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Uncertainty about the outlook for global 

growth has reached very high levels. In 

early April when the US administration 

communicated its reciprocal tariffs, shock 

waves hit the global economy. The 

changes to policies and tariffs have been 

unpredictable and seemingly random, 

reinforcing the already high uncertainty.  

A few months ago, US assets was the 

obvious harbour in turbulent and stormy 

markets. Not anymore. The sharp 

dislocations seen on US asset markets in 

recent weeks are a clear sign that 

investors are questioning the dollar’s 

status as a safe haven. The confidence 

crisis could potentially get even worse, 

particularly given that the US is running a 

deficit of more than 6 per cent of GDP and 

has very high debt levels. Furthermore, the 

crisis of trust in US assets and the Trump 

administration’s economic policy have 

been damaging; the effects are likely to be 

long-lasting, dragging down growth in the 

world’s largest economy.  

Global growth will decline because of the 

tariff roller-coaster and the trade war 

between the US and China. The US growth 

outlook has collapsed; exceptionalism has 

shifted to a bad outlook that could get 

even worse. China’s growth, which has 

surprised on the upside so far this year, 

will be impacted and could fall 

substantially lower without more fiscal 

support.  

Risks to global financial stability have 

increased to levels not seen since the 

global financial crisis. US assets used to 

be the anchor for global financial markets. 

Now that their status is being called into 

question, new cracks may become visible 

that could build up to a tsunami in global 

financial markets. 

European growth will also take a hit. 

However, Europe is perhaps more unified 

than it has been in decades, and some 

positive developments have been seen 

recently. More investments in Germany 

and increased defence spending in the EU 

will have a positive impact next year. 

Germany is also playing an important role 

as a safe haven in the financial turbulence. 

There are reasons to be a bit more 

optimistic for Europe in the coming years. 

However, debt levels are still too high in 

too many countries, which will be a drag 

on growth in the long run. 

 

Mattias Persson 
Group Chief Economist, Swedbank 
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GDP growth in 2025  
in Germany 

 

Average US tariffs on 
trading partners 

(assumption) 

 

US government 
bond yield,  

December 2025 

At a glance     

     

  

ECB deposit rate 
in December 2025 

 

The US economy 
stagnates amid  
rising inflation 

 
EUR/USD, 

December 2025 

     

     

Sweden 

GDP: 1.5% 
Inflation (CPIF): 2.4% 
Unemployment: 8.7% 

Norway 

GDP: 1.1% 
Core inflation: 2.8% 
Unemployment (NAV): 2.1% 

Lithuania 

GDP: 2.8% 
Inflation: 3.8% 
Unemployment: 7.1% 

Latvia 

GDP: 1.5% 
Inflation: 3.1% 
Unemployment: 6.6% 

Estonia 

GDP: 1.2% 
Inflation: 5.5% 
Unemployment:  7.7% 
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A dilemma for the Fed 

In the US, a stagnant economy 

and rising inflation has put the 

Fed in an awkward spot. We 

forecast that the next rate cut will 

be postponed until September. In 

the euro area, however, the 

inflation outlook is benign, which 

should enable the ECB to cut its 

policy rate sooner. We forecast 

that the ECB’s deposit rate will 

reach 1.50% in December 2025. 

 

Volatile bond markets 

European bond yields rose 

markedly in March, as Germany 

announced massive expenditures 

on defence and infrastructure. 

Recently, however, yields have 

trended down due to lower 

growth and inflation expectations 

as well as increased expectations 

of monetary policy easing. 

Looking ahead, we expect bond 

yields to edge a bit higher.  

 

US dollar to depreciate more  

Investors recently seem to have 

started questioning the view of 

USD-denominated assets as safe 

havens. We expect that this 

tendency could continue to weigh 

on the dollar going forward. The 

NOK and SEK are expected to 

strengthen somewhat further 

during the forecast horizon.  

 
 

Global gloom 

Trump’s tariffs and the related 

uncertainty on policy will hit the 

US economy and inevitably also 

weigh on the global economy. We 

have revised the growth outlook 

down for the US, China and the 

euro area. European growth will, 

however, hold up decently, partly 

due to the expansion of defence 

spending.  

 

Inflation divergence 

In the US, inflation is expected to 

rise this year on the back of 

higher import prices. In the euro 

area, lower wage growth and 

energy prices, together with a 

stronger euro, will keep price 

pressures at bay. Deflationary 

impulses from China, and 

possibly redirected exports, will 

also keep inflation down. 

 

Thorny trade tariffs 

We assume that US tariff rates 

will average 10-20% during the 

forecast horizon. Counter-

measures from the EU will be 

tempered, with limited 

macroeconomic impact. The US-

China trade war is expected to 

de-escalate, although tariffs are 

expected to remain high.  
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A recovery on hold 

US tariffs and the prevailing 

uncertainty will weigh on Swedish 

exports, investment and 

consumption during the forecast 

period. We expect GDP growth of 

1.5% this year and 2.5% next year, 

which is 0.5 percentage points 

lower compared with our January 

2025 forecast. 

 

Low inflationary pressure 

We anticipate that Swedish 

inflation will decrease slightly 

due to the tariffs being imposed, 

with the stronger krona also 

exerting downward pressure. The 

Riksbank will focus on supporting 

the weaker economy, and we 

expect the policy rate to reach 

1.75% later this year. 

 

Divergence across sectors 

The defence buildup across 

Europe is expected to provide a 

boost to parts of Swedish 

industry – a trend that will 

become more noticeable next 

year. Other sectors will continue 

to struggle for some time, and 

the labour market is not expected 

to improve until next year. 

 
 

Slightly weaker growth outlook 

Despite strong or improving 

trends in most sectors, the 

outlook is becoming somewhat 

bleaker due to trade tensions, so 

we are lowering GDP growth 

forecasts by 0.2-0.7 percentage 

points for this year and next. As 

the year began, inflation 

accelerated more than expected; 

this is likely to dent the recovery 

of household consumption. 

