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81. Economic developments

Anna Lidberg of the Monetary Policy Department began by presenting the latest
developments on the financial markets. Expectations of monetary policy have shifted
downwards in relation to the Monetary Policy Report in October. This applies in terms of
both implied forward rates and surveys. Forward rates have shifted down by around 0.75
percentage points at most during the forecast peri o
market participants shows a fall of a good 0.5 percentage points. However, market
analysts do not agree on whether, and how much, the Riksbank will cut the policy rate at
the monetary policy meeting. Most believe in a cut of 0.25 percentage points, but some
believe in a cut of 0.5 percentage points. Earlier published forecasts from the four major
banks did not imply a cut in December. But after Norges Bank (the central bank of
Norway) cut its policy rate by 50 basis points, the banks began to imply in their
newsletters and similar that they now believed there might also be a cut in Sweden in
December.

Expectations of monetary policy abroad have also declined. In terms of implied forward
rates, the decline is at most 0.5 percentage points for the euro area and the United States.

The average interest rate paid by households and companies on new loans has fallen
slightly compared with the situation in October. This means that the difference towards
the repo rate has also fallen slightly. Lending to households and companies is continuing
to increase, albeit at a lower rate for households. In November, lending to both
households and companies increased by just over 5 per cent compared with the same
month last year.

Maria Sandstrdm from the Financial Stability Department gave an account of recent

developments regarding financial stability, with a focus on the results of the European

Council meeting on 8-9 December. With regard to additional loans to the International

Monetary Fund, IMF, to stabilise the situation in the euro area, a number of countries have

shown willingness to contribute. This also includes countries outside the euro area and

the EU. Government bond yields in the euro countries have fallen in recent weeks, and

several countries have issued bonds over the past wi

Bel giumds credit rating in two stages to AA

On 8 December the European Banking Authority (EBA) published its definitive capital
adequacy requirements for European banks, and this shows that Swedish banks do not
need to increase their capital base to attain the new requirements for European banks,
namely to hold Core Equity Tier 1 Capital of 9 per cent.

Marianne Nessén, acting Head of the Monetary Policy Department, gesented the draft
Monetary Policy Update which, in the assessment of the Monetary Policy Department,
should gain the support of the majority of the Executive Board members. She began by

2[35]



§2.

SVERIGES

RIKSBANK

noting that the forecasts in the Update had been discussed by the Executive Board at the
meetings held on 13 and 15 December. The text was tabled at the Executive Board's
meeting on 15 December.

Since the October Monetary Policy Report was published, concerns over the problems
with public finances in the euro area have continued. The yields on government bonds in
France and Germany have risen since then. However, growth prospects in the United
States appear to have improved somewhat. In Sweden, GDP increased in the third quarter
by 4.6 per cent, compared with the same quarter in the previous year. GDP growth was
much stronger than was expected in the October Monetary Policy Report. Unemployment
amounted to 7.4 per cent in November, which is slightly higher than was expected in the
Monetary Policy Report in October. However,employment has been in line with the
forecast made in October. The difference is due to the labour supply increasing more
than expected. Inflation has fallen faster than was expected in October. CPI inflation was
2.8 per cent in November and CPIF inflation that is, the CPI excluding the direct effect of

householdsd mortgage rates, was 1.1 per cent.

economy are still weak and indicate a slowdown in the economy. So-called hard data also
point to a slowdown. Exports in goods are falling, as are imports. At the same time,
developments in the retail trade, industry and the production of services were weak.

The forecasts for GDP, inflation and policy rates abroad are somewhat lower than those
presented in the Monetary Policy Report in October. Short-term indicators for the euro
area point to weaker developments than expected, and concern over sovereign debt
problems has increased. The problems in the euro area are expected to have further
negative effects on the Swedish economy, and given the recent clear signs of a slowdown
in Sweden, too, the forecast for Swedish GDP growth has been revised down. The forecast
for unemployment has been revised up, and the forecast for inflation has been revised
down, partly due to unexpectedly low inflation.

According to the current forecast, the repo rate will be cut by 0.25 percentage points at

this meeting and the repo -rate path will be lowered. Compared with the October

Monetary Policy Report, the forecast for the repo rate is now around at most 0.65

percentage points lower during the forecast horizon. At the end of 2014 it is around 0.3
percentage points lower, and is then 3.2 per cent. Behind this forecast are the

assumptions that sufficient fiscal policy measures will be taken in the euro area to limit

the acute problems and that househol dsd and
return.

Economic outlook abroad

Deputy Governor Lars E.O. Svenssonbegan by saying that he was more pessimistic

about developments in the real economy abroad than the forecast presented in the draft
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Monetary Policy Update. Mr Svensson feared that it was less likely that the debt crisis in
Europe would be resolved in a relatively good way. The effects on the real economy of
this and of fiscal policy tightening would then be more negative. As before, he also saw a
problem with regard to the Riksbankds forecast for
demonstrated with the aid of a figure at the monetary policy meeting in July, the forecast
for policy rates abroad has systematically been too high for several years, with the
outcome systematically lower than the forecast. A too high forecast for policy rates
abroad leads to a bias towards a too high Swedish repo-rate path, all else being equal. A
higher interest rate path abroad will, all else being equal, lead to a smaller difference
between Swedish interest rates and those abroad, and to a weaker krona. The Swedish
repo-rate path must then be higher to counteract this.

