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Foreword

The Riksbank’s monetary policy is targeted at keeping inflation
at 2 per cent, with a tolerance for deviations up to ±1 percentage
point.

This Inflation Report reproduces the main features of  the
presentations and discussions of  inflation at the Executive Board
meetings on 20 and 28 November 2002. The assessment of  infla-
tion presented here is the Riksbank’s overall appraisal of  infla-
tion prospects in the current situation. The Report constitutes
the background to the Bank’s monetary policy decision on 4 De-
cember 2002. Executive Board members may differ in their
opinions about how inflation’s main determinants will develop
and the resultant impact on future inflation. Any divergent
opinions of  inflation prospects are recorded in the separate minu-
tes of  the Board meeting on 4 December, to be published on 19
December 2002.

The Inflation Report aims to provide a basis for monetary
policy decisions and spread an awareness and knowledge of  the
Riksbank’s assessments to a wider public, so that monetary po-
licy is easier for outsiders to follow, understand and evaluate. The
Report is also intended to encourage a discussion of  matters
relating to monetary policy.

This Report presents the Riksbank’s appraisal of  inflation
prospects up to the end of  2004 Q4. In order to clarify the
consequences for monetary policy, the analysis starts from the
technical assumption that in this period the repo rate is
unchanged.

Chapter 1 presents the Riksbank’s overall assessment of  infla-
tion prospects in the main scenario and the spectrum of  risks.
Chapter 2 contains a discussion of  the most probable development
of  inflation’s principal determinants. The report also contains a
number of  boxed texts, the purpose of  which is to provide
additional knowledge about matters of  importance for inflation
assessments and the formation of  monetary policy. A list of  these
boxes in earlier Inflation Reports is provided on pp. 49–55.

Stockholm, December 2002
Urban Bäckström
Governor of  Sveriges Riksbank
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Inflation assessment

The general assessment of  inflation prospects up to the end of  2004
Q4 is presented in this chapter, given the technical assumption that the
repo rate is held unchanged at 4.0 per cent.

Summary
Inflation has followed the path that was indicated in the October
Report. In October the 12-month changes in the CPI and UND1X
were 2.4 and 2.5 per cent, respectively (see the box on pp. 11–12).
Inflation has fallen back since the spring, which supports the
Riksbank’s earlier assessment that a considerable part of  the upward
shift in 2001 was a result of  transitory factors. Inflation expectations
are also more in line with the target for price stability. This has
been accompanied, after clear signs of  an improvement, by a
renewed weakening of  economic activity. During the forecast
period, fiscal policy in Sweden is expected to be less expansionary
and contribute to growth and inflation being moderate.

Economic developments in Sweden and the rest of  the world
are being marked by a variety of  factors. In addition to a more
normal cyclical course, with its influences from economic policy,
corporate investment, stockbuilding and household demand for
durable and semi-durable goods, activity is currently being
affected by the adjustment of  corporate and household balance
sheets after the equity price bubble in the late 1990s. Together
with over-investment, above all in the telecom sector, the sudden
fall in asset values is tending to retard the growth of  demand and
make the slowdown more protracted.

Although the adjustment has been in progress for a couple of
years, it is difficult to tell to what extent firms and households
have consolidated their balance sheets to a sufficient degree. But
the conditions for a cyclical upswing do seem to have been in
place for a time. Indications of  this are the stock reductions that
have been made to date, the low level of  investment and the
basically expansionary direction of  economy policy. Furthermore,
productivity growth has been comparatively favourable in the
United States and profits have begun to rise.

Last winter there also were signs that economic activity had
begun to turn. A swing was evident in various leading indicators
as well as in statistics on output and employment. In the late spring
and summer, however, equity prices continued to fall. This
probably had to do with the combination of  a further adjustment
from the excessively high levels earlier, increased uncertainty about
the quality of  reported corporate earnings, structural imbalances
and growing security policy concerns. The financial market
developments have contributed in turn to a successive downward
revision of  the recovery’s expected strength. Recent developments
essentially confirm the picture the Riksbank presented in the
October Report and in connection with the monetary policy
meeting in November.
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Since the time of  the October Report the fall in equity markets
has been broken, at least for the time being, and there seems to be
somewhat less uncertainty about financial developments, though it
is too early to conclude that the stabilisation is permanent. But real
economic development has continued to weaken. Manufacturing
activity has deteriorated, internationally as well as in Sweden, and
confidence has fallen among households and firms. In the United
States the conditions for an internally-driven recovery are still judged
to exist in much the same way as earlier this autumn. This is
supported by some new statistics, for instance on productivity and
machinery investment. But prospects in the euro area, where
domestic demand is weak, now look somewhat worse. Moreover,
economic policy measures are contributing to lower demand in
Germany, which is a major market for many other countries in
Europe. The GDP forecast for the euro area has therefore been
revised downwards for this and next year. Against this background,
growth in the OECD area is judged to be 1.4 per cent this year, 2.2
per cent in 2003 and 2.7 per cent in 2004.

The weaker global demand trend has also prompted a successive
downward revision of  resource utilisation and international price
pressure. Recently, moreover, the price of  oil has fallen and its future
path is judged to be somewhat lower than was foreseen in the October
Report. An appreciation of  the krona is foreseen, as before, in the
forecast period, primarily as a result of  fundamental factors. All this
amounts to some downward effect on the price of  products imported
to Sweden.

The slacker manufacturing activity among many of  Sweden’s
main trading partners worsens the prospects for Swedish industry.
Exports have in fact slowed, manufacturing output has continued to
fall and order inflows are weak. This has been accompanied by a
somewhat more expansionary direction of  monetary policy, whereas
fiscal policy is assumed to be less expansionary next year, in keeping
with the assessments in October and November. So neither in Sweden
is economic growth judged to be so strong that capacity shortages
arise in the coming years. In the main scenario, GDP growth is
expected to be 1.5 per cent this year, 2.1 per cent in 2003 and 2.3
per cent in 2004. The amount of  unutilised resources in the forecast
period should therefore be somewhat greater than assumed earlier.

