turnover. In general, companies with falls in turnover over 30% have been compensated
for a certain proportion of the fixed costs, but the conditions vary somewhat between different
periods and across the different countries. In Denmark, up to 100% compensation has been provided
for companies that have had to close as a result of restrictions. All countries have also introduced
programmes to compensate for loss of income for the self-employed. Particularly vulnerable
industries have also been able to receive separate support. For example, in Finland, catering and
restaurants have been further compensated, while in several countries culture, sports, and event
organisers have been able to receive special support.
In order to improve the liquidity of companies, loans and guarantees in various forms have been made
available, but these have been used to a very limited extent. The exception is Norway, where the
state credit guarantee includes NOK 10 billion in new loans, which corresponds to a utilisation rate of
around 20%. On the other hand, tax and VAT deferrals have provided liquidity support in all four
Nordic countries.
In order to promote innovation and reorientation, Finland, as well as Norway, has supported business
development in the wake of the crisis. In terms of a more general reorientation and reallocation of
resources to higher-demand activities, the examples are fewer in the Nordic countries. In all the
Nordics, however, there is unemployment insurance to counteract loss of income during
reorientation, and the system has been made more generous and flexible during the crisis.

The amount of support paid out has generally been higher (in relation to employed
persons/employees) to industries that have been more affected by restrictions. In all countries,
support has been given mainly to hotels and restaurants, trade, cultural and entertainment activities,
and the manufacturing industry. However, in terms of the scale of individual measures, more
targeted business support such as compensation of fixed costs to companies with large falls in
turnover, compensation for self-employed, and industry support, has been most extensive in
Denmark. In Norway, too, compensation for fixed costs has been substantial.
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Broader support represents a significantly larger share in Finland, where not only reduced pension
contributions for all companies but also extensive support for business development reach more
firms. Also, Sweden and Norway have used broader support. In Sweden, employer contributions for
firms and self-employed were reduced in four months while in Norway, employer contributions
where reduced for two months and support to business development was extended.

In all Nordic countries, most of the aid was paid out during the second quarter of 2020, when the
economy was most affected by the pandemic. In Norway, the layoff system was already in place and
it could be used directly; while compensation for fixed costs began to be paid out as early as April. In
Denmark, too, the payments of compensation for fixed costs started quickly, with a large proportion
of payments made in May, while the new layoff system and support for the self-employed were
quickly put in place. In Finland and Sweden, on the other hand, the compensation of fixed costs was
delayed until the third quarter. In Sweden, it was layoff support and reduced employer contributions
that quickly provided relief; in Finland, meanwhile, reduced pension contributions, the layoff system,
and support for business development gave quick relief.

Although compensatory costs began to be paid out relatively quickly in both Norway and Denmark,
and the amount of aid has been greater than in Sweden and Finland, this support has been used to a
much lesser extent than expected in all Nordic countries. In Denmark, payments have amounted to
about 10% of what the support was estimated to cost when it was presented-in Sweden, even a
little lower. The main reason is that the downturn did not get as bad as feared, but the design of the
programmes was also probably a contributing factor. In a survey of 1,000 Swedish companies, 15%
say that they have not applied for aid even though they have been eligible because the application
was difficult to fill out or understand.3

3

Survey carried out by Kantar Sifo on behalf of Swedbank and the Savings Banks:
https://mb.cision.com/Main/67/3259807/1352549.pdf
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Several of the emergency measures introduced at the start of the pandemic are being extended to
counteract the economic effects of second-wave contagion and restrictive measures. More generous
conditions for layoffs, compensatory costs, and support for the self-employed are the measures that
have been extended. In Sweden and Norway, the possibility of tax deferral has been extended, and
Sweden also introduced the possibility to compensate 100% of fixed costs in case of lockdowns.
Finland, which has not been hit as hard by the second wave as the other Nordic countries, has
generally made fewer and shorter extensions. In Norway, measures have been prolonged until July
and October, respectively, as the opposition (who has the majority in Parliament) decided to over-run
the government regarding economic measures.

Sweden

Norway

Finland

Denmark

Compensation of
fixed costs

Until 28 February 2021.
Application from 1 March
2021.

