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Construction in Baltics will rebound for now

e Contraction is temporary
e Residential sector is stronger, at least in Estonia and Lithuania

e Construction costs will rise, but export potential is there

Contraction in construction sector due to temporary factors
The construction sector in the Baltics has lately been driven mostly by
residential real estate projects. However, the sector has contracted
because the weaker-performing nonresidential and civil engineering
subsectors amount to 80-90% of the total value of construction works.
The sector suffered least in Estonia due to a recovery in the construction
of buildings. Construction contracted the most in Latvia as residential real
estate there was contracting along with other subsectors. Civil
engineering works (transport, energy infrastructure, etc.) are heavily
dependent on public contracts and EU structural funds’ support.
Therefore, the main reason behind the contraction of the construction
sector was the ending of support at the close of the previous EU funding
programming period and the slow allocation thus far of funds from the
new programming period. It is expected that this will not weign on the
construction sector in 2017.

Residential real estate will grow, but at a more modest pace
Nonresidential construction has been declining since 2015 in Latvia and
Lithuania. Residential real estate construction has been more active in
Lithuania than in Latvia. Nevertheless, in 2015 the expansion in Lithuania
was mainly driven by reconstruction and repairs rather than new
construction of residential buildings.
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Reconstruction = Repairs = Other works

The value of the construction of buildings have been increasing this year
in Estonia, also driven mostly by the residential sector. However, it seems
that the momentum might now be lost as the market is not suffering as
much from a lack of supply as earlier. The value of construction works in
the Lithuanian residential real estate sector in 2016 did not grow as fast as
in 2014 or 2015. However, the dynamics of building permit data suggests
that this is most likely due to slower renovation rather than weaker
development of new residential real estate. Nevertheless, we expect a
more modest development of the residential real estate sector in Lithuania
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Lithuania: contribution to growth
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Value of construction works
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as well. The current supply of housing is adequate while employment
growth is slowing down, and decreasing rent yields might also cool down
expectations.

LT: share in total construction works
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Nonresidential sector driven by service industry in Lithuania construction works
Even though the value of construction works in the nonresidential building 401

sector in Lithuania has been decreasing, in 2015 the main drag came from
industrial buildings and warehouses, as well as schools, universities, and
research center projects, while the expansion of offices and retail buildings
remained rapid. The rapid expansion of the service center industry and the 10~

low office vacancy rates are the main drivers of the office sector . INEEEy__yREEsESNERY B
expansion. Projects that are under construction or are planned indicate
that office space in Vilnius might increase by 35% during the next couple

of years. Judging from the levels of preleases, vacancy rates might 29
temporarily jump, which could limit the growth potential for some time.

Office space will be expanding in Kaunas as well to meet the growing
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demand.
LV: contribution to annual growth of

Exports are booming in Lithuania construction works
Growth of construction exports in the Baltic countries has been rapid 7
during the last few years. The share of construction exports in GDP %01
increased from 0.2% in 2008 to 0.6% in 2016 in Lithuania, and from 0.2% 207
to 0.4% in Latvia. The share remains the largest in Estonia, where 10+ I
construction sector exports amounted to 1.6% of GDP in the first half of LR/ -.-.l“_“m_ -
2016. Since 2015, Lithuania has been increasing its exports the most. 10~
Lithuanian exports are also slightly less concentrated in any one market. 20
Lithuanian exports increased recently due to growth in several markets, 80 - ‘ ‘ ‘ ‘ ‘

2011 2012 2013 2014 2015 2016

while Estonia exports about 40% of its construction services to Finland;
meanwhile, in Latvia growth was driven by two markets (Lithuania and
Sweden), whose shares have each been larger than 30% during the last Source: Eurostat and Swedbank.
few years.

Total i Civil engineering = Non-residential B Residential

Completed: January 5, 2017, 10:55 , Please see important disclosures at the end of this document, Disseminated: January 5, 2017, 10:55 , Page 2 of 5



Macro Research - Macro Focus Swedbank G

Estonia: construction export by countries Exports destination shares in %
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In Lithuania, the export share to Sweden also increased to 25% in 2016;
however, growth was driven by more markets as a sizable share of
exports went to several other countries (Germany, Estonia, Latvia, and
Denmark). However, exports are growing from a low base, especially if
compared with Estonia. This means that high growth rates are rather easy
to achieve, and growth in some markets might still be the result of only a
few, temporary projects. Nevertheless, once companies have entered the
new market and build their reputations, it might become easier for them to
find new projects in the future.