 

Recovering investments 

Falling interest rates, ample 

credit supply and fiscal stimulus 

are likely to boost both public and 

private investments. All three 

Baltic countries plan to increase 

defence spending to 4-5% of GDP 

in 2026. The housing market is 

already recovering rapidly in all 

three Baltic countries. 

 

Challenges in export markets 

Goods exports and export orders 

are recovering in all three Baltic 

countries and are likely to be 

supported further by recovering 

household demand in the EU. 

Estonia, Latvia and Lithuania are 

not very dependent on direct 

exports to the US, but weaker 

growth and more intense 

competition in other markets is 

likely to dampen the recovery for 

manufacturers. 

https://unsplash.com/photos/carin-on-brown-tree-log-near-seashore-cB7qXxUN344?utm_content=creditShareLink&utm_medium=referral&utm_source=unsplash
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Global – Tariff turbulence 

Trump’s tariffs and the related uncertainty on policy will hit the US economy but 

inevitably also weigh on the global economy. We have revised our growth outlook 

down markedly for the US and, to a lesser extent, also for all other economies that 

we follow. Monetary policy will, however, be eased further which will cushion the 

downturn. Also, fiscal support will boost growth in Europe and China going forward.  

In 2018 President Trump famously tweeted “Trade wars are good, and easy 

to win”. Today’s reality suggests otherwise. The US announcement of 

sweeping tariffs on 2 April caused financial markets to panic – and the 

markets have remained under significant tension and volatility since then.  

Inevitably, this situation will also have wider consequences. Businesses and 

households facing uncertainty usually respond with a wait-and-see 

approach, meaning that they put off investments and consumption, thereby 

lowering economic activity. Even if the US backs down from the originally 

announced tariff levels, a lot of harm has already been done, and it’s hard to 

foresee a full return in the market’s confidence in US policymaking. Down 

the road, it’s likely that uncertainty will decline somewhat but still remain 

elevated, suppressing investments and consumption, mainly in the US. 

 

Already before the tariff turmoil, the US economy showed signs of 

weakening. Household consumption grew at a slower pace during the first 

quarter of this year than it did at the end of last year. Following the tariff 

announcements, surveys suggest that businesses and consumers believe 

the economy is heading for stagflation, i.e. a stagnant and inflationary 

economy. We share this view, given the weaker US economy to date as 

well as the expected negative effects of tariffs. We forecast that the US 

economy will stagnate in 2025, with GDP declining somewhat in the third 

and fourth quarters – a scenario often referred to as a technical recession. 

Household consumption and corporate investments are expected to fall.  
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• US tariffs on imports are expected to average 10-20% during the forecast horizon. This is 

lower than the average tariffs announced on 2 April, but still markedly higher than the 2.3% 

average tariff rate that the US had on its imports last year.  

• US tariffs on the EU will average 10-15%. The EU’s countermeasures, on a macro level, will be 

modest.  

• The trade war between the US and China will de-escalate, but tariffs are still expected to 

remain significant.  

• Uncertainty on trade and tariffs will gradually ease this year. Overall uncertainty regarding US 

economic policy will also moderate, but will remain higher than normal. 

 

 

 

Annual US GDP growth is projected at 1.0% in 2025 and 1.2% in 2026, which 

is markedly lower than what we expected in January (2.4% and 1.8%, respec-

tively). The tariffs are expected to subtract around 2% from US GDP by the 

end of 2026. Unemployment is predicted to gradually increase as from now. 

The tariffs, and partly also the weak dollar, are expected to lead to higher 

import prices and elevated inflation. Core inflation is projected to rise 

gradually to 3.0-3.5% this year (as measured by the Personal Consumption 
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Expenditures Price Index, the US Federal Reserve’s preferred measure). 

CPI inflation should rise even higher, possibly reaching 4%, as this 

measure does not account for the fact that households will probably 

substitute away from goods whose prices skyrocket.  

On the back of higher inflation, the Fed will be slow to respond to the 

downturn compared to other central banks. Given that broader measures 

of inflation expectations remain moderate, however, the inflation outlook 

for next year looks better. In this case, the Fed could overlook the higher 

inflation and start to ease monetary policy as it becomes clearer that the 

economy is weakening. We forecast cuts from the Fed in September and 

December this year and two additional cuts early next year, leaving the Fed 

funds rate at 3.25-3.50% next spring.  

Tax cuts are expected to partly offset the negative effect from higher trade 

tariffs. Congress is expected to pass an extension of the Tax Cuts and 

Jobs Act and make additional cuts to income taxes. Examples of potential 

tax cuts are the removal of taxation on income from tips; reduced or zero 

taxation on Social Security benefits; and a larger Child Tax Credit. Higher 

tariffs and lower federal expenditures will not compensate for the large tax 

cuts, and the budget deficit is expected to remain at around 6% of GDP, 

which will pull government debt up to new record highs. 

core inflation at the 
end of this year 

  

 

The euro area has recently been experiencing a cyclical rebound, and we 

foresee a continued expansion despite global headwinds. Direct EU exports 

to the US make up less than 3% of the EU’s GDP, making it less vulnerable 

to import tariffs on a macro level. That said, some sectors will be dispro-

portionately affected as they have greater exposure to trade with the US 

(automakers, steel, aluminium and, possibly, pharmaceutical producers). 

Meanwhile, defence expenditures are on the rise in many European coun-

tries – a trend which will boost economic activity. Most significantly, 

Germany’s new CDU-SPD government has agreed to a fiscal package that 

may add EUR 1tn for defence and infrastructure (over the next 10 years). 
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This, together with lower corporate taxes and a higher minimum wage, is 

likely to boost Germany’s medium-term growth rate to nearly 1%. Although 

this is not a spectacular level, it’s still significant given that Germany has 

been stagnating for the past three years and that GDP is now only at the 

same level as in 2019.  

Public debt is still at worryingly high levels in many countries. France ran a 

budget deficit of almost 6% of GDP last year and is struggling with rising 

interest costs. This year, those costs are expected to roughly equal the 

country’s annual spending on defence. Moreover, the recent court ruling 

barring Marine Le Pen from standing for election again poses a risk of 

heightened radicalisation and polarisation within the country.  

