The Baltic economies are operating above their potential
No overheating, but economic temperature is rising gradually
Monitoring, fiscal prudence, and productivity-boosting reforms are necessary
The Baltic economies are now fully recovered from the past recession, and the output gaps have been fully
closed in all three countries. However, the economies are continuing to expand at above-potential rates.
Moreover, economic confidence is close to all-time highs, unemployment is the lowest in a decade, and wages
are growing at an accelerated pace. Thus, one cannot avoid asking, Are the Baltic economies on a sustainable
path or could they be heading towards an overheating? To help us answer this question, we constructed an
economy heat index. It shows that, although the Baltic economies are not in the overheating mode yet, the
temperature is slowly rising. This is largely driven by a tight labour market, but it has not yet translated into
high inflation and a buildup of imbalances elsewhere. Nevertheless, the situation requires close and continuous
monitoring, and some actions may be needed. Productivity-boosting reforms and a looser immigration policy
could put the economies on a more sustainable track.
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The Baltic economies have enjoyed a prolonged period of solid growth. This has resulted in tight labour
markets and high income growth, which are now raising concerns that the economies could be heading
towards overheating. However, our index shows that the tightness in the labour markets has not yet
translated into economic imbalances elsewhere, and price pressures are moderate. Nevertheless, the
temperature is gradually rising. The situation should be monitored closely; a pro-cyclical fiscal policy and
excessive minimum wage hikes should be avoided, and productivity-boosting reforms are advised.

Looking back at the Baltic economies in 2007-2008, it is now easy to see they were heading for a rough ride.
Wages were growing at annual rates of 20-30%, housing prices were ballooning, fueled by excessive credit
growth and wide-spread optimism, the fiscal policy was pro-cyclical, and annual inflation stood at double
digits; meanwhile, the current account was sliding deep into negative territory. Needless to say, the economy
was running hot, and the imbalances that had built up had to be corrected sooner or later.
The global financial crisis was the ice-cold shower that brought down the temperature of the Baltic
economies. But the adjustment process was painful – GDP contracted by 15% in Lithuania and by around 20%
in Latvia and Estonia, while wages dipped and the rate of unemployment shot up to double digits. If the Baltic
economies were not overheated and there was no housing bubble, the economic shock in 2008-2010 would
have been a lot less pronounced. This past boom-and-bust experience indicates that the costs of failing to
identify the signals of overheating and preventing it can be high.
An overheating economy is one where productive capacity is unable to keep pace with growing aggregate
demand. This situation results in an overemployment of resources and high and rising inflation. This period is
usually marked with excess optimism and confidence over the economy’s future prospects, which leads to
inefficient supply allocations and, possibly, a buildup of bubbles (e.g., in housing, the stock market), a trade
deficit, and other economic imbalances.
The Baltic economies are now fully recovered from the past recession – output exceeds its pre-crisis level in all
three Baltic countries. The negative output gaps have been eliminated, too. However, the economies continue
expanding at above-potential rates, labour shortages are becoming increasingly pronounced, and wage
growth is close to double digits. Although inflation is still relatively muted, one cannot avoid asking the
question, Are the economies on a sustainable path or could they be heading towards overheating?
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In order to check the temperature of the Baltic economies, we have constructed an economy heat index. The
index comprises six indicators - credit growth, unemployment, inflation, current account balance, wage and
productivity growth differential, and ratio of apartment price to wages (check details in the Appendix). The
variation of underlying indicators is analysed, and the combined index shows how detached the mean of those
variables is from their historical average.
It is difficult to pinpoint a single threshold that would strongly suggest overheating in an economy. In part due
to significant structural changes in the Baltic economies since the crisis and partly to the blurry definition of
overheating. One reference point that could be used for interpretation is a zero, which stands for the longterm average - values above zero could mean that the economies are tending to move to the warmer side.
However, it is important to observe the trend and steepness of the indicator, since this shows whether and
how fast an economy is warming up.
Overall, the economy heat index shows that the Baltic economies are warming up slowly. Years of solid
growth in the Baltic economies and negative demographic trends have led to a situation where finding labour
is increasingly hard or very expensive. Unemployment is already close to the pre-crisis level. Although the lack
of labour is pronounced and wages are growing at an accelerated pace, the growth in labour costs is not too
detached from productivity growth. But the gap could widen if labour shortages become even direr. Lithuania
is a bit ahead in the cycle, but it is nowhere close to the excesses observed a decade ago. Estonia and Latvia
are a bit behind, and their differences in wage and productivity growth are close to the historical average.
Rising incomes, increased optimism, higher willingness to consume and the same time mounting capacity
constraints create conditions for price pressures to build up. Moreover, when economies with no spare
productive capacity have trouble to meet the expanding aggregate demand, this results in deteriorating
current account balance as the excess demand is satisfied with imported goods and services. When
expectations about the future rise, consumers may become less risk-averse and thus more willing to borrow,
this in turn fuels demand growth. These conditions then translate to inflated asset prices, possibly even
forming bubbles.
But we are not there yet. Labour shortages and fast income growth have not yet translated into excessive
growth in consumer prices in any of the Baltic states. In fact, in Lithuania, after a temporary pickup last year,
price pressures have eased lately. A similar story repeats in the current account. At the moment, companies are
still able to expand export production in line with import growth, and all three Baltic states have healthy
external balances. Lithuania is a bit ahead in the credit cycle, compared with Latvia and Estonia, but credit is
still growing slower than GDP and still contributing negatively to the overall index. Meanwhile, the ratio of
apartment prices to net wages in the capital cities remains low. Even though housing prices have increased in
previous years, wage growth was considerably more rapid.
Overall, the index looks nothing like the years preceding the crisis, when all indicators were extremely above
their long-term averages and were still rising steeply, indicating rapid overheating. Now, the Baltic economies
seem balanced, with the index hovering at around zero, although heat in the labour market is building up.
However, as experience from 10 years ago shows, caution is still necessary – the pressures in the labour
market can quickly translate into current account deficits, inflation, and excessive credit growth.
It is likely we will see a bounceback in inflation in the upcoming months as increased labour costs are
translated into higher prices of consumer services. Notably, due to significant changes in the structure and
development of the Baltic economies in the past decade, the threshold that would indicate overheating could
be much lower this time, as the extreme values of 2005 – 2008 have pushed the historical average upwards.
Therefore, it is important to keep caution and track the trend and speed of change as well.
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Although the Baltic economies are slowly warming up, this does not necessarily have to lead to overheating.
The business cycle can be managed and overheating avoided by bringing the economy back onto a sustainable
growth path through right and timely monetary, macroprudential, and/ or fiscal measures.