The somewhat lower resource utilisation in the forecast period
tends to dampen domestic inflationary pressure. With the weaker
demand situation in the main scenario, no appreciable spread to the
corporate sector is foreseen from higher wages in the local
government sector (see the box on pp. 38–42). The higher business
costs on account of  increased negotiated allocations to pension funds
point to unit labour costs in the corporate sector being higher in
2003 than assumed in the October report. To some extent, this
counters the downward effect on prices from lower resource
utilisation. Expectations of  inflation one and two years ahead have
moved down and are in line with the Riksbank’s target for price
stability. In the main scenario UND1X inflation is judged to be 2.0
per cent one year ahead and 1.9 per cent after two years; the
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corresponding assessments for CPI inflation are 2.3 and 2.2 per cent
(Fig. 1 and Table 1)

The risk spectrum is also relevant for the formation of  monetary
policy. In the October Report, some downside risk for inflation was
perceived in connection with the weak development in financial
markets. During the summer, statistics showed that economic activity
had been weaker than expected in the United States as well as Europe.
The downside risk was considered to be only partly offset by a
domestic upside risk for inflation in that, for example, wage formation
could function less well. This picture of  risks is essentially unchanged
in the present Report. There are signs that equity markets may have
stabilised but economic prospects have worsened in Sweden and the
rest of  the world. With the risk spectrum taken into account, UND1X
inflation is expected to be somewhat below the inflation target, with
rates of  1.9 per cent one year ahead and 1.8 per cent after two years.
The corresponding rates for CPI inflation are 2.2 and 2.1 per cent.
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The main scenario
In the late 1990s real economic activity in Sweden and the rest
of  the world was influenced by remarkably high equity prices.
The subsequent equity price adjustment has left its mark on the
economic slowdown. This adjustment dampens growth on top
of  the normal cyclical paths for stockbuilding and investment.

The very rapid increase in equity prices in the late 1990s was
partly a result of  excessively optimistic expectations of
productivity and profits, combined with a good supply of  risk-
bearing capital. The upward phase was broken in 2000 and firms
and households began to adjust their balance sheets. The real
economic effects were confined at first to the ICT sector, where
output and investment dropped markedly. The loss of  demand
has subsequently spread, mainly to other parts of  manufacturing,
and entailed lower capacity utilisation and an easing of  price
pressure. Although the adjustment has been in progress for a
couple of  years, it is still difficult to tell to what extent households
and firms have consolidated their balance sheets and achieved
the level of  saving they desire and can sustain. A continued need
to increase saving cannot be ruled out and would add to the
downside effects on future activity.

Even if  developments in the short run are somewhat more subdued,
the conditions for a normal cyclical recovery are still in place. Stocks
have been rapidly reduced, investments have been held back and
economic policy is basically expansionary. Moreover, productivity
growth has been comparatively favourable in the United States and
profits are beginning to rise. This picture was already supported by
leading indicators and production statistics last winter. But the trend
then turned downwards, partly due to renewed financial market unrest
due to various accounting scandals and concern about the possibility
of  war with Iraq. This has been evident from a loss of  consumer and
business confidence, in the United States as well as the euro area, and
from more subdued manufacturing activity. All in all, world market
growth has therefore been revised downwards, above all for 2003,
compared with the assessment in the October Report.

Monetary policy in the United States has been given a still more
expansionary direction since the time of  the October Report.
Moreover, equity markets have picked up and the risk premium has
become somewhat smaller, partly because interim corporate reports
have tended to surpass market expectations. Productivity growth has
remained strong in the United States and earnings have improved;
this should favour investment now that the investment ratio and stocks
are low. But as firms are continuing to cut costs, the labour market is
assumed to remain weak in the near future. This points to a more
subdued growth of  consumption in the early part of  the forecast
period, followed by an increase as employment picks up again.

Prospects for growth in the euro area have continued to worsen.

Prospects for the euro area have been revised downwards in the
course of  the past year and economic activity in a number of
countries is now more subdued than at the time of  the October
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Report. The demand trend in Germany is already weak and a
further deterioration is foreseen as a result of  spending cuts and
increased taxes. Neither is any further major stimulus expected
from economic policy in the euro area as a whole. Growth in the
euro area to date this year has been driven by net exports and
stockbuilding, while domestic demand has been slack. As activity
recovers outside the euro area, improved prospects for exports
and rising consumer confidence are expected to result in a
renewed increase in growth. The GDP forecast for the euro area
has been revised downwards and growth is now judged to be 0.8
per cent this year, 1.8 per cent in 2003 and 2.4 per cent in 2004.

To sum up, the picture of  a recovery in the world economy in
the October Report still holds but its course is now expected to
be somewhat further delayed, for instance on account of  the
current uncertainty about effects from the loss of  wealth and
economic policy measures in Germany. Growth in the OECD
area is judged to be 1.4 per cent this year, 2.2 per cent in 2003
and 2.7 per cent in 2004.

Price pressure in the rest of the world will be more subdued.

With the more subdued demand trend, the future path of
international export prices for manufactured products is judged
to be weaker than assumed earlier. After the marked increase
earlier this year, the price of  oil has fallen back since the time of
the October Report. The fall presumably has to do with market
assessments that an American attack on Iraq in the near future
has become less probable, accompanied by increased production
and subdued demand on account of  the global economic
slowdown. Although stocks are relatively strained, the increased
production of  oil and the somewhat more protracted global
economic recovery point to the future price of  oil being somewhat
more subdued than was assumed in the October Report. With
the weaker manufacturing activity, prices for other raw materials,
which began to recover towards the end of  2001, have risen
somewhat more slowly than expected. A continued price rise is
foreseen as demand picks up. Since the time of  the October
Report there has been some appreciation of  the Swedish krona’s
TCW exchange rate and the starting point here, as previously, is
that fundamental factors in particular will lead to a further gradual
appreciation during the forecast period. This means that in 2004
the TCW index is expected to average about 125. All in all,
Swedish import prices to consumers are now judged to rise
somewhat more slowly in the forecast period.