Until 1 July 2021.
Application opens 18
January

Until 31 October 2020.
Application open from
December 21

9 Dec-7 Feb (or when
the restrictions are
lifted). Application open
from Jan 11

Compensation to
self-employed

As above

Until 1 October 2021

Until 31 March 2021

As above

Furlough /
Short-term layoff
system

Until 30 June 2021.
Lower compensation
rate from April

More generous terms
until 1 October 2021.

More flexible terms until
Dec 2020, some conditions until March 2021

As above

Tax deferral

Extended until 2021

Extended until February
2021

We estimate that the majority of business subsidies are being paid in the first quarter and will then
be phased out, as the spread of infection decreases, and restrictions are lifted. In Finland and
Denmark, applications for another round of compensation of fixed costs have been opened, and in
Norway the application period starts on 18 January; in Sweden, meanwhile, this aid cannot be applied
for until 1 March. The layoff scheme will also be delayed until March at the earliest in Sweden. There
is, therefore, a significant risk that the subsidies will not be paid in Sweden when they are most
needed; this could have a major negative impact on companies that saw a large drop in turnover in
2020, and thus on the number of bankruptcies and unemployed. In Finland, where the number of
bankruptcies during the pandemic has been low, the temporary amendment to the Bankruptcy Act
ends in January, after which liquidations could increase.
Another risk is that aid has delayed the reorientation of some companies, and that the new reality
will be adjusted to only after the support has been phased out; this would mean that the recovery in
the labour market may be slower than expected. The risk increases if the support measures applies
for a longer period, which mainly is the case in Norway after the most recent extensions.
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From a macroeconomic perspective, the Nordics have so far managed the crisis relatively well. In all
the Nordic countries, GDP seems to have fallen by around 3% last year, which is much less of a fall
than in many other EU countries. A swift recovery is expected in the region beginning in the second
quarter of this year, and we forecast GDP to grow by around 3% this year in all countries. This implies
economic activity will reach pre-crisis levels already later this year. Yet, it will take long before the
economies have fully recovered, and the labour markets will improve only gradually.
It is striking how similar developments have been across the Nordic countries; the underlying GDP
components and sectoral developments are also strikingly similar. Overall household consumption
has declined markedly, while retail sales grew more swiftly in 2020 than in 2019. Housing markets
have boomed in all countries; read more about this in our in-depth “Booming housing markets in the
Nordics and Baltics” on page 31.
Even fiscal policy has been similar in the four countries. This is perhaps expected as all countries are
characterised by similar welfare states, and the need for direct support to households therefore
should be lower than in countries having less comprehensive public sectors. Anyhow, it is interesting
that both the size and type of supports given to companies have been very similar; see further “Fiscal
policy in the Nordics” on page 24.

The Norwegian economy has shown relatively high resilience during the crisis, and we expect a
strong recovery in 2021. At present, the government has tightened restrictions in order to prevent a
rising virus spread, even if the infection level remains relatively low. We expect these restrictions to
largely remain in place and hold the economy back through the winter season. However, as spring
sets in, we expect the domestic Norwegian economy to be in position for a strong rebound as the
virus spread eases and the vulnerable parts of the population are vaccinated.
Household incomes have kept up well during the pandemic, in large part thanks to generous
unemployment support from the government. Consumer spending fell last year as households cut
back on travel and services. But consumer confidence is good, consumption of goods remains strong,
and the housing market is booming. We therefore believe that underlying consumer demand is
strong and will contribute significantly to the economic recovery once restrictions are lifted.
Businesses are also benefitting from generous government support, which has prevented any rise in
bankruptcies. Moreover, temporary tax changes for the oil industry have spurred companies'
investment plans and prevented a bigger decline in activity in the sector.
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We expect that the strong economic recovery and the booming housing market will lead Norges Bank
to hike its policy interest rate already in the autumn, well ahead of other central banks in developed
countries. We expect the policy rate to rise from the current 0.00% to 0.75% by the end of 2022.