However, the Baltic countries do not have monetary policy tools at their disposal. Monetary policy in the whole
euro area is set by the ECB, but the central bank cannot respond to the individual needs of every euro area
country. Although the current state of the business cycle in the Baltic countries would require tighter
monetary policy, this policy remains very loose in the euro area and is expected to tighten only very gradually
over the next few years.
Thus, monetary policy will be of little help in case the temperature in the Baltic economies continues rising
more rapidly than that in the euro area on average. However, the central banks do have other tools, such as
macroprudential measures, at their disposal, and they are already being applied in the Baltics--e.g., the Bank of
Lithuania introduced a countercyclical capital requirement for banks of 1% this year. However, current
developments in lending and housing prices seem to be on a sustainable path and thus do not indicate a need
for tighter macroprudential measures.
Meanwhile, the governments should avoid adding extra fuel to the warming up of economies and should thus
implement countercyclical fiscal policies. However, the recent decline in the structural primary balance in all
Baltic countries indicates that their governments are, instead, entering the pro-cyclical easing phase; they
should, in fact, start turning to countercyclical consolidation (see the graph above). Moreover, the policymakers
should maintain their prudence when setting minimum wages. Excessive minimum monthly wage hikes add
fuel to the already-rapid wage growth and could boost aggregate demand, which could, in turn, lead to rising
inflation and thus further wage increases.
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The Baltic policymakers should also turn to policies that help boost growth of potential output and ensure a
more efficient resource utilisation, as this would lay the foundation for more rapid sustainable growth. This
may require reforms in the labour market, in education and migration policy, and on many other fronts.
Although such reforms normally do not go down well with the general public, it is worth remembering that the
best time to repair a roof is when the sun is still shining.
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The purpose is to measure changes in the balance between demand and supply in an economy. The heat index
helps to identify potential imbalances and risks in an economy, and could be helpful in guiding appropriate
macroeconomic policy.