Mr Svensson referred toFigure 1 among the figures he had handed out. In this, the yellow
line shows the current forecast for TCW-weighted policy rates abroad, which he himself
had extended beyond the 3-year horizon with an even increase up to 4 per cent. The grey
line shows TCWweighted implied forward rates, adjusted according to a rule of thumb
with a forward premium of 1 basis point per month. Further ahead, the forecast is very
high above the implied forward rates and, all else being equal, gives rise to a substantial
upward shiftinthe Ri k s b eepokaiespath. There is no discussion in the draft Monetary
Policy Update of these important circumstances, and there is no justification as to why
one thinks that the central banks in the euro area, the United States and the United
Kingdom should conduct a monetary policy that entails TCW -weighted policy rates
beginning to rise after one year and then rising at a fairly rapid rate after two years. This

is despitethefact t hat this has substantial -mensequences f
path.
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Figure 1. Repo -rate path, forward rates and forecast for TCW  -weighted policy rate,
December 2011
Per cent. Forward rates from 8 December
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Note: The implied forward rates are adjusted for credit risk and maturity premiums using a rule of
thumb of 1 basis point a month. The curves are extrapolated with an unchanged slope for the
guarters beyond the forecast horizon (2014, Q4) and not based on actual market pricing.
Sources: National sources, Reuters EcoWin, the Riksbank and own calculations

The forecast for interest rates abroad can also be perceived as an assumption on and a

forecast for yield curves abroad, that is, interest rates abroad for different maturities. In

Figure 2 the grey curve shows the actual TCWweighted yield curve abroad. The yellow

curve shows the yield curve abroad that is compati bl
policy rates abroad. To make the interest rates more comparable, forward premiums have

been added following the rule of thumb. A TCW -weighted five -year market rate is

roughly 110 basis points. The Riksbank®&s high forec:
corresponds to a five-year rate that is 100 basis points higher. Ore can simplify by saying

that the Ri ksbankds a+yealrgtes absoad beingllG0 asidpoiots t he f i ve
higher than they actually are.
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Figure 2. Yield curves, December 2011

Per cent. Government bond rates from 8 December
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—Yield curve based on repo-rate path

—Yield curve based on government bond yields, Sweden
Yield curve based on Riksbank TCW policy rate forecast
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Note: The blue and grey curves are based on market pricing. The red and yellow curves are based
on the red and yellow curves in Figure 1. For better comparison with the market-based curves a
term premium according to the rule of thumb has been added.

Sources: National sources Reuters EcoWin, the Riksbank and own calculations

Mr Svensson recalled that Norges Bank made a different assessment, according to its

most recent monetary policy report (prior to the meeting on 19 October). In this, Norges

Bank stated that there were no strong reasons for assuming that interest rates abroad

would normalise more quickly than is indicated by market rates, that is, by forward rates.

Norges Bankoés forecast for policy rates abroad thus

To sum up, Mr Svensson's opinionwas thus that the forecast for interest rates abroad was

too high and that this contributes to the repo -rate path in Sweden being too high. It

would be better to let the forecast be based on forward rates abroad and then adjust it

on the basis of an assesment of monetary policy in the euro area, the United Kingdom

and the United States. He emphasisedthat, as before, it is unsatisfactory that this

important question is not taken seriously. Any deviations from implied forward rates

should be properly justified and carefully discussed, and should not just slink in, as they

have a considerabl e ef fratkepath.on the Riksbank®&s repo

Deputy Governor Barbro Wickman -Parak said that it was clear as early as the monetary
policy meeting in October that the acute r isks for the international economy were more
centred on the euro area than the United States. These tendencies have since

strengthened.
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The growth forecast for the euro area has been revised down for good reasons. The
cautious recovery expected in the secand half of next year is based on an assumption that
the acute debt crisis can be managed so that the situation on the financial markets
stabilises. It is still difficult to assess whether the measures taken or announced will have
this effect. There are sone signs of a credit crunch in the euro area, although the situation
cannot be compared to the period 2008 -2009. A clear deterioration in the situation could
entail a greater setback for GDP growth than was assumed in the draft Monetary Policy
Update.

During the summer and at the beginning of the autumn the risk of recession in the

United States was a topic of lively discussion. This topic has gradually waned in interest,

however, and more positive signs can now be distinguished. Private sector consumption,

for instance, has been surprisingly high and househ:
decline, but instead risen slightly, albeit from a very low level. Employment is continuing

to increase, although at a moderate pace, and the revisions to statistics show that

developments since the summer have not been as weak as earlier figures implied. It can

also be mentioned that the purchasing managersd i nd:¢
both with regard to orders and production, has risen constantly since Aug ust and is now

well above the 50 mark that denotes growth.

It is also difficult to assess the political process in the United States and what it will entalil
for the public sector budget and thus the real economy. The congressional committee
appointed to resolve the long-term budget consolidation work did not achieve a result,
which means that automatic tightening will begin in 2013. This was something that was
also assumed in the forecast in October. The forecast in the Monetary Policy Update also
contains an assumption that both the temporarily -expanded unemployment benefit and
the payroll tax cuts, which both affect househol ds?d
after this year. Over the past weekend, it was agreed in the senate to let the measures
remain in place a couple of months into next year, while they try to negotiate on a

decision for the rest of the year. The house of representatives has not yet made a decision
on this issue. Positive surprises on the political level could lead to slightly better
developments in the real economy.