Lithuania:construction export by countries
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Costs are rising and labour market is hitting the limit
Construction costs stopped rising in Estonia in 2013, when they reached
their pre-crisis peak. Construction costs have not been rising in Latvia for
the last few years either, due to falling building material prices. In
Lithuania, rising construction costs are mostly driven by rising wages.

It is probable that construction costs will rise in all three countries.
Recently, construction sector wages were rising less than in other sectors
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on average in Estonia and Latvia, they barely grew in the third quarter. Construction cost index
Employment is falling is both countries. Lack of demand is the primary 1050

reason in Latvia, while the more pronounced lack of an qualified labour roen |

force is one of the main reasons in Estonia. The lack of qualified labour is 075 -

an issue in Lithuania as well - wage growth accelerated in the construction zzg

sector despite weaker employment. In 2016, wage levels in the 000

construction sector in Lithuania came close to the pre-crisis peak, while

that peak was surpassed by some 20-25% in Estonia and Latvia.
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Lithuania has been actively employing workers from Ukraine and Belarus. T

In Lithuania, the number of immigrant workers from third countries rose to 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
14,600 in the first three quarters of this year - 2.4 times more than during Latvia = Lithuania = Estonia

the same period a year ago. This might have limited wage growth in Source: National stafistics and Swedbank

Lithuania compared with other two Baltic states. , ,
Construction cost index: Labour

However, wage pressures are not likely to ease as demand will increase 115-
due to a more active use of EU support. Moreover, the rising vacancy 104
rates and the fall in unemployment close to or below the natural level ol
mean that companies most likely will feel pressure from both sides: rising
costs due to higher commodity prices and wages and capacity constrains.
It is also probable that wage growth will accelerate if companies need to
employ more workers, as happened in Estonia in 2012 and in Latvia and
in Lithuania mid 2013 — mid 2014.
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Better times are not certain for long Latvia — Lithuania — Estonia
The local market will offer more growth opportunities, at least in the civil Source: National statistics and Swedbank
engineering sector for the next few years, while cost competitiveness will

worsen. However, the recent expansion of exports suggest that low costs

most likely are not the only competitive advantage of the Baltic

construction sector companies. Construction exports involve not only such

construction works as civil engineering, but also the assembly of locally

manufactured goods. For example, Lithuania has more than doubled its

exports of wooden houses during the last few years to more than EUR

100 million. If more companies would be able to build brand by providing

architectural and design services, rising labour costs would be much less

of a threat to their competitiveness.

The share of Lithuanian and Latvian construction exports is still
significantly smaller than that of Estonia’s, and exports are likely to
become one of the main growth drivers if market shares are won. After all,
it is very likely that in the next decade the EU will offer much less support
than the industry was used to. However, at this stage the success of the
sector will also depend on the success of economic policy. The
governments should focus on reforms to increase the potential of the
labour market, including education, retraining programmes, and labour
market regulation.
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General disclaimer

This research report has been prepared by analysts of Swedbank
Macro Research, a unit within Swedbank Large Corporates &
Institutions,. The Macro Research department consists of research
units in Estonia, Latvia, Lithuania, Norway and Sweden, and is
responsible for preparing reports on global and home market
economic developments.

Analyst’s certification

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 and professional views.

Research reports are independent and based solely on publicly
available information.

Issuer, distribution & recipients

This report by Swedbank 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
(Finansu un kapitala tirgus komisija).

In the United States this report is distributed by Swedbank First
Securities LLC ('Swedbank First'), which accepts responsibility for its
contents. This report is for distribution only to institutional investors.
Any United States institutional investor receiving the report, who
wishes to effect a transaction in any security based on the view in
this document, should do so only through Swedbank First.
Swedbank First is a U.S. broker-dealer, registered with the
Securities and Exchange Commission, and is a member of the
Financial Industry Regulatory Authority. Swedbank First is part of
Swedbank Group.

For important U.S. disclosures, please reference:
http://www.swedbanksecuritiesus.com/disclaimer/index.htm

Completed: January 5, 2017, 10:55 , Please see important disclosures at the end of this document, Disseminated: January 5, 2017, 10:55 ,

SWedDah!

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:

e Have professional experience in matters relating to investments
falling within Article 19(5) of the Financial Promotions Order.

e Are persons falling within Article 49(2)(a) to (d) of the Financial
Promotion Order ("high net worth companies, unincorporated
associations etc").

e  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.

Limitation of liability

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.

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, we shall endeavour
(but do not undertake) to disseminate any such change, within the
constraints of any regulations, applicable laws, internal procedures
within Swedbank, or other circumstances.

Swedbank is not advising nor soliciting any action based upon this
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.

Reproduction & dissemination

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.
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