In Sweden, too, new statistics have strengthened the impression
that the cyclical recovery will be delayed and more protracted
than envisaged in the October Report. Export demand has
slackened, manufacturing output has fallen and new orders have
weakened. Moreover, firms and households have become more
pessimistic about the future. The economic prospects for the
coming quarters are therefore somewhat worse. But the conditions
for a cyclical recovery are still in place and GDP growth is
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expected to be 1.5 per cent this year, 2.1 per cent in 2003 and
2.3 per cent in 2004. For the forecast period as a whole, however,
this does represent some downward revision of  the picture in the
October Report.

Employment has been stronger than expected but a weak
development in the future is indicated by the number of  job vacancies
at employment offices. No change has been made in the assessment
of  the overall rate of  wage increases this year. With the cancellation
of  the Municipal Workers’ Union’s agreement and the favourable
demand situation for its members, wages in the local government
sector are now expected to rise somewhat faster in 2003. In the
corporate sector, however, the slacker demand should tend to subdue
wage developments in the forecast period. The higher local
government wages are therefore expected to spread to other parts
of  the economy to only a limited extent. Due to increased negotiated
pension allocations, however, unit labour costs in the corporate sector
are higher in 2003. During 2004, higher productivity growth and
the prospect of  lower wage increases contribute to pressure from
costs in the main scenario being lower than foreseen in the October
Report.

Inflation in the main scenario is judged to be in line with the
target.

The GDP growth in the main scenario occurs from a position
where total resource utilisation is comparatively high. The weaker
demand implies a somewhat less strained situation than expected
earlier and this in turn tends to ease inflationary pressure in the
coming two years. Lower inflationary pressure is also indicated
by inflation expectations, which are in line with the target for
price stability. During 2003, however, this is countered by
increased employer contributions. In the short run, moreover,
inflation will be affected by rising electricity prices and increased
insurance premiums. All in all, domestic inflation in the coming
year is now judged to be somewhat higher. In the main scenario,
UND1X inflation is judged to be 2.0 per cent one year ahead
and 1.9 per cent after two years, while the corresponding
assessment for CPI inflation is 2.3 per cent one year ahead and
2.2 per cent after two years (Table 1).

Table 1. Inflation forecasts in the main scenario.
Per cent

Annual rate 12-month rate

2002 2003 2004 Sept. 2003 Dec. 2003 Sept. 2004 Dec. 2004

CPI 2.4 (2.4) 2.1 (2.2) 2.2 2.0 (2.1) 2.3 (2.2) 2.2 (2.3) 2.2

UND1X 2.5 (2.6) 1.9 (1.9) 1.9 1.9 (1.8) 2.0 (1.8) 1.9 (1.9) 1.9

UNDINHX 3.5 (3.6) 2.9 (2.7) 2.7 3.1 (2.8) 2.9 (2.7) 2.7 (2.7) 2.7

UNDIMPX 0.5 (0.6) 0.0 (0.2) 0.2 -0.6 (-0.4) 0.1 (-0.1) 0.2 (0.2) 0.2

Note. The figures in parentheses are the corresponding values in the October Report. UNDIMPX
shows price changes for goods that are mostly imported, excluding effects of changes in indirect
taxes and subsidies.

Source: The Riksbank.

Figure 1. Inflation: outcomes and main scenario.
Percentage 12-month change

CPI

UND1X

UNDINHX

UNDIMPX

Sources: Statistics Sweden and the Riksbank.
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Inflation in Sweden was fairly stable for some years up
to the spring of  2001. The rate then moved up to a
peak in September 2001, when the 12-month changes
in UND1X and the CPI were 3.4 and 3.2 per cent,
respectively. On a number of  occasions the Riksbank
has come to the conclusion that a large part of  this
increase could be attributed to transitory factors. This
assessment was confirmed in that the rate of  inflation
subsided rapidly last spring and inflation expectations
fell back. In October the 12-month changes in CPI and
UND1X were 2.5 and 2.4 per cent, respectively (Fig. 1
on p. 10).

Behind these broad price indexes there are clear
differences in the development of  prices for different
items, for instance between goods and services. The rate
of  consumer price increases for goods has gone on falling
since the middle of  last year. The price rise for services
has slowed during the past year but is still comparatively
high (Fig. B1). This is also reflected in the path of  domestic
underlying inflation, UNDINHX, which has a large
proportion of  services and had an October rate of  2.9
per cent, relative to the path for imported underlying
inflation, UNDIMPX, which mostly consists of  goods and
rose 1.3 per cent in October (Fig. 1, p. 10).

The path of  inflation in the longer run is usually studied
in terms of  underlying or core inflation, that is, inflation
excluding disturbances that are occasional and transitory.
However, underlying inflation has not been clearly defined
and is accordingly measured in various ways. A
comparatively simple approach involves excluding some
predetermined components from the CPI. UND1X is an
example where the excluded items are interest payments
and changes in indirect taxes and subsidies. A more
complicated procedure uses statistical methods to identify
the groups of  goods and services for which prices fluctuate
widely and either exclude them or reduce their effect on
the measure of  inflation. Two measures of  this type are
included in Fig. B2.

These alternative measures show that underlying
inflation has fallen since last year but is higher than it was
2–3 years ago. Put differently, the trend rate of  inflation
seems to have risen and stabilised at a somewhat higher
level than before the spring of  2001. The upward shift
partly has to do with the increased resource utilisation in
recent years (Fig. 25 on p. 33). The Swedish economy still
had a considerable unutilised production potential 4–5
years ago that tended to dampen the rate of  price increases.