Core HICP (harmonized index of consumer prices) growth – price pressures are an essential indicator
of supply shortage in an economy. Core price growth is chosen to exclude volatile food and energy
prices, as well as effects of alcohol and tobacco taxation.
Inverted current account balance as share of GDP– a worsening trade balance indicates excessive
demand in an economy.
Inverted unemployment rate – very low unemployment signals that there is very little spare capacity
in the labour market.
Difference in credit and nominal GDP growth rates – excessive credit growth indicates unsustainable
consumption.
Difference between wage and productivity growth – a widening gap between wages and productivity
would signify inflationary pressures and capacity constraints in an economy.
Ratio of apartment average price to net wage in a capital city – a deteriorating ratio could signal
either bubble formation or unbalanced demand and supply in an economy.

Data are transformed by converting all indicators into so-called Z-scores (see formula below). This means that
the average value of each indicator over time is equal to 0, while a value of 1 is equal to one standard
deviation. This transformation allows comparing indicators with different units of measurement, as their
standard deviations are analysed instead. The combined index is constructed by taking the average of
underlying indicator Z-scores.
𝑍=

𝑣𝑖 −𝑣𝑚
𝜎

𝐼𝑛𝑑𝑒𝑥 = ∑ 𝑧𝑖 /𝑛

Z – z-score, vi – value of indicator at a point in time, vm – historical average of an indicator, 𝜎 – standard
deviation, n – number of indicators
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Swedbank Macro Research, a unit within Large Corporates & Institutions, bases
the research on a variety of aspects and analysis.
For example: A fundamental assessment of the cyclical and structural economic,
current or expected market sentiment, expected or actual changes in credit rating,
and internal or external circumstances affecting the pricing of selected FX and
fixed income instruments.
Based on the type of investment recommendation, the time horizon can range
from short-term up to 12 months.
Recommendations in FX and fixed income instruments are done both in the cash
market and in derivatives.
Recommendations can be expressed in absolute terms, for example attractive
price, yield or volatility levels. They can also be expressed in relative terms, for
example long positions versus short positions.
Regarding the cash market, our recommendations include an entry level and our
recommendation updates include profit and often, but not necessarily, exit levels.
Regarding recommendations in derivative instruments, our recommendation
include suggested entry cost, strike level and maturity.

New York, NY 10119 and its telephone number is 212-906-0820. For important
U.S. disclaimer, please see reference:
http://www.swedbanksecuritiesus.com/disclaimer/index.htm
In the United Kingdom this communication is for distribution only to and directed
only at "relevant persons". This communication must not be acted on – or relied on
– by persons who are not "relevant persons". Any investment or investment
activity to which this document relates is available only to "relevant persons" and
will be engaged in only with "relevant persons". By "relevant persons" we mean
persons who:
Have professional experience in matters relating to investments falling
within Article 19(5) of the Financial Promotions Order.
Are persons falling within Article 49(2)(a) to (d) of the Financial Promotion
Order ("high net worth companies, unincorporated associations etc").
Are persons to whom an invitation or inducement to engage in investment
activity (within the meaning of section 21 of the Financial Services and
Markets Act 2000) – in connection with the issue or sale of any securities –
may otherwise lawfully be communicated or caused to be communicated.

In FX, we will only use options as directional bets and volatility bets with the
restriction that we will not sell options on a net basis, i.e. we will only recommend
positions that have a fixed maximum loss

All information, including statements of fact, contained in this research report has
been obtained and compiled in good faith from sources believed to be reliable.
However, no representation or warranty, express or implied, is made by Swedbank
with respect to the completeness or accuracy of its contents, and it is not to be
relied upon as authoritative and should not be taken in substitution for the
exercise of reasoned, independent judgment by you.

The analyst(s) responsible for the content of this report hereby confirm that
notwithstanding the existence of any such potential conflicts of interest referred
to herein, the views expressed in this report accurately reflect their personal
views about the securities covered. The analyst(s) further confirm not to have
been, nor are or will be, receiving direct or indirect compensation in exchange for
expressing any of the views or the specific recommendation contained in the
report.

Be aware that investments in capital markets – such as those described in this
document – carry economic risks and that statements regarding future
assessments comprise an element of uncertainty. You are responsible for such
risks alone and we recommend that you supplement your Decision-making with
that material which is assessed to be necessary, including (but not limited to)
knowledge of the financial instruments in question and the prevailing
requirements as regards trading in financial instruments.