In Spain cheap electricity (mainly from renewable sources), high immigration 

and booming tourism have helped turn the country into a standout 

economic performer in the EU during the past few years. At just 1.3% of 

GDP, Spain has the lowest defence spending among NATO members, but 

has recently committed to reaching the 2% target by 2029. 

As expected, falling inflation and growing purchasing power are boosting 

household consumption across the euro area. During the first two months 

of this year, German retail trade was 3.9% higher than a year ago. Overall, 

we are revising this year’s GDP growth forecast for the euro area down by 

0.2 percentage points to 0.8%, mainly due to headwinds from higher tariffs 

and subdued global trade. Next year, we expect GDP growth to edge up to 

0.9%, mainly due to positive fiscal impulse and monetary stimulus. 

Given higher downside risks to both inflation and growth, we have changed 

our forecast and now expect the European Central Bank to cut the deposit 

rate in June, September and then down to 1.5% in December. Leading 

indicators suggest that wage growth will ease to 2.5% by the end of this 

year, but that inflation will also fall below the ECB’s target of 2%. If the 

current financial turmoil escalates further and translates into wider credit 

spreads, we expect the ECB to reintroduce targeted long-term refinancing 

measures – to provide liquidity loans to euro area banks to avoid a credit 

crunch. 

GDP growth for  
the euro area in 
2025 and 2026 
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Although the ongoing trade war’s effects on US inflation are clear – mechanically higher import 

and consumer prices – the consequences for Europe are not as obvious. An important difference 

is that US tariffs are being raised for a wide range of countries, while potential EU counter-tariffs 

will be aimed solely at the US. Consequently, imports that risk becoming more expensive due to 

tariffs are, as a share of household consumption, almost five times larger in the US. This means 

that the inflation risk is also roughly five times higher there. This figure is probably even an 

underestimate because any EU counter-tariffs are likely to be smaller than the US tariffs in 

absolute terms, and will likely only cover specific goods. In addition, initially weaker demand in the 

EU may make it comparatively more difficult for importers to pass on the tariff costs to consumers 

in the form of higher prices, at least initially.  

In Europe, it is probably the indirect rather than the direct effects of the tariffs that will have the 

greatest impact on inflation. Weaker global growth prospects in the wake of the trade war have 

contributed to lower commodity prices, for example for oil, and this is already dampening inflation 

in Europe. In addition, since President Trump took office, the euro has strengthened by 10% 

against the dollar –enough to neutralise the inflationary effect of European counter-tariffs of the 

same magnitude. Also, generally weaker economic activity in Europe risks limiting price increases 

and leading to lower inflation.  

The trade war could also affect inflation in Europe through channels that are more difficult to 

assess. Large tariff increases from the US risk shutting out China and other non-European 

exporters from the US market, and the potential consequences could include increased exports to 

and greater price competition in Europe. This constitutes another downside risk for European 

inflation, although it could be limited by protective tariffs, such as those imposed by the EU on 

Chinese steel in 2018. In the opposite direction, global supply chains could become so disrupted 

by the higher tariffs that inflationary pressures actually increase during a transition period, like the 

Covid-19 pandemic in miniature. In Europe, inflation could also increase if the tariffs lead to 

globally changed pricing by global companies that normally have substantial price differences in 

their markets. To remain competitive in the US market after the tariff increases, these companies 

may consider lowering their prices on goods to the US, and in turn raising their European sales 

prices. Overall, however, we assess that the trade war – if anything – implies lower rather than 

higher inflation in Europe. 

  
 



China 

Swedbank Economic Outlook | May 2025 | 12 

On top of multiple domestic challenges, China has now also been drawn 

into a trade war with the US. Although the proportion of China’s total exports 

to the US fell to below 15% in 2024, from around 19% in 2017, the US 

remains an important export market, and the trade war puts a large part of 

these exports at stake. China has, however, a strong leverage in the trade 

war, not least thanks to its dominance in supplies of rare earth metals and 

critical minerals (see our previous analysis here). Even if current tariff 

levels (above 100%) are lowered, we assume that US tariffs against China 

will remain significantly higher than before the trade war began. Hence, 

China’s overall export growth is bound to slow even if the country 

manages to redirect some exports to other destinations. On top of this, 

China faces plenty of structural challenges, such as a declining population 

and struggling real estate sector.  

But it’s not only doom and gloom. China’s GDP rose by 5.4% in the first 

quarter compared to the corresponding quarter last year – better than 

expected – driven by strong increases in industrial production and retail 

sales. Amid rising external uncertainties, China will try to boost its 

domestic economy with fiscal and monetary measures. The greatest 

focus lies on reviving consumption. The government aims to boost cyclical 

consumption by expanding its trade-in and equipment upgrade policy, 

which grants consumers subsidies to purchase newer and more advanced 

goods such as cars and home appliances. It also plans to address long-

term structural issues, enhancing social welfare by easing household 

burdens relating to childcare, education, healthcare and pensions. The 

People’s Bank of China is also expected to continue lowering interest rates 

this year to support the economy. However, unless there is a material 

recovery in China’s very weak consumer confidence, there is a risk that the 

stimulus will have a muted effect.  

Overall, we expect GDP to grow by around 4% both this year and next, 

which is a slight downward revision compared to our January forecast. 

of Chinese exports 
were to the US  

in 2024 

 

  

https://research.swedbank.se/default.aspx?cdguid=12E925DB-DA31-420D-9D56-CBCE11DD35B1
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Government bond markets have had a rocky year so far. In Europe, bond 

yields rose markedly in early March on the news that Germany and the EU 

Commission would allow more debt to be issued for increased defence 

expenditures. Germany also presented a plan to boost infrastructure 

investments during the next 10 years. In recent weeks, however, bond 

yields in Europe have turned again on the back of lower growth and 

inflation expectations as well as increased expectations of monetary 

policy easing.  