Ms WickmanPar ak6s assessment was that there is no reaso
recovery in the US economy, but nor are there any grounds for a very pessimistic forecast
as yet.

Ms Wickman-Parak summarised by sayng that growth prospects abroad are not

uniformly bleak. Moreover, the fall shown by indicators for the euro area is slowing down.
Emerging economies are slowing down, but so far they are nevertheless showing
reasonable growth. Her assessment was that theinternational forecast is reasonable. Well
aware of all of the risks looming on the horizon, she felt that one should take one
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meeting at a time and constantly adapt the forecasts to what the new information
indicates.

Deputy Governor Karolina Ekholm considered that the forecast for developments
abroad in the draft Monetary Policy Update is reasonable, given the information currently
available. This time a fairly substantial downward revision has been made to the growth
forecast abroad for 2012 and 2013, which is reasonable in the light of the debt crisis in
the euro area still not having any credible solution and it is now clear that the poorer
growth prospects in Europe also have negative effects on other parts of the world, so that
growth in Asia and Latin American is also subdued.

The forecast in the Monetary Policy Update also assumes an even more severe fiscal
policy tightening in the euro area than was included in the previous forecast, as further
tightening has been announced in Italy, France and Ireland. Moreover, some credit
tightening can be expected in the euro area as many banks have problems with their
capital adequacy and market funding. The euro area is encumbered with an unfortunate
link between weak public finances and problems in the banking sector. It is mainly local
banks that hold government securities. When the value of these falls, it has a negative
effect on the banks' balance sheets, which further aggravates the problems as the banks'
lending capacity declines.

Ms Ekholm went on to say that on this occasion the forecast implies a regular recession in
the euro area. Not a deep recession, but a couple of quarters of negative growth. At the
same time, it is assumed that the rest of the world will continue to grow at a reasonable
rate, sothe main forecast is not for large parts of the global economy to fall into a
recession. Moreover, the decline in the euro area is assumed to be relatively shortlived
and a recovery is expected to start in the second half of 2012.

Ms Ekholm supported this, but like Lars E.O. Svensson she had some objections to the
forecast for policy rates abroad. As before, these deviate from implied forward rates as
they are higher. Although on this occasion the difference is less pronounced, as Ms
Nessén pointed out in her presentation of the draft Monetary Policy Update, the forecast
has been revised down substantially, which Ms Ekholm considered to be a positive sign.
But she emphasised that she still feels that it is difficult to justify why one should expect
policy rates abroad to begin rising at the beginning of 2013, given the assumptions that
can be made regarding the need for fiscal policy tightening during 2013 and 2014. There
may be good arguments for this, but if so they have not been made sufficiently clear yet.

Deputy Governor Lars Nyberg began by commenting on the political process of
rectifying the public finance problems in Europe. The previous monetary policy meeting
took place around the same time as the presentation of the so-called October package,
where the aim was to convince the markets that politicians in Europe, and particularly the
euro area, were now to put their words into actions with regard to turning around the
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financial crisis. The markets were not convinced, probably because the package poved to
be fairly empty. Above all, there were no new commitments from the euro area countries
to contribute capital. There were new demands regarding risk capital in the banks, but
very little about where this capital would come from if the private market was unwilling to
cooperate. There was a programme for further write-downs of Greek government bonds
held by the private sector (not the public sector), now with a total of 50 per cent, without
Greece defaulting on payments.

The purpose of getting the private sector to bear its share of the burden (known as
Private Sector Involvement, or PSI) is of course a good one. It would be offensive if
private investors, often European banks, were to have a high return on bonds that are
essentially guaranteed by tax-payers. On the other hand, it is probable that PIS has
strongly contributed to the Greek crisis spreading to other parts of Europe, first and
foremost to Italy and Spain, but also to Belgium and France. The interest rates these
countries have to pay when they are to refinance loans that fall due have risen
substantially during the autumn. Mr Nyberg said that he did not believe that this was due
to the market believing that France or Italy would default, even if the rising interest rates
are often interpreted as an increasing risk that countries will suspend payments. They are
rather due to the market seeing some probability that politicians in Italy will act in the
same way as they have in Greece, namely force the private sector to take part in the debt
write-down, even if the country does not suspend payments. And this is enough to push
up interest rates to levels that are not sustainable & which in turn increases concern on
the market that politicians will demand new contributions from investors.

Mr Nyberg noted that Italy and Spain in particular have had to pay a fairly high price in

the form of rising loan costs for the requirement to allow private investors in Greek

government securities to help pay the Greek bill 8 however reasonable this requirement

may seem. Now that European banks are being
government bonds (to the extent that the rising interest rates are interpreted as a risk of a
suspension of payments), it is also very likely that some governments will haveto inject

capital into their banking systems. The cost of the crisis will then rise even further. Now

that the debt crisis has also clearly spread to the real economy and reduced growth

prospects, this will also have to be paid for. And here Sweden, as a Bropean neighbour,

also has to pay as the falling GDP growth affects our export markets.

Mr Nyberg said that with hindsight one could say that P Sl was perhaps not such a good
idea. Using this as a means to combat "moral hazard", that is, the banks exposing
themselves to large high risks as they assume thatthey will not have to bear losses asthe
government will support them if problems arise, appears very costly. It must be possible
to find cheaper solutions. The politicians have now assured that PSI willnot be applied in
any other European countries. But the markets believe what politicians do and not what
they say, so they have something of an uphill climb to attain credibility.