Figure B1. Services prices.
Percentage 12-month change

Services excl. housing (23.3%)

Services priced administratively (4.4%)

Services excl. housing, telecom and dental care
(19.3%)

Note. The figures in parentheses are the item’s weight
in UND1X.

Sources: Statistics Sweden and the Riksbank.

Figure B2. Alternative indicators of underlying
inflation.
Percentage 12-month change

UND1X

UND24

TRIM85

Note. The alternative measures are based on a
decomposition of the CPI into 70 items; UND 24 is
compiled with the item weights adjusted for the
item’s standard deviation from the total CPI over the
most recent 24 months, while TRIM 85 excludes the
most extreme price changes (7.5 per cent of each
tail).

Sources: Statistics Sweden and the Riksbank.
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With comparatively high resource utilisation, the situation
today is different. Another explanation for the upward shift
seems to be the krona’s depreciation. The TCW exchange
rate weakened markedly from mid 2000 to the autumn of
2001. The krona has strengthened recently, however, and
this has subdued imported inflation (Fig. 1, p. 10).

Further indications of  price pressure in the economy
can be derived from price movements in earlier stages of
production, for example producer prices. Here, however,
there are large differences between different aggregates.
For home market prices, HMPI, the 12-month change has
moved up during this year from just under zero to about
1.8 per cent, which in turn mirrors prices for intermediate
and investment goods (Fig. B3). The comparatively high
resource utilisation is a reason for this. Import prices, IMPI,
however, are still subdued, with change figures that have
been negative for some months. This is partly because the
krona has appreciated recently but it also has to do with
the low capacity utilisation in the production of  goods
abroad.

To sum up, inflationary pressure on consumer prices
has eased during the past year. A substantial part of  the
fall is due to the more transitory nature of  last year’s
increase in inflation. But another explanation is that
resource utilisation has stabilised or tended to ease, while
inflation expectations have fallen back with the downward
shift in actual inflation. Another important factor has been
the low capacity utilisation in the production of  goods
abroad, combined with the appreciation of  the krona.

In the near future, some increase is foreseen above all
in domestic underlying inflation. This is due to higher
electricity prices on account of  the dry summer and the
increases that have been announced to various insurance
premiums, partly due to the recent equity market fall.

Figure B3. Home market price index (HMPI)
and two components.
Percentage 12-month change

Intermediate goods

Investment goods

HMPI

Source: Statistics Sweden.
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The risk spectrum
The inflation forecast in the main scenario represents the
development of  prices in the coming years that the Riksbank
considers most probable, given the technical assumption of  an
unchanged repo rate. As the forecast involves uncertainties, some
alternative paths for inflation are also presented. These are
compiled as a spectrum of  risks that are relevant for the formation
of  monetary policy.

In the October Report the balance of  risks for inflation in
Sweden was judged to be somewhat on the downside, primarily on
account of  financial market developments. If  the global economic
impact of  the fall to date in equity markets were to be greater than
expected or the fall were to continue, real economic developments
and inflation in Sweden could be lower than foreseen in the main
scenario. This was accompanied by an upside risk in that resource
utilisation may have been higher initially or wage formation would
function less efficiently than the main scenario assumed. It was
considered, however, that the upside risk did not fully balance the
downside risk from financial market developments.

Downside international risk and upside domestic risk.

Since the time of  the October Report, equity markets have
stopped falling, at least for the time being, and there has been
some stabilisation. Another matter is that in the past month the
statistical picture from abroad has continued to be weaker than
expected, apart from some of  the most recent figures from the
United States. The risk of  the equity price rise in recent months
giving way to a renewed fall cannot be ruled out but this is now
judged to have become somewhat less probable. But there is still
a risk that the real economic effects of  the fall in equity markets
in recent years have been underestimated, even though the main
scenario does include some downward revision of  the real
economic outlook in Sweden and the rest of  the world. A further,
more marked adjustment of  corporate and household balance
sheets could entail a more pronounced slowdown. This would be
expressed in, for example, a renewed loss of  consumer and
business confidence and a stronger increase in saving. The effects
could be particularly serious in a scenario where the equity price
fall is followed by a fall in real estate prices. Domestic demand
would be dampened still more. And if  the dollar were to depreciate
more than expected, providing additional opportunities for growth
in the exposed sector of  the US economy, that would contribute
to the reduction of  external imbalances there, while other
countries would be hit by a loss of  demand.

The upside risk associated with domestic inflationary pressure
still exists. Employment has continued to be comparatively strong
and unemployment is low. Since the time of  the October Report
the Municipal Workers’ Union has cancelled the third year of  its
wage agreements. This has been taken into account in the main
scenario and some upward revision has been made to the wage
forecast. The main scenario assumes that the re-negotiation of  the

Dec. 97 Dec. 98 Dec. 99 Dec. 00 Dec. 01 Dec. 02 Dec. 03 Dec. 04

Dec. 97 Dec. 98 Dec. 99 Dec. 00 Dec. 01 Dec. 02 Dec. 03 Dec. 04

Figure 2. UND1X with uncertainty intervals.
Percentage 12-month change

Note. The uncertainty intervals show the 50, 75 and
90 per cent chances of UND1X inflation being within
the respective range. The broken line represents the
main scenario’s forecast; the horizontal lines at 1, 2
and 3 per cent are the Riksbank’s inflation target and
the tolerance interval for the annual change in the
CPI.

Sources: Statistics Sweden and the Riksbank.

Figure 3. CPI with uncertainty intervals.
Percentage 12-month change

Note. The uncertainty intervals show the 50, 75 and
90 per cent chances of CPI inflation being within the
respective range. The broken line represents the main
scenario’s forecast; the horizontal lines at 1, 2 and 3
per cent are the Riksbank’s inflation target and the
tolerance interval for the annual change in the CPI.