Recent dynamics in the US have also given support to European bond 

markets. Investors have rapidly taken down growth prospects for the US 

on the back of the Trump administration’s aggressive trade policy, which 

will mainly harm US businesses and consumers. The aggression in policy, 

together with the seemingly erratic adoption and withdrawal of tariff 

proposals, has led investors to start questioning the US as a safe haven for 

financial assets. This has led to a lower appetite for US bonds and the 

dollar, while demand has increased for European bonds, especially those 

with lower public debt.  

Looking ahead, we expect that the recent trend towards higher US bond 

yields will be extended somewhat further, although the economic 

slowdown, together with Fed easing, will put some downward pressure on 

yields later in the forecast horizon. We forecast that European bond yields 

will edge up slightly. Increased bond issuances on the back of the defence 

expansion could put further upward pressure on yields, while safe-haven 

flows might hold down yields in countries with sound public finances such 

as Germany and Sweden. 

US government 
bonds seen as less 

safe than before 

  

 

Although the US dollar has weakened this year it is, in trade-weighted 

terms, almost 20% stronger than the average since 1995. Further 

downward impact could come from the potential questioning of the dollar 

as a safe-haven currency. The US economy is also heading for a 

stagnation, which means that previous support from a positive GDP 
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growth differential vis-à-vis the euro area will fade. Overall, we expect the 

dollar to depreciate vis-à-vis the euro and for the EURUSD to stand 

at 1.20 at the end of this year. 

The SEK is expected to continue to appreciate during the forecast horizon, 

most notably against the weaker US dollar. We also expect the SEK to 

strengthen somewhat against the euro, which can be seen as a 

normalisation from an exceptionally weak level. The prospects for the 

Swedish economy relative to the euro area are favourable, with higher 

expected growth and stronger public finances.  

The value of the NOK is being held back by the low oil price and also, in 

uncertain times, by being less liquid than other currencies. Longer out, as 

uncertainty dampens, relatively higher interest rates should pave the way 

for the NOK to gain some lost ground. 

EURSEK at the end 
of the year 
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In the short term, US import tariffs will have negative consequences on the US economy as 

increased consumer prices reduce purchasing power. They will also cause damage in the form of 

greater uncertainty and the tighter monetary policy that will be needed to offset inflationary 

impulses. But what will be the long-term economic consequences for the US and other countries? 

According to economic theory, tariffs depress total factor productivity because the production of 

goods is not allocated to the global regions where it is most efficient. Thus, the level of output will 

be permanently reduced in the US, and in other countries that choose to raise tariffs on imports. 

Countries that do not raise tariffs will not be hurt in the same way, as their imports from the US 

will only become more expensive if they include intermediate goods that in turn face tariffs when 

imported to the US. Estimates from researchers at the Peterson Institute for International 

Economics suggest that a 10-percentage-point increase in the average US tariff rate on all 

imports, assuming proportionate retaliation, will reduce the US GDP by approximately 0.25% in 

2035. The impact on GDP in the EU and China would be less than half of that. Apart from this 

limited negative effect on the level of GDP, modern growth theories suggest that there will also be 

a negative effect on the global accumulation of knowledge and productivity over time. As the 

world market effectively shrinks, the spread of new ideas, foreign direct investment and new 

research will decrease. The effect will probably be quite small, but in the long term, even a tiny 

impact on growth rates will cause a materially lower level of real GDP globally. 

In the long term, the US economy will adjust to the tariffs and full employment will be restored, 

but with a lower real wage level because productivity will be lower. There will, however, be some 

sectoral shifts in the US economy. The relative price of tradable goods will increase versus non-

tradable services when imported goods become more expensive. This will induce households to 

consume relatively fewer goods and more services, which could potentially result in a reduction 

of the US manufacturing sector – the opposite of President Trump’s stated goal. 

Increased tariffs will, however, also act like a tax hike, hurting households’ real income and hence 

reducing consumption and employment. In the long term, full employment will be restored by a 

weaker dollar which will promote exports, which tend to increase manufacturing output. The net 

result will most likely be slightly higher output and employment in manufacturing and export-

oriented service industries. On the other hand, output and employment in domestically oriented 

service sectors needs to be lower because the US is starting from a situation with already full 

employment. Another way of explaining this mechanism is to note that increased tariff revenues 

will reduce the public sector budget deficit and hence increase national net lending. This will 

come about through an improvement of the trade balance. It is noteworthy, however, that 

President Trump is probably planning to use most of the tariff revenues to fund tax cuts. If he 

does so, the budget deficit reduction will be lower and hence the improvement in the trade 

balance will be less extensive. 

The overall long-term effects of tariffs will be negative. Individual firms, mostly in domestically 

oriented goods-producing industries, may benefit from reduced competition and an ability to 

charge higher prices, however. In the medium term, there could also be a boost to investments in 

manufacturing if the push to return manufacturing to the US is indeed successful. In the longer 

term, however, tariffs will not increase employment, given that the US economy has already 

reached its potential with a low level of unemployment. Productivity will decline, and so will GDP.  

https://www.piie.com/publications/working-papers/2024/international-economic-implications-second-trump-presidency
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Sweden – A recovery on hold 

US tariffs and the prevailing uncertainty will weigh on Swedish exports, investment 

and consumption during the forecast period. Weaker GDP growth will delay the 

labour market recovery, while homebuyers will remain cautious. We expect a more 

expansionary economic policy to provide some relief and that Europe’s defence 

buildup will stimulate Swedish growth noticeably from next year.  

The conditions for global trade have changed radically, and the 

US tariffs and prevailing uncertainty will weigh on growth during 

the forecast period. The defence buildup across Europe is 

expected to provide a boost to parts of Swedish industry – a 

trend that will become more noticeable next year. However, the 

negative impulse from tariffs is expected to dominate the 

positive impulse from increased defence spending. Lower 

growth and high uncertainty will reduce labour demand, and we 

expect a slight decline in employment in the short term. 

We expect GDP growth of 1.5% this year and 2.5% next year, 

compared with 2.0 and 3.0%, respectively in our January 

forecast. Households have become much more pessimistic 

about the economic outlook, and although real wages are rising 

rather quickly, consumption is being dampened by the prevailing 

uncertainty and turbulence in the financial markets. 