9[35]
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Mr Nyberg went on to point out that the most recent summit meeting was suppo sed to
restore market confidence once again, but that investors are hard to persuade.Although
they agreed on a first step to limit future build -up of debt in the euro area, this does not
resolve the current crisis. Moreover, the picture of an increasinglyfragmented Europe is
emerging. As the market sees it, the most credible would be for Europe to lend euro to
the IMF, which would then lend them back to Europe. China and other countries would
also have the opportunity to contribute. The credibility lies i n the IMF having an
apparatus for making demands when lending money and following up these demands.
Europe does not have this type of institution. But of course it seems absurd that the euro
area, which can create an unlimited amount of euro, should need to lend them to the IMF
for the IMF to manage the lending to European countries in need. Other ways of
circumventing the ban on monetary funding, that is the ECB creating money, should have
been possible. And of course it seems strange that wealthy Europe $iould require
financial aid from emerging economies because it cannot manage its own internal
problems. What will posterity have to say about this? And what do they think about it in
Asia?

Mr Nyberg concluded his contribution to the discussion by saying th at Sweden cannot
expect much benefit from Europe during the coming period. Perhaps one can
nevertheless hope that developments in the United States will turn around. Company
profits are good and consumer confidence has improved. There are also a number of
other signs of this, as noted in the Monetary Policy Update.

First Deputy Governor Svante Oberg began by saying that he felt the picture of
developments abroad presented in the draft Monetar y Policy Update is reasonable.

Developments in Europe are still troublesome. Forward-looking indicators appear slightly
more negative than in October, the stress levels on the financial markets are now as high
as they were in the United States following the Lehman bankruptcy in autumn 2008, and
the forecast for the euro area has been revised down to largely zero growth in 2012.

Mr Oberg said that there are primarily two things that need to be done to calm the
markets and get the recovery in the economy moving. Countries with large budget
deficits must get their public finances onto sustainable development paths and the
stability of the banking sector must be strengthened. The public finance deficits must be
eliminated and debt ratios must begin to fall. During the autumn a further number of
decisions have been reached ;m budget consolidation and there is discussion of an
international agreement on stricter budget regulations.

Decisions have also been reached on strengthening the capital base in the European
banks that had poor resul ts $(EBA)stressté&sis and gne a n
expanding the capacity of the European funds (EFSF and ESM) and the International

Monetary Fund (IMF) for strengthening financial stability. It is essential, from Sweden's
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point of view, that the Riksbank should also participate in the strengthening of the IMF's
resources through bilateral loans, assuming that there is a reasonable allocation of the
burdens and that loans to European countries can be granted on strict conditions.

Mr Oberg said that it is easy to become frustrated over the time it takes to reach clear

decisions in the EU. But if one looks at things in a longer perspective, a lot has happened

since the financial crisis hit Europe with full force in autumn 2008. Budget consolidation is

under way in several countries,three European financial supervisory authorities and a

systemic risk board have been established, the regulatory framework for the financial

mar kets is being tightened, and so on. Mr ¥bergds a:
manage the problems in the euro area, although it may take some time before a clear

improvement is visible. The experience of Sweden's crisis in the 1990s was that it took

several years to establish confidence on the markets.

Inflation in the euro area was unusually high in November, 3 per cent. Underlying

inflation has increased over the year, despite a negative production gap. But the

assumption both in the Monetary Policy Update and made by most other analysts, is that

inflation will fall back to below 2 per cent next year. Given the falling inflation rate and

the weak real economy, it is natural that the ECB has cut its policy rate twice during the

autumn. It also makes it slightly easier for the Riksbank to cut its repo rate without

causing any problems in the financial markets. The ECB has also reduced its minimum

reserve requirements and i mproved the banksd possibi
dollars from the ECB.

Developments in the United States are better than in Europe. New statistics have been
slightly better than e xpected and the forecast for GDP growth has been revised up
slightly to almost 2 per cent in 2012. But there is also in the United States a major
problem with public finances. The budget deficit is actually larger in the United States (10
per cent of GDP in 2011) than in the euro area (4 per cent of GDP in 2011). Fiscal policy
will therefore need to be tighter in the coming years, which in itself will hold back growth.
However, monetary policy is expansionary. This on the whole supports the picture of
continuing but slow recovery in the United States.

Mr Oberg underlined that other parts of the global economy had on the other hand
showed much better development. The IMF is assuming in its most recent forecast from
October that GDP growth in emerging and developing economies will be around 6 per
cent in 2012 and in the Monetary Policy Update the forecast for global GDP growth for
next year has only been revised down by a tenth of a percentage point. Despite the
problems in Europe, the situation abroad is thus less dramatic than in 2009. The forecast
in the Monetary Policy Update thus entails GDP growth of 3.7 for 2012, while global GDP
fell by 0.7 per cent in 2009. We thus do not have the same reasons as in 20082009 to
make drastic changes in monetary policy in Sweden.
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Mr Oberg said that in the slightly longer ru n, when the crisis in the United States and
Europe is over, there is a risk that the high growth in the world with an ensuing higher
demand for energy and commodities and a slow adjustment of the supply in these
markets will result in rising inflation as i t did prior to the financial crisis breaking out. But
if and when this occurs, monetary policy will be adjusted accordingly.