Denmark has been hit hard by the second wave of the virus, albeit not to the same extent as Sweden,
with a large spread of infection and a heavily burdened health care system. Shops, restaurants, bars,
and gyms were completely shut down for the 2020 Christmas holidays. Contagion and shutdowns
have continued to weigh on the economy at the start of the year, particularly in the services sector.
After the rapid recovery in the third quarter, when GDP grew by 5.2% compared with the second
quarter, we expect the economy to stagnate or shrink slightly during the winter. Several sectors,
however, have resisted surprisingly well during the crisis. Some parts of the retail sector, such as
home improvement] and electronics, have even benefitted from the pandemic, as households have
shifted consumption patterns. Moreover, these sectors benefitted from the payment of frozen
holiday allowances in October. The construction sector has also done well, and employment in the
sector increased over the course of last year. Danish exports of goods and business investments are
largely less cyclical (food, pharmaceuticals, and wind power) and have therefore managed well
through the crisis. Total exports are, however, still well below last year's level as service exports have
fallen markedly.
As the spread of infection decreases and social restrictions are removed, the economic recovery is
expected to pick up beginning in the second quarter of this year. Households' high savings and
generally strong financial position are expected to contribute to the recovery through increased
consumption. In addition, revenue will be further strengthened as a result of the second payment of
the frozen holiday payments. Fiscal policy is forecast to be expansionary in both 2021 and 2022. We
expect GDP growth at 3.5% in 2021 and 4.1% in 2022.

Finland has escaped both the first and second waves of the pandemic. The spread of infection has
been low, and the number of COVID-19 deaths relative to population size has been the lowest in the
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EU.4 Partly for this reason, the economic downturn has been more limited in Finland than in several
other countries. A very expansionary fiscal and monetary policy has also helped to keep demand up.
Government debt rose to 70% of GDP in 2020 and is expected to continue to rise slightly in 2021
and 2022.
Business confidence has recovered well, particularly in industry, but also in the retail sector, where
business confidence is now at a normal level despite the shutdowns. As a result of the shutdowns,
we do not expect a rapid economic recovery in the near term, but also no significant downturn.
The labour market has surprised positively, and, by late 2020, the number of employed persons was
back at the same level as before the crisis. The high degree of remote working has not only
contributed to limiting the spread of infection but has also contributed to the relatively favourable
development of the labour market. However, unemployment remains at a higher level than before the
crisis.
As the economy recovers in the spring, employment is projected to continue to rise and
unemployment to fall further. We do not expect that, unlike previous crises, this crisis will lead to
higher structural unemployment. The reason is that this crisis has mainly affected another, more
flexible part of the labour market. In addition, some important structural measures have been taken
in the labour market during the crisis. Among other things, the government has decided to phase out
the system of allowing older workers (+55 years) to be unemployed for a longer period before
retirement; this is expected to contribute to increased employment.

4

Source: WHO ( https://covid19.who.int/)
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When the corona pandemic hit the Baltic and Nordic economies in the beginning of 2020, there was a
fear that housing markets would also suffer a big blow, as happened in many of the region’s
economies during the financial crisis. But this is not what we have seen in 2020-quite the opposite.
There was an initial large drop in housing market transactions across countries during the second
quarter of 2020, reflecting both physical restrictions due to lockdowns and a fall in household
confidence. In Finland, transactions dropped by one-third in March and April. In the other Nordics, the
drop was less pronounced. In the Baltics, transactions dropped markedly. In Tallinn and Riga,
transactions fell by one-third and in Vilnius by one-fifth in the second quarter.

Even if transactions fell initially, there was no broad-based correction downwards in housing prices
during 2020. Residential real estate prices generally fared very well. In Norway, Denmark, and
Sweden, housing prices on average increased rapidly during 2020. The increase has been largest in
Sweden, which saw a 13% increase between November 2019 and November 2020, but Norway is
not far behind, with a 7% increase during 2020. A low supply of housing has played an important
role in driving up housing prices in these countries.
In Stockholm, apartment prices increased by 5% (Q3 y/y), while the prices of single-family homes
jumped by 13% during the same period. Copenhagen was up by 7% and Oslo, for which we already
have fourth-quarter data, saw a 12% increase in housing prices during 2020. In Finland, where
residential real estate prices had been flat during the past years, there was a slight pickup, with
prices increasing 1.6% y/y in the third quarter, but this was entirely driven by the greater Helsinki
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region. Outside the capital region, prices continued to fall. In Helsinki, flat prices were up 8% in
November (y/y); this was rather in line with the other Nordic capitals and in line with developments
during the past years, even if construction activity was high.