Swedish goods exports to the US account for about 9% of the 

country’s total goods exports, and in addition to the direct effect 

of increased tariffs, exports will also be dampened by weaker 

growth prospects in both the US and the euro area. We expect 

goods exports to grow by just under 2% this year and next year. 

At the same time, companies are expected to postpone 

investment decisions because of the uncertainty.  
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Swedish inflation is, if anything, expected to become slightly lower due to 

the imposed tariffs. The impact of the EU's potential countermeasures is 

expected to be negligible, while the stronger krona and declining global 

prices for energy and other commodities are expected to reduce inflation. 

According to our calculations, the krona is now contributing to lower 

annual inflation for the first time in three years. Also, changed trade flows 

and lower export prices from China may moderate the price development. 

We expect CPIF inflation to be 2.4% this year and 1.8% next year. 

With lower inflation prospects, the Riksbank will again focus on supporting 

the economy by easing monetary policy. We expect two additional policy 

rate cuts this year, to 1.75% in September. Fiscal policy will also provide 

support to the economy. Including new defence investments, we expect 

SEK 60 billion in net additional spending next year, most of which will 

comprise measures aimed at households, including an increase in child 

benefit. Swedish defence spending is expected to reach around 3.5% of 

GDP by 2030, and most of the increase from today's level of 2.4% of GDP 

will be loan-financed during the coming years. Hence, the Maastricht debt-

to-GDP ratio will gradually increase but will nevertheless remain low both 

historically and internationally. Read more here.  

more rate cuts  
by the Riksbank  

this year 

  

https://research.swedbank.se/default.aspx?cdguid=29F6EED3-141D-428C-ABA8-5ACC9F85F8B7
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Households have become more pessimistic about both their own financial 

situation and the Swedish economy overall. Although the new collective wage 

agreement, along with tax cuts, will lead to an increase in real disposable 

incomes above 2% both this year and next, households will remain cautious 

because of the high level of uncertainty in the global economy. We now 

assume that the household savings rate will remain elevated this year (at its 

highest level in decades excluding the pandemic), before easing somewhat 

next year. As a consequence, the recovery in consumption is expected to be 

gradual and somewhat restrained. 

 

Unemployment rose to high levels at the beginning of the year as more people, 

including students, entered the labour force. We expect the number of 

employed people to decrease slightly in the coming quarter as companies 

adapt to new global conditions, while some businesses delay hiring due to high 

uncertainty. Overall, we mainly expect the labour market recovery to be delayed. 

Employment in the defence industry, which expanded by 11% last year, should 

continue to grow strongly, along with parts of the public sector. Other sectors 

will continue to struggle for some time, especially as households remain 

cautious. The labour market is not expected to improve until 2026. 

The housing market has had a weak start to the year. We expect housing 

prices to rise only slightly this year, as potential homebuyers become even 

more cautious in the short term and unsold homes on the secondary 

market have reached new record highs. Continued growth in real incomes 

and lower mortgage rates compared to last year are expected to stimulate 

the housing market later this year. Further support from eased mortgage 

regulations will lead to housing prices rising by about 5% next year. 

The number of new home construction starts continued to decline last year, 

totalling just over 28,000 new homes. High construction costs and low 

population growth are weighing down prospects, and we expect a continued 

low level of construction starts this year, but a slight increase to around 

36,000 homes next year as demand strengthens.  

unemployment rate 
by the end of 2025 
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Norway – Collateral damage to growth 

Slower global growth will be a stronger drag on the Norwegian economy than the 

direct impact of higher US tariffs on exports. Higher-than-expected inflation and a 

weak NOK will make it harder for Norges Bank to support the mainland economy. 

Norway is a small and open economy, highly dependent on 

global developments. Total exports, including oil and gas, amount 

to roughly 90% of mainland GDP, while the import share is around 

40%. The direct impact of increased tariffs on Norwegian exports 

to the US should be minor, but the indirect impact of slower 

global demand could be more pronounced, and has become a 

clear downside risk to our forecasts for the coming year.  

Following a sluggish end to 2024, recent surveys have pointed to 

some green shoots in the Norwegian economy. This optimism 

has largely been due to improved purchasing power and 

expectations of lower policy rates boosting the outlook for 

household-related sectors. However, some of the brewing 

optimism appears to have dwindled; Norges Bank has delayed 

its first rate cut, and escalating trade wars could reduce 

investments and spending as uncertainty increases. Moreover, 

following two strong years, oil and gas investments are set to 

expand only moderately this year, while upside risks to 

government spending have eased as household purchasing 

power has improved. Taken together, we expect growth in the 

Norwegian economy to hover a little above 1.0% in the coming 

years, as Norges Bank will stand firm on getting inflation back 

down to 2% and will cut the policy rate only very gradually. On 

the other hand, increased real disposable income growth for 

households should support consumption growth in the short run, 

although it will remain at or below historical averages.  
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Unemployment rates have declined in the past few months, but most of 

the decline is stemming from a reduced labour supply. Demand for labour 

is no longer growing much, which signals a flatter development in the 

unemployment rate going forward – from a historically very low level of 

2.0%. A slight increase in the unemployment rate is, however, expected in 

the next year as growth remains below trend. 

Core inflation jumped markedly in February to 3.4% on higher food and 

transport inflation and remained unchanged in March. While some of the 

upshoot in core inflation should be deemed temporary, core inflation is 

seen remaining higher throughout this year than in our January forecast. 

Wage growth is expected to slow to 4.4% this year, which will cause cost 

growth for domestic goods and services to remain above 2% for a while 

longer. Trade escalations and a volatile NOK leave us with no clear path for 

imported inflation, as risks to both sides have increased recently. We 

expect core inflation to slow but remain just below 3% until the summer, 

and to remain above the 2% target at least throughout this year.  