Governor Stefan Ingves said that he shared the view of international developments
described in the draft Monetary Policy Update. All in all, poorer growth prospects are
noted abroad. However, the picture is mixed. The European debt crisis is nhow more
clearly subduing prospects in Europe for next year. There are signs in some emerging
economies that the good recovery from the financial crisis in 2008-2009 is slowing down
somewhat. But the forecast for GDP growth in the United States, where the financial crisis
originated, has been revised up slightly. It is now many years since the property crisis
detonated in the United States. Mr Ingves said that one receives the impression that the
economy is turning around all on its own in a situation where a number of fundamental

problems still remain.

He therefore felt that, despite the considerable political uncertainty in Europe, the picture

of global developments was not entirely bleak and he did not see any reason to

dramatically revise this picture. The euro area is currently characterised by the debt crisis

and a decline in confidence. Some countries have decided on further fiscal policy

tightening, but it is difficult as yet to see what will happen. There are also signs of tighter

credit according to the European Centr al Bankds
inflation has risen as a result of higher prices on food and services, despte the spare

capacity in the economy. However, these effects are judged to be shortlived and the

assessment in the Monetary Policy Update is that inflation will slow down going forward.

Monetary policy has also been made more expansionary. The ECB has ajsntroduced an

(@3
w

opportunity for the banks to borrow atathree -y ear maturity. Mr |l ngves
that the extraordinary measures are actually more important than the interest rate -

setting, as the transmission mechanism for monetary policy has beenmore or less put out

of action. It is difficult to decipher what a European interest rate is at present.

Mr Ingves went on to say that the forecast for GDP growth for the euro area in the
Monetary Policy Update shows a growth of only 0.2 per cent before the economy then
recovers. The weak developments in the euro area dampen Swedish exports. Sweden also
exports less to the crisis countries in southern Europe than to the countries in northern
Europe. More than half of Swedish exports to the euro area are toGermany, Finland and
the Netherlands. This is significant, as these countries will probably manage to achieve a
recovery quicker than southern Europe.

However, according to Mr Ingves there are still considerable risks as the euro areahas
been affected by a substantial crisis of confidence. The introduction of a stronger fiscal
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policy framework in the EU also has a clearer place on the political agenda. However, it is

difficult at present to say to what extent new fiscal policy regulations will be applied in

individual countries. There also appears to be a divide between long-term commitments

and what needs to be done now. The uncertainty over the management of the crisis in

Europe is thus not over yet. A deeper crisis in the euro area would have very negaive

consequences forasmall,traded e pendent country | i ke Sweden. It is
interests to lend money to the IMF, which can in turn lend them to the euro countries in

crisis with the requirement of binding commitment to strengthening public finance s,

financial systems and competitiveness. Mr |l ngvesds
clearer conditional demands than the countries themselves, or than the various European

institutions.

Mr Ingves concluded his contribution to the discussion by takin g up an entirely different
issue. The TCW index used by the Riksbank to describe international influences on the
Swedish economy via our most important trading partners through the forecasts made
for international GDP growth, inflation, policy rates and th e Swedish exchange rate, was
created in 1992. Quite a lot has happened since then, and it is now time, according to Mr
Ingves, to modernise the TCW so that the prevailing trade flows are better captured.

Deputy Governor Lars E.O. Svenssonagreed with Mr Ingves that the TCW weights need
to be revised and emphasises the need to change over to the so-called KIX index as a
starting point for assessments of how international developments affect the conditions
for Swedish exports. He also agreed that it may be usful to disaggregate exports to the
euro area if the markets for Swedish exports in different euro area countries develop in
different ways. The current TCW weights for the euro area, the United States and the
United Kingdom add up to around 79 per cent. I tis clear that the Swedish economy is
very dependent on developments in this area and these countries, which are all in a state
of serious crisis.

Deputy Governor Karolina Ekholm ¢ o mment ed on Mr Svensson®s contri bu
Swedish trade patterns, sging that a rule of thumb for the export pattern could be

provided by a gravity model, where the size of Swedish exports is determined by the

recipient country®ds geographical proximity and econ
Sweden6s t en tahtexpatsduntry, migch is tonnected to the Chinese

economyf6s increased share of the gl obal economy. Un i
the TCW index.

First Deputy Governor Svante Oberg thought it is important not only to look at the first
recipient country for Swedish exports, but also to analyse where the goods and services
go in the next stage. It would be useful if the calculations of the KIX index and export
market growth could also take into account the final destination of exports, for instance ,
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through input -output tables. Some of the exports to Germany, Holland and Belgium then
go further to China and other emerging economies.

Deputy Governor Barbro Wickman -Parak reminded the meeting that the forecast for
export market growth is based on our 15 largest trading partners and that, for instance,
some emerging markets are actually included.

Governor Stefan Ingves then summed up the discussion of the international economic
outlook by saying that there is a fair amount of agreement between the memb ers of the
Executive Board regarding economic developments abroad and the sources of
uncertainty regarding these developments. There are, on the other hand, some
differences of opinion regarding the development of policy rates in the large currency

areas.