In the Baltics, the development has been more uneven, although all capital cities did see apartment
prices increase during 2020. Here, the markets are also rather illiquid, and hence we concentrate on
the capitals in this analysis. The upward price momentum was supported by the structural change in
the market due to a more sensitive secondary market and, as a result, a temporal shift towards newly
built apartments. In Riga, the growth of apartment prices has been rather subdued in the pandemic—
in fact, it is close to a standstill. Tallinn has seen a slowing of the increase in apartment prices but is
still experiencing strong growth of around 5%. Vilnius is, on the other hand, seeing apartment price
growth of above 10%. The differences in trends are explained by the larger share of Soviet-era
apartments in Riga, as opposed to Vilnius and Tallinn.
The Baltic capitals do not follow the same steady price growth pattern as their Nordic peers. The
setup, characterised by insufficient supply, is not present in the Baltics in the same way as in the
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Nordic capitals. There is an abundance of old Soviet-era apartment buildings, which, although not as
desirable as newer housing, still fulfil housing needs.

Compared with the situation before the financial crisis, when many of the Baltic and Nordic housing
markets went through massive corrections, this time around the starting point was more balanced.
None of the Nordic or Baltic countries has alarming imbalances, even if some countries have seen
rather rapid housing price increases lately. Both the OECD’s price-to-income ratios and the EU
macroeconomic imbalance scoreboard ratio—the ratio of housing prices to overall price developments
for households verify this picture.

The low mortgage rates continue to be key drivers for the housing market. In Norway, there was a
considerable boost to the housing market from the drop in central bank interest rates at the
beginning of the crisis. In the euro area, the central bank rates did not change in 2020, but there
were some modest falls in mortgage rates, which supported housing markets. In Sweden, households
did expect mortgage rates to drop, but the change was minimal.
Even if mortgage rates are very low in all countries, there are large differences on average. These are
mainly explained not only by central bank rate differences, but also by national specificities, such as
duration of mortgages, fixed vs. variable rate loans, competition, amortisation speed, and credit
quality. Finland stands out in this comparison as the country with the lowest average mortgage
rates. However, in Denmark, banks are offering homeowners 20-year loans at a fixed interest rate of
zero. Norway, meanwhile, likely saw the largest fall in mortgage rates during 2020, but rate
increases are expected already in 2021.

Also, the massive fiscal measures, especially the short-term furlough schemes, prevented a situation
with mass unemployment in all the Nordic and Baltic countries and boosted household confidence.
This has played an important role in keeping housing markets stable. Besides, most of the newly
unemployed are young people or people who are not typical homeowners, therefore the crisis has
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not really affected the marginal home buyer. On top of this, the vast majority of current homeowners
have not become unemployed. Instead, their financial situation has most likely improved in the wake
of the quickly recovered stock market; this applies especially to countries like Sweden, where regular
households often invest in stock markets. The rather good household income developments and
financing conditions also supported the housing markets in 2020.

In Sweden, Denmark and Norway the housing supply is low, especially in the bigger cities. Also, in the
Helsinki region more construction activity could help keep price increases smaller. In the Baltics
housing prices have increased in recent years, but the rise is markedly less steep than before the
global financial crisis, and the situation is in many ways different than in the Nordics. More generally
in the Baltics, rapidly growing salaries continue to support housing markets.