This report by Macro Research, a unit within Swedbank Research that belongs to
Large Corporates & Institutions, is issued by the Swedbank Large Corporates &
Institutions business area within Swedbank AB (publ) (“Swedbank”). Swedbank is
under the supervision of the Swedish Financial Supervisory Authority
(Finansinspektionen).
In no instance is this report altered by the distributor before distribution.
In Finland this report is distributed by Swedbank’s branch in Helsinki, which is
under the supervision of the Finnish Financial Supervisory Authority
(Finanssivalvonta).
In Norway this report is distributed by Swedbank’s branch in Oslo, which is under
the supervision of the Financial Supervisory Authority of Norway (Finanstilsynet).
In Estonia this report is distributed by Swedbank AS, which is under the
supervision of the Estonian Financial Supervisory Authority (Finantsinspektsioon).
In Lithuania this report is distributed by “Swedbank” AB, which is under the
supervision of the Central Bank of the Republic of Lithuania (Lietuvos bankas).
In Latvia this report is distributed by Swedbank AS, which is under the supervision
of The Financial and Capital Market Commission (Finanšu un kapitala tirgus
komisija).
This document is being distributed in the United States by Swedbank AB (publ)
and in certain instances by Swedbank Securities U.S. LLC (“Swedbank LLC”), a U.S
registered broker dealer, only to major U.S. institutional investors, as defined
under Rule 15a-6 promulgated under the US Securities Exchange Act of 1934, as
amended, and as interpreted by the staff of the US Securities and Exchange
Commission. This investment research is not intended for use by any person or
entity that is not a major U.S institutional investor. If you have received a copy of
this research and are not a major U.S institutional investor, you are instructed not
to read, rely on or reproduce the contents hereof, and to destroy this research or
return it to Swedbank AB (publ) or to Swedbank LLC. Analyst(s) preparing this
report are employees of Swedbank AB (publ) who are resident outside the United
States and are not associated persons or employees of any US registered brokerdealer. Therefore the analyst(s) are not subject to Rule 2711 of the Financial
Industry Regulatory Authority (FINRA) or to Regulation AC adopted by the U.S
Securities and Exchange Commission (SEC) which among other things, restrict
communications with a subject company, public appearances and personal trading
in securities by a research analyst.
Any major U.S Institutional investor receiving the report, who wishes to obtain
further information or wishing to effect transactions in any securities referred to
herein, should do so by contacting a representative of Swedbank LLC. Swedbank
LLC is a U.S. broker-dealer registered with the Securities and Exchange
Commission and a member of Financial Industry Regulatory Authority and the
Securities Investor Protection Corporation. Its address is One Penn Plaza, 15th Fl.,
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Opinions contained in the report represent the analyst's present opinion only and
may be subject to change. In the event that the analyst's opinion should change or
a new analyst with a different opinion becomes responsible for our coverage of
the company, we shall endeavor (but do not undertake) to disseminate any such
change, within the constraints of any regulations, applicable laws, internal
procedures within Swedbank, or other circumstances.
If you are in doubt as to the meaning of the recommendation structure used by
Swedbank in its research, please refer to “Recommendation structure”.
Swedbank is not advising nor soliciting any action based upon this report. If you
are not a client of ours, you are not entitled to this research report. This report is
not, and should not be construed as, an offer to sell or as a solicitation of an offer
to buy any securities.
To the extent permitted by applicable law, no liability whatsoever is accepted by
Swedbank for any direct or consequential loss arising from the use of this report.
In Swedbank Research, a unit within LC&I, internal guidelines are implemented in
order to ensure the integrity and independence of the research analysts.
Research reports are independent and based solely on publicly available
information.
The analysts are not permitted, in general, to have any holdings or any
positions (long or short, direct or via derivatives) in such Financial
Instruments that they recommend in their investment analysis.
The remuneration of staff within the Swedbank Research department may
include discretionary awards based on the firm’s total earnings, including
investment banking income. However, no such staff shall receive
remuneration based upon specific investment banking transactions.
An investment recommendation is normally updated twice a month.
This material may not be reproduced without permission from Swedbank
Research, a unit within Large Corporates & Institutions. This report is not intended
for physical or legal persons who are citizens of, or have domicile in, a country in
which dissemination is not permitted according to applicable legislation or other
Decisions.
Produced by Swedbank Research, a unit within Large Corporates & Institutions,
Stockholm.
Swedbank LC&I, Swedbank AB (publ), SE-105 34 Stockholm.
Visiting address: Malmskillnadsgatan 23, 111 57 Stockholm.
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