Economic developments in Sweden and the monetary
policy discussion

Deputy Governor Lars E.O. Svenssonexplained that he thinks it a good idea to cut the

repo rate and lower therepo-r at e path at this ti me. However,
for CPIF infation is still too low in relation to the inflation target of 2 per cent and the

forecast for unemployment is still too high in relation to a sustainable unemployment

rate. An even lower repo-rate path would mean that CPIF inflation came closer to the

target and unemployment would come closer to the sustainable rate. Mr Svensson wished

that the Riksbank would now demonstrate the same ability to take action as during the

autumn, winter and spring 2008-2009, when the bank cut the repo rate substantially on

several occasions when this was needed to stabilise inflation and resource utilisation.

Mr Svensson entered reservations against parts of the draft Monetary Policy Update. He
preferred that the repo rate be cut by 50 basis points to 1.5 per cent at this meeting and a
lower repo-rate path which is at 1.25 per cent from the second quarter of 2012 and until
the end of the third quarter of 2013, and which then rises at an even pace to slightly
below 3 per cent at the end of the forecast period.

The repo-rate path in the main scenario is too high for three reasons. Firstly, as he has

already mentioned, an unjustified high forecast for policy rates abroad gives a bias

towards a too high repo -rate path. Secondly, there is a bias towards overestimatng

resource utilisation. Moreover, the Riksbankos
are unclear and the ideas are very confused. One must distinguish between measures of

resource utilisation as a target variable and as an indicator of inflation pressure These are

di fferent things, but the Riksbankés analysis

t

he

anal

mi

Monetary Policy Update that "there is no simple

is no wonder that this conclusion is reached when one confuses the various purposes of
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the measures. However, there are strong reasons why the gap betweerthe
unemployment rate and the sustainable unemployment rate is the most appropriate
target variable.

Thirdly, one can demonstrate that a lower repo-rate path better stabilises CPIF inflation
around the target of 2 per cent and unemployment around a rate of 6.5 per cent, even if
one accepts the high forecast for policy rates abroad and the high estimate of 6.5 per
cent for the sustainable unemployment rate. Regardless of how one views it, the main
scenario thus represents a monetary policy that is not well balanced.

Mr Svensson then emphasised that the outlook for inflation and unemployment was
much poorer now than at the meeting in October. To illustrate how the situation has
changed, he wished to present a preliminary attempt to show how much new information
and new assessments had shifted the forecast for CPIF inflation and unemployment
compared with the October forecast, under the assumption of an unchanged repo-rate
path. Holding the repo -rate path unchanged makes the comparison between October
and December fairer, as one can then isolate the effects on inflation and unemployment
of the new information a nd the new assessments. If the reparate path is not held
unchanged, the comparison becomes more difficult, as the effects of the changed repo-
rate path are added.
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Figure 3. Comparison of the forecast for the CPIF and unemployment, October and December
2011, with an unchanged repo -rate path from October
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pathf r om October, using the Riksbankf6s Ramses model
Sources: Statistics Sweden and the Riksbank

Figure 3 shows the forecasts for CPIF inflation and unemployment in October (blue
curves) and December (red curves) with an unchanged reperate path from October. The
December forecast for CPIF inflation with an unchanged repo-rate path is roughly a
whole percentage point lower just over one year ahead. The December forecast for
unemployment is roughly 1.2 percentage points higher one to two years ahead. The
calculations behind the December forecast are complicated, and the results are
preliminary and of course dependent on a number of details as to how the calculations
are made. However, it is clear that there is a considerable shift in the forecasts and that
the situation looks much worse than in October. This justifies a substantial shift in the
repo rate and the repo-rate path. It would be interesting to compare how much the
situation deteriorated according to this measure during late autumn 2008 and spring
2009, when the repo rate and repo-rate path were shifted down substantially. However,
there has not been time to do this now. Mr Svensson considered it desirable that this way
of measuring the effects of new information and new assessments with an unchanged
repo-rate path should be further developed and become a standard element in the future

monetary policy-making process.

Mr Svensson continued onto his third reason why the repo-rate is too high, namely that a
lower repo-rate path than the one in the main scenario better stabilises CPIF inflation and
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unemployment, even if one accepts the assumption in the main scenario with a high
forecast for policy rates abroad and a high sustainable unemployment rate of 6.5 per
cent. Figure 4 shows the forecasts for CPIF inflation and unemployment for different
repo-rate paths under this assumption. In the upper left panel the red path rep resents the
repo-rate path in the main scenario, and the blue path is a lower repo-rate path. The
right-hand panels show that the lower repo-rate path gives a forecast for CPIF inflation
that is better stabilised around 2 per cent and a forecast for unempl oyment that is better
stabilised around 6.5 per cent. One can thus directly see that a lower repo-rate path leads
to better target fulfilment for both inflation and unemployment. The lower left panel also
shows that the mean squared gap is lower for both inflation and unemployment with the
lower repo-rate path.

Figure 4. Monetary policy alternatives, December 2011
Policy rates abroad according to the Riksbankds forecast,;
cent; Lower repo-rate path: -50 basis points in December and -25 points in January
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As illustrated in Figure 3, the forecast for inflation and resource utilisation with an
unchanged repo-rate path has shifted down substantially from October to December. The
repo-rate path in the main scenario in Figure 4 has been lowered in relation to October,
but not far enough. With the new repo -rate path the forecast for CPIF inflation is still too
low and the forecast for unemployment is still too high. According to Figure 4, lowering
the repo-rate path further improves target fulfilment for both CPIF inflation and
unemployment. Monetary policy is therefore not well balanced in the main scenario, said
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Mr Svensson. This should be obvious to everyone and one does not need to be an expert
on monetary policy to realise it, he pointed out.