Sources: Statistics Sweden and the Riksbank.
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municipal wage agreement has only limited consequences outside
the Municipal Worker’s Union but there is a risk of  the contagious
effects being greater. The latter risk applies in particular if  resource
utilisation turns out to have been more strained initially or the
labour market functions less efficiently than expected, as the
Municipal Workers’ Union’s cancellation of  the third year may
indicate. A tight labour market that functions less efficiently would
show up in, for example, a low labour supply, occupational and
regional matching problems and growing wage pressure. Another
source of  uncertainty is how the increased negotiated wage costs
will affect the 2004 round of  wage negotiations.

On the whole, the balance of risks for inflation one and two
years ahead is judged to be somewhat on the downside.

The overall assessment is that the balance of  risks for inflation in
Sweden is somewhat on the downside both one and two years
ahead (Table 2). The downside risk associated with international
developments is not fully balanced by the upside risk from
domestic inflationary pressure.

The uncertainty in the assessment is judged to be somewhat
greater than normal and the same as at the time of  the October
Report.

Table 2. Inflation forecasts including the risk spectrum.
Per cent

Annual rate 12-month rate

2002 2003 2004 Sept. 2003 Dec. 2003 Sept. 2003 Dec. 2003

CPI 2.4 (2.4) 2.1 (2.2) 2.1 2.0 (2.0) 2.2 (2.1) 2.1 (2.2) 2.1

UND1X 2.5 (2.6) 1.9 (1.8) 1.8 1.8 (1.7) 1.9 (1.7) 1.8 (1.8) 1.8

Note. The table gives the mean values of the inflation assessment’s probability distributions (see
Figs. 2 and 3).The figures in parentheses are the corresponding values in the October Report.

Source: The Riksbank.

Table 3. UND1X inflation.
Percentage probability, 12-month rate

UND1X<1 1≤UND1X<2 2≤UND1X≤3 UND1X>3 Total

December 2003 10 (17) 43 (49) 40 (31) 7 (3) 100

December 2004 26 (25) 31 (31) 28 (28) 15 (16) 100

Note. The figures show the probability of UND1X inflation being in the column’s interval. The
figures in parentheses are the corresponding values in the October Report.

Source: The Riksbank.

Table 4. CPI inflation.
Percentage probability, 12-month rate

CPI<1 1≤CPI<2 2≤CPI≤3 CPI>3 Total

December 2003 4 (7) 33 (40) 49 (44) 14 (9) 100

December 2004 18 (17) 28 (27) 31 (31) 23 (25) 100

Note. The figures show the probability of CPI inflation being in the column’s interval. The figures in
parentheses are the corresponding values in the October Report.

Source: The Riksbank.

The conclusion from the assessments presented here is that, adjusted for changes

in indirect taxes, subsidies and house mortgage interest expenditure, inflation

one and two years ahead will be somewhat below the 2 per cent target. The

uncertainty in the forecast is considered to be greater than normal and the

same as at the time of  the October Report.



 

I N F L A T I O N  R EP O R T  4/2 0 0 2



Outlook beyond the forecast horizon
Monetary policy is normally directed at fulfilling the inflation
target one to two years ahead. However, even developments in
the shorter and longer run should be allowed to influence
monetary policy. But as a rule, the further ahead the forecast goes,
the greater is the uncertainty.

The prospects beyond the forecast horizon are highly
dependent on the course of  developments in the intervening years.
The basic picture of  a comparatively slow recovery of  demand
and a moderate development of  inflation, both in Sweden and in
the rest of  the world, that was foreseen in the October Report
and at the monetary policy meeting in November has not changed
appreciably. Against this background, the tendencies in the longer
run are broadly unchanged and can be roughly summarised in
two alternative scenarios. On the one hand there may be a
comparatively quick stabilisation that could result in a rapid
recovery with rising resource utilisation and a need to shift
economic policy in a more restrictive direction.

On the other hand it is conceivable that the financial unrest grows
again and is accentuated by, for example, steeply falling real estate
prices.

A tendency towards a stabilisation of  the financial markets has
been discernible recently but it is still too early to draw definite
conclusions. If  confidence in equity markets can be maintained and
the security policy situation in the Middle East stabilises, the economic
situation could improve rapidly. Economic policy is expansionary,
above all in the United States, where monetary policy has been eased
still more since the time of  the October Report. Productivity growth
in the United States has been remarkably strong and households are
in a good economic situation. In this scenario it is reasonable to
count on rising resource utilisation abroad and in Sweden. The path
of  inflation in Sweden would then be determined by the development
of  production capacity. In this respect there are some disquieting
signs in the form of  low labour supply, partly due to increased
absenteeism and shorter working time. At the same time the cyclical
upswing is occurring when resource utilisation is already relatively
high initially, which calls for a labour market that is efficient, besides
probably requiring that economic policy becomes gradually less
expansionary. The cancellation of  the Municipal Workers’ Union’s
wage agreements may be a cause for concern in this context. It
conceivably constitutes a sign that the labour market is functioning
less well than expected. If  that is the case, unemployment will be
higher.

Although the financial markets have recently tended to stabilise,
it is conceivable that the financial unrest will continue. Such a
development would no doubt generate further corporate
rationalisation, rising unemployment and a worsening of  households’
future prospects and incomes. In such a scenario, moreover, the value
of  households’ properties might weaken more appreciably. All this
would lead to a more substantial increase in household saving. The
lower economic activity and higher unemployment would exert
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further pressure on the public finances abroad as well as in Sweden.
In a situation where weaker growth is liable to accentuate the concern
about asset prices and the government finances, a tighter fiscal policy
may be needed in many countries, with measures for promoting
supply and an easing of  monetary policy.
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Determinants
of  inflation
This chapter presents the assessments in the main scenario of  inflation’s
principal determinants in the coming two years. The financial markets
and monetary conditions are considered first, followed by an analysis of
the international situation and economic developments in Sweden.