Norges Bank kept the policy rate unchanged at 4.5% in March, but 

maintained its cutting bias that the policy rate could be reduced to 4.0% by 

the end of this year. The central bank evidently has low tolerance for 

inflation being stuck above the 2% target. Looking ahead, however, as 

interest rate-sensitive sectors must do more of the pulling in the economy, 

and downside risks from the global growth outlook dominate, we would 

not rule out a rate cut already in June this year and a slight frontloading of 

rate cuts this year and next towards 3%. However, our baseline projection 

is for two rate cuts this year in September and December, and four rate 

cuts next year. 

 

policy rate by  
end-2025; two cuts 
expected this year 
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Estonia – Continued recovery despite the latest blow 

The Estonian economy will continue to recover from its recession, and US trade 

policy is expected to have a moderately negative impact. Elevated inflation and tax 

hikes will worsen household purchasing power this year, but lower interest rates will 

support consumption and investments. Plans for tax relief and larger defence 

spending will substantially increase the government budget deficit in 2026. 

The Estonian economy is gradually recovering from the 

recession it has experienced in recent years. Exports of goods, 

manufacturing production and retail sales volumes are 

increasing. In addition to the recent support from increased 

exports, stronger domestic demand has contributed to the 

growth in manufacturing production this year. The improving 

outlook that prevailed in the beginning of the year has also 

boosted confidence in manufacturing, services and retail. 

Unfortunately, US trade policy will worsen foreign demand for 

Estonian exports and weaken the economic outlook. In all, 5% of 

goods of Estonian origin were exported to the US market last year, 

of which the largest share (roughly one third) was telecom 

equipment. The share of exports to the US in Estonia’s GDP was 

only 1.5%. If the total domestic supply chain exposed to this 

market is included, such exports made up less than 4% of gross 

value added. Although the US has temporarily exempted telecom 

equipment from its tariffs, and the “reciprocal” tariffs are 

currently pending until July, we expect that the highly uncertain 

US trade policy will lead to a reduction in export orders and will 

have a negative impact on decisions to make new capital 

investments. The US tariffs will have a modest direct impact on 

the Estonian economy, but we expect that weaker foreign 

demand, primarily from European trade partners, will have an 

additional negative impact. 

 

 
 
 

of Estonia’s GDP in 2024 
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to the US market 
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Consumer prices increased 4.5% year-on-year in the first four months of 

2025, and we forecast that inflation will remain elevated this year. Roughly 

half of the price growth will come from tax hikes and higher fees. The largest 

contribution to inflation will come from food and transport prices, while 

service prices will continue to increase swiftly as well. Higher global food 

prices will put greater pressure on domestic prices in Estonia, while the new 

registration fee on vehicles, imposed this year, will raise transport prices.  

High inflation, together with a 2-percentage-point increase in personal 

income tax (PIT), will cause the average net wage to decrease in real terms 

this year. At the same time, lower interest rates will partly ease this decline. 

Although the average level for pensions will drop in real terms as well, their 

growth has largely outpaced inflation in the last few years. We therefore 

expect modest growth in consumption this year. The Estonian government 

has promised to discontinue the “income tax hump” as of 2026, which will 

equalise the threshold for PIT exemption. As this policy will reduce the tax 

burden of a large share of Estonia’s wage earners, it will cause a 

substantial rise in average net wage; this is expected to boost private 

consumption in 2026. 

Stronger-than-expected economic growth at the end of last year will have a 

positive impact on average annual GDP growth this year as well. However, 

the Estonian economy is expected to be dealt a moderate blow by US 

trade policy, and we have cut GDP growth by 0.3 percentage points this 

year and 0.5 percentage points in 2026, compared to our January forecast. 

The government intends to raise defence spending to at least 5% of GDP, 

abolish the 2% tax on corporate profits, and provide some PIT relief by 

adjusting the way PIT is calculated. Although these new policy initiatives 

are still only included in the new government coalition agreement, we 

expect that they will actually be implemented and will have a positive 

impact on the economy in 2026. At the same time, they will be very costly 

and will increase government deficit and debt.  

Half of inflation will 
come from tax hikes 

and higher fees  
in 2025 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

Tax relief and larger 
defence spending 
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government deficit 
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Latvia – Hopeful signals dampened by trade war noise 

There are several pockets of joy in the Latvian economy – booming services 

exports, increasing manufacturing production, higher credit growth. However, 

inflation has been rising and household consumption continues to disappoint. Tariff 

chaos will leave its mark on Latvia’s exports chiefly via weaker economic activity in 

trade partner economies. GDP growth is forecast at 1.5% in 2025 but will pick up to 

2.5% in 2026. Inflation will be higher than previously expected. 

The Latvian economy stagnated at the end of last year and 

continued to send mixed signals at the start of 2025. On the one 

hand, household consumption was weak despite a resilient 

labour market and increasing purchasing power of employees. 

On the other hand, credit growth for households and corporates 

was on the way up, fuelled by falling interest rates. Export-related 

sectors performed well. Services exports showed double-digit 

growth. Manufacturing has been on an upward trend since mid-

2024, and fewer companies in the sector are reporting concerns 

relating to insufficient demand.  

While exports are showing some long-awaited signs of recovery, 

they also have the most to lose from the Trump-induced global 

trade turmoil. Less than 3% of Latvia’s goods exports flow to the 

US. If one accounts for value chain participation, around 6% of 

value added in goods-producing sectors is directly or indirectly 

exported to the US. This constitutes just slightly more than 1% of 

total value added in the Latvian economy. The most exposed 

sectors are manufacturing of wood products, furniture, and 

electrical and electronic appliances. Currently around a quarter 

of Latvia’s exports to the US are on the “exceptions” list, meaning 

that they do not face tariffs now but will likely be subject to 

sectoral tariffs down the road. Overall, the direct hit from US 

goods import tariffs will be limited. 

 

 

 

of value added in  
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With a rather small direct impact from tariffs, indirect effects and 

uncertainty might play a larger role. GDP growth forecasts in key trade 

partners, including the euro area, Estonia, Lithuania and Sweden have been 

revised down, resulting in a somewhat weaker export outlook for Latvia.  