We expect housing prices in Sweden to increase with 6% in 2021, in Norway with almost 8% and in
Denmark with 3%. In Sweden, Norway and Denmark growth slows down. Continued growth, but at a
slower pace than in 2020 also applies to the Helsinki region, while we expect price developments in
Finland on average to be very moderate, only 1% growth. The lack of an ample supply will continue
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to affect especially the larger Nordic cities. In Sweden, there is, due to the dysfunctional housing
market, a more permanent shortage of supply, which continues to push up prices.
The Baltic housing market has a more fragmented outlook. In Tallinn and Riga, we expect the
historically rather moderate housing price developments to continue. The situation in Vilnius, with
rapidly increasing housing prices, will most likely cool down due to the second wave of the pandemic;
however, longer out, income developments and demographics will continue to support housing
markets. In Estonia, the pension reform, which comes into effect in September 2021, might boost the
housing market if people choose to withdraw pension savings and invest them in housing. However,
we see only a small risk of this happening.
Mortgage rates will remain low in 2021: Norway is the only country where we forecast an interest
rate hike by the central bank in 2021. Mortgage rates in all countries will, however, not continue to
fall and, hence, no additional boost will come from monetary policy. In 2021, increasing disposable
income will continue to boost housing markets, albeit unevenly across and within countries.
A risk for the housing market is the scaling down of fiscal support measures in 2021. Support, if too
rapidly pulled back, could weaken household sentiment, as well as worsen the financial situation of
households; hence, a very balanced approach to the pulling back of support is called for. On the other
hand, there is an upside risk from a brighter-than-forecast outlook.
A big question going forward is: Where will demand grow? A lot will be determined by the strength
of the work-from-home trend and stay-at-home-vacations compared with other trends present in
housing markets. So far, we have not seen any major deurbanisation trends in the Nordics and
Baltics, and environmental values continue to support urban living. However, such a trend could pick
up if and when work-from-home schemes play a more permanent role in society, which, in turn, could
support demand farther away from growth centres.
More macroprudential policies could be launched if the strong housing price growth seen in some of
the countries continues. If the Swedish economy is recovering according to our forecast, the
amortisation exemption will not be extended by the Swedish FSA in August 2021. Although the
exemption should not have influenced housing prices-as it was temporary, and banks still include
amortisation in the assessment of households’ creditworthiness – it is reasonable to think that it did
affect home buyers to some extent.
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The Baltic countries, especially Latvia and Lithuania, are suffering one of the worst second waves of
COVID-19 in the world. Even though the vaccine news is encouraging, the vaccination process will be
slow, and most restrictions to economic activity are likely to remain throughout the first quarter of
this year, some even longer. This suggests a weaker-than-expected start of the year, prompting a
downward revision of GDP growth in 2021. However, the gradual vaccination process and the buildup of antibodies by those who already had COVID-19 will lead towards herd immunity and the
recovery of the hospitality, recreation, and entertainment sectors. Admittedly, there is a risk that a
large share of the populations will opt out of the vaccination; this would prolong the path towards
herd immunity and postpone economic recovery.
Last year unemployment increased by 2-3 percentage points and may still go slightly higher as the
lockdowns continue, and many services sectors will continue feeling the drought throughout the
first half of this year. The medium term outlook, however, is quite bright: the still-strong goodsexporting sectors, ample government support measures, fiscal stimulus in export markets, and
massive investments with EU funds, as well as a lot of pent-up domestic demand, will not only boost
economic output but also lead to a faster increase in employment, especially in 2022.
The nature of this crisis, naturally, has affected economic activities in very different ways. Hospitality
sectors have suffered the most, whereas ICT and financial services, forestry, agriculture, and even
most manufacturing sectors have weathered it with few scars or even robust growth.
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Last year, the GDP decline in Estonia was one of the mildest in Europe. In the third quarter, Estonia’s
GDP recovered a bit faster than we expected, but the second wave of COVID-19 dampened growth at
the end of the year. We estimate that Estonian economic output contracted by 2.7% in 2020.
Despite the escalation of the second wave of the virus and increased restrictions on mobility and
economic activity, general economic sentiment continued to improve in December. However,
confidence diverged across different economic sectors. Manufacturing, the construction sector, and
consumer confidence recovered, while services’ confidence remained on the same level as in
November. Manufacturing confidence has reached the level we saw already in the beginning of 2019,
whereas the construction sector and consumer confidence are still considerably weaker than in the
pre-crisis period.
The Estonian labour market is very flexible: employment dropped markedly last year, one of the
largest contractions in the EU, and is expected to decline further this year. Economic recovery will
raise the demand for labour, and next year we expect to see moderate employment growth. The
annual average unemployment rate is expected to rise somewhat this year before dropping again to
the 2020 level in 2022. Wage growth has dampened but not stalled – we forecast average nominal
gross wages increasing by 3.5% this year and then accelerating slightly in 2022. Consumer prices
will pick up following the deflation, but inflation will remain moderate in the next few years.
Therefore, households’ purchasing power will continue to increase.
A few factors allow us to see stronger recovery down the road. Robust growth in households’
demand deposits indicates large pent-up demand, which will be released once confidence starts to
improve. On top of this, the reform of the second pillar, or funded pension scheme, is expected to
amplify GDP growth beginning in the fourth quarter as a short-term effect; this is because people
can withdraw their invested money from the scheme and increase their consumption. We forecast
that GDP will increase by 3.1% this year, and growth will accelerate to 4.3% in 2022. EU funds will
support the transition to a more modern and green economy.