So why irepairateé path beag lowered further? The only argument Mr Svensson
had heard in the discussions prior to this meeting was that one should not shift the repo -
rate path too far. This type of argument means that the repo rate has become an explicit
or implicit target variable, in addition to inflation and resource utilisation, where small
shifts are regarded as better than large shifts. This isnot right , he said. The repo rate
should solely be used as an instrument to stabilise the correct target variables, inflation
and resource utilisation.

Mr Svensson then went on to the second reason why he thinks the repo-rate path is too
high, namely that the Riksbank overestimates resource utilisation and that the analysis of
resource utilisation is somewhat confused.

As before, Mr Svensson wants to advocate the gap betweenthe unemployment rate and
an estimate of the sustainable unemployment rate (the long-term equilibrium
unemployment rate, the unemployment rate in steady state) as the most relevant, reliable
and transparent indicator of resource utilisation as a target variable. Unemployment is
more relevant because it is more closely related to welfare. One of the worst things that
can happen to a household is that one of its members loses their job. The unemployment
gap is more reliable becausethe unemployment rate is not revised as much and there are
fewer measurement errors. Although it is not easy to estimate sustainable employment, it
is much easier than estimating potential GDP. The unemployment gap is the most
transparent, asthe unemployment rate is most known and well-understood by both
experts and the general public.

As befor e, Mr Svenssonds assessment unt il further

unemployment rate is around 5.5 per cent, rather thantheRi ksbankds assessment of

per cent, and that the Riksbank is thus overestimating resource utilisation.

The Riksbank uses more measures of resource utilisation than the unemployment gap,
namely the employment gap, the hours worked gap and the GDP gap. However, there are
significant weaknesses in the hours worked gap and the GDP gap as target variables.
They may be relevant as indicators of inflationary pressures, but it is important not to
confuse them with resource utilisation as a target variable.

The hours worked gap consists of the employment gap and the average working hours
gap (actual average working hours minus potential average working hours). If the average
working hours gap increases, the hours worked gap increases. If one then wants to
stabilise the hours worked gap, one should reduce employment and raise unemployment.
This does not appear reasonable.
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The GDP gap consists of the hours worked gap and the labour productivity gap (actual
labour productivity minus potential labour productivity). | f one wishes to stabilise the
GDP gap, one should reduce employment when productivity is higher than normal. This
does not appear reasonable and is contrary to what is generally regarded as eficient,
namely to work more during period when productivity is high. In addition, potential
labour productivity is calculated using actual capital stock when it is sustainable capital
stock, the capital stock in steady state, that should be used.

More items are added the further one goes down this list, with more pote ntial sources of
error and less reliability. At the same time, the relevance for welfare declines. It is difficult
to see that a high average working hours gap or a high labour productivity gap would, all
else being equal, be a good reason for reducing employment and increasing
unemployment.

Mr Svensson finally referred to Figure 5, to explain why he wants to have a lower repo
rate path. The picture shows forecasts for CPIF inflation and unemployment under the
assumption of policy rates abroad in accordance with forward rates, and Mr Svensson$
assessment of the sustainable unemploymentrate of 5.5 per cent. Blue curves show
forecasts according to the repo-rate path preferred by Mr Svensson. Red curves show the
forecasts with the repo-rate path in the main scenario.

Figure 5. Monetary policy a lternatives, December 2011
Policy rates abroad according to implied forward rates; sustainable unemployment 5.5 per cent
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The repo-rate path of the main scenario gives a forecast for CPIF inflation well below 2
per cent. With the repo -rate path in the main scenario, a lower interest-rate path abroad
gives a greater interest rate differential and a stronger krona that reduces inflation and
exports. The lower repo-rate path gives higher CPIF inflation closer to 2 per cent and a
much lower forecast for unemployment closer to 5.5 per cent. Target fulfilment for both
inflation and unemployment will thus be much better with the lowe r repo-rate path.

It is worth noting that this result is in the current situation not sensitive to the assumption
of a sustainable unemployment rate of 5.5 per cent. The lower repo-rate path also gives
better target fulfilment if the sustainable unemploym ent rate is assumed to be 6 or 6.5
per cent.

According to this analysis, target fulfilment could be even better if the repo -rate path was
lowered further. However, as Mr Svensson mentioned at the monetary policy meeting in
October, it requires considerable resources and there are a number of technical
difficulties that have not yet been resolved when it comes to making forecast calculations
for repo-rate paths that are far from the main scenario and thereby determining more
precisely which path is best. Mr Svensson said, however, that his proposed reperate path
entails much better target fulfilment compared to the path in the main scenario. This path
will therefore have to do for now. Next time, however, a new analysis may very well
conclude that target fulfilment would be better with a significantly lower path than this. A
new analysis may also reach the conclusion that the reporate path should be lower at the
end of the forecast period.

Deputy Governor Karolina Ekholm said that the crucial issue in the forecast is how much
Sweden will be affected by the problems in the euro area. The Swedish economy is not
burdened by the same problems as the euro area, particularly not with regard to public
finances. One may perhaps think that Swedenshould be able to remain fairly unaffected
by the United States and several European countriesbeing forced to implement fiscal
tightening measures. It is, however, unavoidable that Sweden will be affected by lower
demand for Swedish export products and that general pessimism about the future will
also spread to Swedish households and companies. On the other hand, Sweden will
probably not be hit as hard by the recent increased stress on the financial markets. This is
because there is no obvious reason whySwedish banks should tighten their lending over
and above what is justified by the economic situation per se. The Swedish banks are well
capitalised and the value of Swedish government bonds has increased rather than fallen.
The latter means that the link between public finances and the situation of the banks
appears, if anything, to be to the advantage of the Swedish banks.