The public sector will continue to support the economy. EU-fund related 

investments, as well as the construction of Rail Baltica, are expected to 

ramp up in 2025. The increase in government investment was already 

evident in the first months of the year. In addition, defence spending will be 

raised, reaching 4% of GDP in 2026. Currently no major tax hikes are 

expected so that greater defence expenditure can be accommodated, but 

there could be limited cuts to non-defence expenditure. The government 

also intends to use the defence-related flexibility and funding opportunities 

offered by the European Commission. Overall, the budget deficit will 

increase to 3.1% of GDP this year and remain slightly above the 3% mark 

during the forecast horizon.  

The inflation increase at the start of 2025 was steeper than expected, with 

food and services being the largest contributors. Food prices will likely 

continue rising strongly, but wage growth is slowing, which should help 

ease the pressure on services prices. A respite for consumer wallets will 

come from lower global energy prices. Overall, despite inflation hitting 

3.1% this year and wage growth slowing from last year, real net wages are 

still expected to grow, supporting consumer purchasing power. Consumer 

confidence, which was on its way up in 2024, has weakened lately and is 

hovering below the long-term average. The expected rebound in household 

consumption will take longer to materialise.  

Given the weaker outcome at the end of 2024 as well as the hit to 

confidence and outlook due to global turbulence, we have revised GDP 

growth down to 1.5% in 2025. GDP growth will pick up to 2.5% in 2026. 

This means the economy is expected to perform better over the forecast 

horizon than it did in 2024. 

 

defence spending  
as a share of GDP 

in 2026 
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Lithuania – Holding its ground in quicksand  

The Lithuanian economy is maintaining a solid pace of growth – GDP increased by 

3.4% in the first quarter of this year. Inflation surprised on the upside and is likely to 

remain elevated throughout this year before easing again to normal levels in 2026. 

Given that the global trade environment is likely to remain challenging, we are 

revising the GDP growth forecast down for this year and next, by 0.2 percentage 

points per year. 

Manufacturing and exports started the year on a stronger footing 

than we had expected. Manufacturing was 9.1% higher than a 

year ago, while the value of exports of Lithuanian-origin goods 

has increased by 8.5%. The pickup is broad-based, with booming 

manufacturing of fertilisers, metals and electronics. Going 

forward, maintaining the growth may prove to be more 

challenging – around 7% of national-origin goods are exported to 

the US (mainly petroleum products, chemicals, pharmaceuticals 

and some electronics), while competition with China and with the 

rest of the EU is also likely to intensify.  

An exceptionally bright spot at the start of this year was the 

residential real estate market. In the first quarter of the year, the 

number of transactions surged – increasing by 50% compared to 

the preceding quarter and more than doubling year-on-year. 

Lower interest rates, increasing wages and fading fears that real 

estate prices could fall have sparked a very rapid recovery in the 

housing market. 

Consumer confidence remains high, although it has started to 

decline during the recent months. The main reason is likely the 

pickup in inflation, which reached 4.1% in March. A large 

proportion of the increase was caused by higher excise taxes on 

fuel, alcohol and tobacco at the start of this year, but prices of 

services continue to increase by around 6% annually.  
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Swedbank customer data suggests that wage growth eased to 8.3% in the 

first quarter of this year – the slowest annual pace since 2021. We are 

revising our wage growth forecast down somewhat, but we still expect the 

purchasing power of workers and pensioners to increase by more than 5% 

this year. 

The outlook for 2026 is becoming murkier because of the high uncertainty 

regarding how global trade patterns and competition in the country’s main 

export markets will evolve. To fund increasing defence expenditure (up to 

around 5% of GDP), the Lithuanian government has drafted a tax reform 

with broader real estate taxes, slightly higher and more progressive 

personal income taxes, and a 1-percentage-point increase in profit tax. 

These taxes may have some negative impact on consumer confidence, 

but are unlikely to have a material impact on the underlying growth 

dynamics. The tax changes still have to be approved by Parliament, which 

will not be an easy task as not all parties in the governing coalition are 

completely satisfied with the proposals. 
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ESG – War vs. warming – will rising defence spending slow climate progress?  

In Europe, defence and security have moved to the forefront of political and economic 

priorities. Some security-related projects, such as sustainable infrastructure, may 

support the green transition but rising geopolitical tensions risk diverting attention 

and resources from climate targets. Indeed, green investment momentum appeared to 

slow in 2024, and we should not be surprised if it slows further in the years to come. 

Despite Russia’s ongoing invasion of Ukraine, only 22 of 32 NATO member states met the 2% of GDP 

target for military spending last year. Five years ago, only six countries met this target, indicating chronic 

underinvestment and, in many cases, freeriding.1 In most European countries, however, defence 

expenditures have risen rapidly in the past few years, and the US disengagement from Europe under 

Trump has spurred ambitions even higher. 

  

 

 
1 Benefitting from a collective good, without bearing a fair share of the costs. 

https://www.nato.int/cps/en/natohq/topics_49198.htm
https://www.ft.com/content/724d9205-f449-4edf-9754-f37fa5d8f504
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The US, which spends more on defence than all other NATO allies, is important to European security. 

Uncertainty about US commitment to NATO leaves Europe in a vulnerable position, prompting countries 

to urgently ramp up military spending. The Baltic states, with Russia and Belarus on their doorstep, have 

been at the forefront in their defence spending, committing to reach 5% of GDP within a few years, while 

Sweden is aiming for 3.5% of GDP in 2030.  

In recent months, a series of significant new announcements across Europe has also been made. These 

include Readiness 2030, which aims to mobilise more than EUR 800 billion to strengthen Europe’s 

defence, and Germany’s loosened "debt brake," which allows a substantial increase in military spending.  

While defence spending is essential in the current circumstances, the risks of its negative impact on the 

green transition are heightened. Increased military activities will cause a direct increase in greenhouse 

gas emissions. Armed forces require significant energy to operate military bases, power aircraft, tanks 

and other machinery. Additionally, heightened demand for weaponry leads to expanded defence 

manufacturing, which is a highly energy-intensive sector – particularly due to its reliance on key inputs 

such as metals. As demand rises, so do emissions. A recent paper indicates that a one-percentage-

point increase in the share of military spending results in an almost 2% rise in total emissions in NATO 

countries. 