Financial markets and monetary conditions
In spite of  weak economic statistics and continued security policy
concern, financial market developments since the time of  the
October Report have been characterised by rising equity markets
and long-term interest rates. Equity market volatility has
decreased but is still relatively high despite the stabilisation to
date (Fig. 4).

A recovery in equity markets.

Equity prices in Sweden and abroad have stabilised, at least for
the time being, and equity prices have risen since the time of  the
October Report (Fig. 5). The price rise has occurred on a broad
front but the largest increases in the OMX index have been for
information technology, telecom and finance, where the earlier
fall was most marked. The interim Q3 reports in these sectors
seem to have allayed fears, at least for the present, of  a further
worsening of  prospects and the possible need for additional
capital. The Q3 earnings of  Swedish listed companies were
broadly in line with market expectations.

The equity market recovery so far has been fairly consistent
with the earlier assessment, which assumed that profits would
gradually pick up, accompanied by some reduction of  equity-
market risk premiums. Together with some fall in these premiums,
moreover, expectations that interest rates will remain low ease
the pressure on corporate finance and are expected to favour
investment. But the future equity market trend is still rather
uncertain, partly on account of  the security policy situation,
comparatively high corporate debt and fears that market
expectations of  earnings may still be unduly optimistic.

Equity markets drive long-term interest rates up even though
economic statistics show a weak tendency.

The equity market recovery has affected international bond
markets. Interest rates have risen as investors turn from fixed-
income securities to equity (Fig. 6). The upward interest rate
tendency has been held back, however, by statistical evidence of
a weak economy as well as by the security policy concern. All in
all, long bond rates in the United States have moved up about

Figure 4. Implicit equity-market volatility: OMX
and S&P 500.
Per cent

OMX S&P500

Feb. 02 Apr. 02 June 02 Aug. 02 Oct. 02 Dec. 02

Source: Bloomberg.

Figure 5. Equity prices: Nasdaq, S&P 500, DAX
and OMX.
Index: 2 January 2001=100

OMX

NASDAQ100

S&P500

DAX30

Jan. 01 Apr. 01 July 01 Oct. 01 Jan. 02 Apr. 02 June 02 Oct. 02 Jan. 03

Source: The Riksbank.

Figure 6. Ten-year government bond rates in the
United State, Sweden and Germany and the
Swedish-German differential.
Daily quotations, per cent and percentage points

United States
(left scale)

Sweden (left scale)

Germany
(left scale)

Swedish-German
differential (right scale)

Source: The Riksbank.
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0.6 percentage points and the yield curve has become somewhat
steeper.  Long bond rates in Sweden have fol lowed the
international trend.

The interest rate forecast has been revised downwards for all
maturities and the entire forecast period, the main reason being
the prospect of  a somewhat slower cyclical upturn. In addition,
expectations of  Sweden’s future accession to ERM2 and the euro
are now judged to contribute to the five- and ten-year bond rates
in the latter part of  the forecast period being somewhat lower
than forecast earlier. But bond rates are still expected to rise in
the future in connection with a global economic recovery and a
further increase in equity prices. The forecast for the ten-year
bond rate has been revised downwards by about 0.3 percentage
points for 2003 and 2004. At the end of  the forecast period this
rate is now expected to be 5.6 per cent.

Following the Riksbank’s reduction of  the repo rate from 4.25 to
4.0 per cent, market observers and money-market prices both indicate
some probability of  a further adjustment of  the instrumental rate in
the short run (Fig. 7).

A weakening dollar and focus on EMU for the Swedish krona.

Currency markets have been marked mainly by a gradual
weakening of  the dollar since the time of  the October Report.
The dollar’s depreciation against the euro can be explained in
part by concern about the financing of  the US economy’s saving
deficit. The Federal Reserve’s interest rate cut also contributed
to the dollar’s fall. The Swedish krona’s TCW exchange rate has
become somewhat stronger, partly due to the equity market
recovery and the Q3 sales of  foreign equity by life assurance
companies. There is now somewhat less uncertainty about the
EMU process and the krona has strengthened against the euro.
The TCW exchange rate is judged to appreciate to an average of
128 for 2003 and to 125 for 2004, which is the same as the
assessment in the October Report.

The paths of  money supply aggregates and credit to date this
year point to subdued economic activity. The annual growth of
various money aggregates and corporate borrowing show a decline
(Fig. 8). However, the growth of  households’ demand for credit
has slackened only slightly, probably because activity in the real
estate market has remained high.

All in all, the real monetary conditions have not changed
appreciably since the time of  the October Report (Fig. 9). The real
exchange rate has become somewhat stronger, accompanied by a
marginal fall in real short- and long-term interest rates. Moreover,
the equity market has risen. Looking ahead, some tightening of  the
real monetary conditions is foreseen in connection with a rising real
long-term interest rate and an appreciating krona.
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Figure 7. Expected repo rate derived from
Prospera’s surveys and implied forward interest
rates.
Per cent

Figure 8. Money supply (M0 and M3) and
lending by house mortgage institutions to the
Swedish non-bank public.
Percentage 12-month change

Lending to Swedish non-bank public
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Source: The Riksbank.

Figure 9. Real short- and long-term interest
rates and real TCW exchange rate.
Per cent and index: 18 Nov. 1992=100
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Source: The Riksbank.