However, the draft Monetary Policy Update entails a significant deterioration in the
growth prospects for Sweden. This is because it row forecasts a more severe slowdown in
Europe. The forecast for inflation in Sweden has also been revised downwards, among
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other things because inflation has been lower than expected during the autumn. All in all,
this argues for a more expansionary monetary policy than was predicted in October.

Ms Ekholm pointed out that already in October she advocated a repo-rate cut and a lower
repo-rate path than the path in the main scenario of the Monetary Policy Report. Given
this, she was obviously in favour of arepo-rate cut and a downward revision of the repo -
rate path now. The question now was rather how large the downward revisions of the
repo-rate and therepo-r at e path should be. Had Ms Ekhol més stan
October, the repo rate would now be 1.75 per cent. From this starting point, the proposed
cut of 25 basis points does not entail any additional monetary policy stimulation in the
immediate future compared to what she wanted to see in October. The repo -rate path
she advocated then went down to 1.5 per cent. The repo-rate path proposed in the draft
Monetary Policy Update does not therefore constitute any further expansion, but rather
the opposite. It follows from this, according to Ms Ekholm, that a larger downward

revision of the repo-rate path than that proposed in the draft Monetary Policy Update is
justified.

Ms Ekholm said that this time she had found it difficult to reach a decision about the level
of the repo rate. During the drafting process, Ms Ekholm had implied that she could
accept a cut of 25 basis points as this would entail a change in the right direction, and it
would also probably mean the she would avoid having to once again enter a reservation
against that part of the monetary policy decision. However, Ms Ekholm had now decided
to advocate a cut of 50 basis points as she really believed that such a large cut was
justified.

Ms Ekhol m&s r easons f-rate patwthanthat prgposed i tewlaft r e p o
Monetary Policy Update were the same as at previous meetings. Mr Svensson hadlready

given a detailed account of these reasons. In principle they are that a lower repo-rate

path constitutes a better -balanced monetary policy given the forecast in the draft

Monetary Policy Update, and that a forecast based on implied forward rates instead of on

the current forecast for foreign policy rates imply forecasts for inflation and resource

utilisation that are even further from what one should consider to be compatible with a
well-balanced monetary policy.

To explain how large a downward revision of the repo -rate path she believed to be

justified, Ms Ekholm referred to the analyses based
Ramsesthat Mr Svensson had presented earlier. These analyses study a repoate path

that falls to 1.25 per cent and remains at that level until the end of the third quarter 2013

and then gradually rises to just below 3 per cent. This path, which Ms Ekholm said she

supported, provides better -balanced development with regard to underlying inflation and

resource utilisation.
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Ms Ekholm posed the question of whether it really make s much difference if one cuts the
repo rate by 25 or 50 basis points, or if the repo-rate path bottoms out at just above 1.5
or 1.25 per cent. As the future course of development is so uncertain, one might think
that one of the alternatives would probably work as well as the other. However, Ms
Ekholm believed that which of these alternatives one chooses does really matter.

Forecasts are uncertain because we have so little information today that is relevantto an
assessment of the state of the economy in two
no information that is relevant to what we should believe about the situation in three

yearsd® time, other t han -tam, savwrage vatuesforsvarious what ar

variables. It is in the nature of things that a medium -term forecast tends to end up in
these long-term average values at the end of the forecast horizon as it is these values one
can expect when conditions cannot be based on any more specific information.

However, according to Ms Ekholm, this cannot justify not fully taking account of how the
forecast for inflation and resource utilisation looks throughout the entire forecast period
when deciding on the repo -rate path. She said that the principle should be to choose the
path associated with the most desirable forecast, even if one knows that it is extremely
unlikely that this forecast will materialise exactly.

This is important, said Ms Ekholm, in enabling the repo-rate path to fully realise its
potential role as a monetary policy instrument. The forecast that the Executive Board
adopts today is conditioned on the information that is available today. This applies to all
the variables, including the repo rate. Revealing the conditioned forecast for the repo rate
gives external parties information on what the Executive Board believes to be an
appropriate monetary policy given the information available and the assessments the
Executive Board has made. Ideally, this should then affect expectationgegarding short-
term interest rates in the future and thereby affect the longer -term interest rates, which
are the rates that in reality are significant to the subsequent development of the
economy.

It is a problem that the repo -rate path has deviated significantly and in a systematic way
from market expectations as expressed in implied forward rates for a long time now. To a
certain extent, the very low Swedish forwards rates are an expression of factors other than
purely monetary policy expectations. However, all the indications are that these
expectations have nevertheless deviated significantly from the repo-rate path. As this has
been the case for a long period of time, there is a risk that the value of the repo -rate path
as a monetary policy instrument will decline because it has a weaker impact on market
expectations. This would be unfortunate, concluded Ms Ekholm.

Deputy Governor Barbro Wickman -Parakbegan by commenting on Mr
contribution in which he expressed a desire to see the same forceful action on the part of
the Riksbank as in 20082009. She said that"demonstrating the ability to take action" has
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