On top of this, higher military spending risks slowing the green transition by crowding out green invest-

ment and innovation. As funding and priorities shift towards defence, governments, companies and 

research institutions focus on military-related advancements rather than climate solutions, thereby 

disrupting financing for the green transition. The defence sector then also attracts top engineering and 

scientific talent, diverting expertise away from sustainable technology development and potentially also 

leading to a decline in climate change mitigation. This decrease may also stem from a more widespread 

slowdown in innovation.  

Hence, the concept of the green peace dividend becomes crucial – during periods of stability, reduced 

military expenditures can free up financial and human resources for other priorities, including the green 

transition. By reallocating defence budgets towards renewable energy, sustainable infrastructure and 

climate innovation, governments can accelerate their decarbonisation efforts.  

Although increased militarisation comes with increasing emissions and pollution, the general push for 

resilience may indeed benefit the energy transition as a potential window of opportunity for some green 

investments. Germany’s decision to loosen up the debt brake and to earmark EUR 100 billion for climate 

protection investments would have been impossible to get through Parliament just weeks earlier. In 

economies where public debt is at relatively low levels and where the costs of underinvestment in 

infrastructure and green technologies are high, a new, looser fiscal policy could be appropriate.  

The energy transition and energy security go hand in hand. The risk of relying on fossil fuel imports was 

striking at the beginning of Russia’s war on Ukraine, when European energy prices surged, and imports 

were restricted. Shifting away from fossil fuels and broadening the mix of energy sources strengthens 

security, as discussed at Davos earlier this year. Renewable energy sources are mostly domestically 

produced, which means a lower risk of import disruptions. The RePowerEU plan to boost renewable 

energy came into place after Russia’s full-scale invasion of Ukraine started in 2022. Official data is 

lagging, but recent numbers from Eurostat confirm a “record-breaking” increase in renewable electricity 

in the EU during 2023. As a share of the EU’s final energy use, renewables have increased by about 

1.5 percentage points since 2022, to 24.5% of energy consumed. This is almost three times higher than 

in 2004.  

https://www.nato.int/cps/en/natohq/topics_49198.htm
https://www.ft.com/content/a999f239-3104-419a-95dc-bf9c04242b2f
https://www.ippnw.de/commonFiles/pdfs/Frieden/NATOs_Climate_Crossfire.pdf
https://ceobs.org/wp-content/uploads/2022/11/SGR-CEOBS_Estimating_Global_MIlitary_GHG_Emissions.pdf
https://arxiv.org/html/2408.16419v3#S5
https://www.ippnw.de/commonFiles/pdfs/Frieden/NATOs_Climate_Crossfire.pdf
https://www.ft.com/content/cf1638c4-45ed-4671-8c42-3136e7bda7d5
https://commission.europa.eu/strategy-and-policy/priorities-2019-2024/european-green-deal/repowereu-affordable-secure-and-sustainable-energy-europe_en
https://ec.europa.eu/eurostat/en/web/products-eurostat-news/w/ddn-20250221-3
https://ec.europa.eu/eurostat/statistics-explained/index.php?title=Renewable_energy_statistics
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Europe will have to invest sizeable amounts until 2030 to support the green transition and meet its 

target of a 55% GHG emissions reduction. Estimates on the annual investment need within the EU vary 

between EUR 738 billion and EUR 1240 billion. The higher end of the range is based on the European 

Commission’s estimates and is equivalent to some 8% of GDP, substantially overriding the projected 

military expenses. Between 2011 and 2020, an average of 5.1% of the EU’s GDP was directed to green 

investments (using a broad definition of the term). The lion’s share of the required investments is in the 

transport sector, even if major investments are needed in other sectors as well.  

An increased investment focus on security could thereby have synergies with the energy transition. 

Investing in infrastructure such as grid lines, rail and even road transports could have a positive impact 

on the climate, with shorter routes, improved electricity transmission and more rail connections. This 

could mean lower emissions compared to a scenario where those investments are not made. For 

example, the Rail Baltica project reduces transport emissions and facilitates goods transport, including 

military goods. Rail Baltica was not a military project when it began, but still serves as a good example 

of where climate and defence interests overlap.  

However, investments in the energy transition seem to have declined somewhat in the EU during 2024, 

according to a BNEF study, and the outlook may be dampened further by heightened uncertainty and 

the focus on military upscaling. The study also found that climate tech lost market shares to artificial 

intelligence, in terms of venture capital raised in 2024. This could indicate a reduced focus on climate 

tech and the energy transition. So far there is little evidence to indicate that climate initiatives have 

recently been prioritised down (or up). Still, Simon Stiell, Head of the UNFCCC, urged Europe not to 

forget about the climate crisis amid the re-armament process in a recent speech. 

 

The majority of the green investment needs are required primarily via the private sector. According to 

the ECB, about 83% of the additional climate-related investment needs would be covered by the private 

sector. Military expenditure, on the other hand, is primarily a field of public investment. It is unclear how 

much of the needed green private investments will be crowded out by increased public borrowing.  

If the public sector maintains climate-related targets and regulations without making frequent changes, 

investors and companies will remain confident in what applies in the long term, making it more likely 

that private investment in green technologies will continue to grow. However, even if it doesn’t have to 

follow a one-to-one relationship, it appears more likely that green investments and the green transition 

will ultimately slow down, as countries’ main focus will be security from a military, not energy and 

climate, perspective, at least for the next few years.

https://www.ecb.europa.eu/pub/pdf/scpops/ecb.op367~16f0cba571.en.pdf?ea4d4a3c692fac81f69a5ef0c3f2a3f9
https://www.bnef.com/insights/35713/view
https://www.ft.com/content/3796c6d3-c666-47bf-a86a-80a43f992f91
https://www.ecb.europa.eu/pub/pdf/scpops/ecb.op367~16f0cba571.en.pdf?ea4d4a3c692fac81f69a5ef0c3f2a3f9
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