4.5

4.0

3.5

3.0

2.5

2.0

1.5

1.0

Jan. 00 July 00 Jan. 01 July 01 Jan. 02 July 02 Jan. 03
-2

0

2

4

6

8

10

12

14

-2

0

2

4

6

8

10

12

14

0403020100

120

124

128

132

136

140

144

148
0201009998



 

I N F L A T I O N  R EP O R T  4/2 0 0 2



 ⁄  
A referendum on Sweden’s accession to the European
Monetary Union is to be held on 14 September 2003.
Sweden’s participation in ERM2 is a matter that is
closely connected with the issue of accession to the
monetary union. The legislation from 1999 on exchange
rate policy states that it is up to the Government to
decide the exchange rate regime. The Government has
indicated that ERM2 participation can be considered
when a decision has been made about accession to the
monetary union. The Riksbank Act states that the
Riksbank decides about the implementation of  the
exchange rate system, including the central rate. In
practice, however, the formation of  Sweden’s position
on an appropriate central rate is a matter the Riksbank
has strong grounds for deliberating together with the
Government. That is important not least with a view to
the discussions with the EU countries prior to
participation in ERM2. Decisions on participation in
ERM2 and the central rate for this are made jointly by
the finance  ministers of  the euro countries, the
European Central Bank and the central bank governors
and finance ministers in ERM2 countries (at present
Denmark). Against this background it is natural for the
Riksbank to undertake analytical work that can provide
a basis for an assessment of  a reasonable central rate in
ERM2.

One important aspect of  such an analysis is an
assessment of  the krona’s path in the years ahead. This
in turn calls for an understanding of  the main driving
forces behind the krona’s long-term path.

Since 1970 the krona has depreciated about 90 per
cent against the basket of  currencies that were replaced
by the euro as of  1999.1 According to purchasing power
parity, a theory that is commonly used for determining
exchange rates, movements in nominal exchange rates
fully correspond to differences in rates of  inflation. If
so, the weak development of  the krona in these decades
would be fully explained by inflation in Sweden being
higher than the average rate in the euro area. It will be
seen from Table B1 that this was not the case: the higher
inflation in Sweden compared with the average for the

1 Opinions differ about the calculation of  the percentage depreciation in the case of
large exchange rate movements. The present figure is obtained by starting from
the value of  a synthetic euro at the beginning of  1970, that is, about 4.95 kronor,
and noting that today a euro costs about 9 kronor, which gives an increase of  about
90 per cent. Alternatively it can be said that in terms of  the euro, the value of  the
krona was about 0.202 at the beginning of  1970 and is about 0.11 today, which
means that the value of  the krona has fallen about 45 per cent.
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euro area in this period accounts for only half  of  the
krona’s depreciation. The rest  of  the krona’s
depreciation comes from a weakening of  Sweden’s real
exchange rate with the euro area. An analysis of  the
krona’s future path accordingly calls for both an
assessment of  the rates of  inflation in Sweden and the
euro area and an assessment of  the real exchange rate’s
future development.

   –
  

The real exchange rate is the relative price of  a
comprehensive basket of  goods in different countries,
in contrast to the nominal exchange rate, which is the
relative price of  the countries’ currencies. The value of
a real exchange rate is calculated in practice as a
quotient, the denominator being the product of  the
nominal exchange rate and an appropriate price index
for foreign goods and the numerator the corresponding
domestic price index. A consumer price index is often
used for such calculations but other price indexes
(baskets of  goods) may also be of  interest.

What needs to be considered, therefore, is not so
much the krona’s nominal depreciation, which as
mentioned is due in large measure to the relatively
higher inflation in Sweden, as the reasons why Sweden’s
real exchange rate with the euro area has depreciated
about 40 per cent since 1970 (Fig. B4). The real
exchange rate is commonly seen as a measure of  a
country’s international competitiveness. The weaker the
real exchange rate – the larger the amount of  domestic
goods that are needed in exchange for a given amount
of  foreign goods – the cheaper it is for foreign firms
and consumers to buy Swedish goods: the stronger is
our competitiveness. But the real exchange rate is also
a measure of  a country’s purchasing power: the weaker
the real exchange rate, the fewer the foreign goods that
can be bought in exchange for a given amount of
domestic products. These interpretations of  the real
exchange rate need to be borne in mind when assessing
a suitable ERM2 accession rate, for example. A rate
that is relatively weak can confer competitive advantages
but it also means that assets denominated in Swedish
kronor are worth less in euro.

What has economic theory to say about the main
determinants of  the real exchange rate? In that the real
exchange rate is basically a relative price, its main
explanatory variables are the fundamental conditions
for supply and demand in the domestic economy relative
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to other economies. Relative GDP growth and relative

productivity are commonly used in this context, the
hypothesis being that countries where growth and
productivity are higher also have higher price levels and
thereby stronger real exchange rates. The exact
mechanisms behind this relationship may vary but there
does seem to be empirical support.2 Sweden’s growth
trend in the past three decades is lower than for the
euro countries and this is one important explanation
for the krona’s long-term real depreciation. The real
exchange rate since 1970 is presented in Fig. B4 together
with Sweden’s GDP relative to the euro area. As
mentioned earlier, the real depreciation in this period
amounts to about 40 per cent. At the same time, the
relative level of  Sweden’s GDP is about 20 per cent
lower than three decades ago.

Another important explanatory variable for the real
exchange rate is terms of  trade, that is, the price of  exported
goods divided by the price of  imported goods. Terms of
trade can also be seen as a relative price between groups
of  goods but the comparison here refers to a more limited
selection than in the case of  the real exchange rate. A
picture of  Sweden’s terms of  trade in recent decades is
given in Fig. B5. There have been a number of  major
changes in terms of  trade that led to large movements in
the real exchange rate. The oil price shocks in the 1970s
are examples of  this, as is the clear and unexpected
worsening of  Sweden’s terms of  trade in the late 1990s,
which was partly due to a weak development of  prices in
the ICT sector.

Other explanatory variables that often feature in
economic theory and are partly interrelated are the net

external position, relative demography and public spending. Net
external debt calls for a weaker real exchange rate in order
to generate a surplus on foreign trade with which to service
and repay the debt. Sweden’s net external position
worsened in the mid 1990s and this may have contributed
to the real depreciation. In recent years, however, the net
position has improved. Both relative demography and
changes in the central government budget deficit are also
often associated with changes in the total financial balance
and thereby with the balance on current account. An
improvement in the balance on current account is often
associated with a weaker real exchange rate.