The Latvian economy in 2020 is estimated to have contracted by 4.5% – the steepest fall among the
Baltics, but still good compared with the rest of the euro area. The second virus wave has been much
more challenging than the spring wave, resulting in more severe containment measures. On a more
positive note, goods exports at the end of 2020 were growing strongly, supported by an excellent
harvest, as well as the risk of a no-deal Brexit, which prompted the British to stock up on wood
products. Overall, the economic hit during the final quarter of 2020 is expected to have been much
milder than the one experienced in the spring.
Going forward, the bleak virus situation and the rocky vaccine rollout suggest a weaker-thanexpected start of 2021, prompting a downward revision of GDP growth (to 2.8%). The announced
tax policy changes include a welcome shrinking of the labour tax wedge for a large share of
employees. The introduction of minimum social security contributions, as well as several changes
affecting micro businesses, are welcome in the longer term. However, they can potentially add to the
grey economy and dampen overall confidence in the short run. Provided vaccinations run smoothly
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onwards, growth will, beginning in the summer of 2021, be supported by the retreat of the virus,
pent-up demand, improving confidence, and rising investments, including those linked to EU funds.
The economy is forecast to pick up speed, showing stronger growth in 2022 (5.0%).
Labour market indicators so far seem to be nearly unfazed by the virus resurgence. Businesses not
directly affected by the restrictions seem better prepared to weather the virus shock than in the
spring. The downside is also limited by government support to companies and workers; however, this
support often fails to reach all who need it. Continued restrictions suggest a more notable tick up in
unemployment in the coming months. Wage growth in 2021 will be supported by a minimum wage
hike. The strengthening economy in the second half of 2021 will aid the labour market, and a
shortage of labour will again become the central issue in 2022.
The start of the year is likely to see continued deflation, but the overall price level in 2021 is
projected to rise by 1.5%. Price growth is expected to pick up as base effects, especially from oil
prices, hit in the second quarter of 2021. Falling housing costs, which added to deflation in 2020, will
likely increase in 2021. Food price growth is expected to continue. With recovery taking hold in the
second half of the year, prices of clothing and services, previously dampened by restrictions, will pick
up. We forecast that inflation will accelerate to 3% in 2022 as economic growth strengthens.

In December, Lithuania took the inglorious top spot of the leaderboard of most new COVID-19 cases
per million inhabitants in the world. This led to the belated but stringent application of restrictions to
mobility and economic activity, which are likely to last at least until the end of January. Despite this,
the economic impact was relatively mild – retail trade continued hitting record highs, helped by
Christmas shopping.
The immediate outlook is mixed. On the one hand, pandemic and lockdown measures are preventing
households from consuming many services; on the other hand, household confidence remains above
the long-term average and even increased a bit in December. Furthermore, household deposits
increased by 18% in 2020, indicating much potential to increase investments in housing and
consumption. Investments barely shrank in 2020 and were due only to a big contraction in purchases
of transport equipment. Exporting sectors continue booming with little signs of distress – in
November, the value of exports of goods of Lithuanian origin (oil products excluded) was 10.1%
higher than a year ago, while export orders inched upwards towards the long-term average.
The negative economic effects of the pandemic are going to be mitigated with a sufficiently large
public budget deficit and targeted measures to support most affected households and businesses. A
faster rollout of EU funds should further boost investments and employment in 2022, but one
idiosyncratic risk looms. The European Commission’s Mobility Package severely dents Lithuanian
transport companies’ competitiveness and has already pushed them to open subsidiaries in
neighbouring Poland. We estimate that, if unchanged (Lithuania is contesting this at the European
Court of Justice), this will lead to a shrinking of exports of road transport services from Lithuania of
up to one-fourth next year.
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