2 This is commonly described by saying that increased productivity in the sector
exposed to foreign competition creates more room for real wages in that sector; if
the sector is the wage leader, wages will also rise in the protected sector, whereupon
the price of  its goods rises; the price level in the whole economy then shifts upwards
and the real exchange rate is strengthened.

Figure B4. Real exchange rate and GDP growth
relative to the euro area.
Index: 1992 Q4=100

Relative GDP

Real exchange rate

Note. The real exchange rate is obtained as a
geometric average of the bilateral real exchange rates
between the Swedish krona and the currency of each
country in the euro area, using relative TCW weights.

Source: The Riksbank.

Figure B5. Terms of trade since 1970.
Percentage annual change

Source: The Riksbank.
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A conclusion from economic theory is that the real
exchange rate varies with changes in conditions for demand
and supply, for instance, in Sweden and the rest of  the
world. Moreover, theory as well as empirical evidence
indicate that real exchange rates appreciate in countries
where economic growth is relatively high. The relationship
can be summed up as: ”Goods cost more in rich countries.”

-  
    

   

The likely path of  Sweden’s real exchange rate with the
euro area in the coming years can be forecast with the
aid of  econometric models. In this context it is
important to bear in mind that different economic
theories advocate somewhat different relationships and
this has to be taken into account in the final assessment.
The analytic work at the Riksbank therefore uses a
number of  different models and approaches. The
forecasts obtained with some of  these models are
presented below. The models comply both with
economic criteria, in the sense that they include
variables identified by established economic theory, and
with statistical criteria, for instance that they catch a
large part of  the real exchange rate’s historical variation.

The forecasts of  the real exchange rate that these
models provide are presented in Fig. B6. The forecasts
are based in turn on forecasts of  the explanatory
variables for the coming four years; this should be borne
in mind in an analysis of  their sensitivity. All the models
suggest that the real exchange rate will appreciate but
the magnitude of  the appreciation ranges from a few
per cent to over 10 per cent.

The significance of  these expected real appreciations
for the SEK/EUR exchange rate depends on the future
path of  inflation in Sweden relative to the euro area. There
are many indications, however, that in the coming years
the rates of  inflation in Sweden and the euro area will be
approximately the same. In that case, the real forecasts
imply that the nominal SEK/EUR rate will be in the
interval between about 8.5 and somewhat over 9 kronor
in 2004 and between about 8.2 and 9 kronor in 2006.
Other assumptions about the relative paths of  inflation
give different intervals: the higher the rate of  inflation in
Sweden relative to the euro area in the coming years, the
weaker will be the SEK/EUR rate to which the interval
points.

Real exchange rate

Model 3

Model 1

Model 2

Figure B6. Model forecasts of the real
exchange rate with the euro area 2003–06.
Index: 1992 Q4=100

Note. The three forecast paths come from different
structural error-correction models of the real exchange
rate. The explanatory variables are: (1) GDP growth
relative to the euro area (GDP), net external position
(NFA), and terms of trade (TOT); (2) relative GDP gap,
TOT, the ratio between Sweden and the euro area for
the proportion of 45–59-year-olds in the population
(DEM), and relative budget surplus (BUS); (3) relative
productivity measured as the ratio between Sweden
and the euro area for CPI/PPI, DEM, BUS, and a
regime shift variable for 1993.

Source: The Riksbank.
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Forecasts of  the real exchange rate’s path in the longer
run are an important ingredient in an overall assessment
of  a suitable ERM2 accession rate. The forecasts can
be used to arrive at approximate intervals for the real
and the nominal exchange rate that are compatible with
other assessments of  macroeconomic developments. But
it should also be emphasised that it is not just the longer
term that is of  interest in this context. It is essential to
secure a stable development during ERM2 and a stable
adjustment into the monetary union. It is therefore of
great practical importance that the chosen central rate
functions properly in relation to the prevailing economic
activity, fiscal policy and so on. A central rate that is
unduly weak implies an economic stimulus for Sweden
and an inf lationary pressure that may have to be
countered with a tightening of  fiscal policy. A central
rate that is unduly strong, on the other hand, may be
too restrictive, with negative consequences for economic
growth, employment and the government finances in
Sweden.

Table B1. Nominal and real depreciation and the difference in inflation
with the euro area 1970–2001.
Per cent, annual average

Nominal depreciation 2.05

Difference in inflation between Sweden and euro area 0.94

Real depreciation 1.11

Note. The nominal SEK/EUR exchange rate is obtained as a geometric average of the
nominal exchange rates between the Swedish krona and the currency of each country
in the euro area, using relative TCW weights.

Source: The Riksbank.
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External economic activity and inflation

The international recovery is now judged to be somewhat slower.

The conditions for a global recovery are now somewhat worse
than at the beginning of  the summer and it is assumed that the
recovery will be slower than was expected earlier (Figs. 10–12).
The conditions for a recovery that is driven internally are still
considered to exist in the United States. In the euro area, on the
other hand, developments during the autumn have been somewhat
more subdued than was assumed in the October Report. The
weaker recovery in the euro countries compared with the United
States has to do, for example, with a less expansionary economic
policy, above all in Germany, and lower productivity growth. As
previously, however, the international slowdown is judged to have
reached a low and a recovery, albeit sluggish, has begun in the
United States in particular but also in a majority of  countries in
Europe.

The conditions for a domestically driven recovery are still there.

The conditions for a cautious cyclical upswing in the United States
are still in place, though the economic picture is not uniform. On
the one hand, further interest rate cuts and fiscal stimuli have
laid a foundation for stronger demand. Moreover, corporate
earnings and cash flows have improved as a result of  good
productivity growth and falling unit labour costs (Fig. 13).
Furthermore, the corporate investment ratio is below the historical
trend and the low ratio of  stocks to sales provides conditions for
increased production (Fig. 14).

On the other hand, outcome data and confidence indicators,
e.g. the purchasing managers index, suggest that after the recovery
in the spring and autumn, manufacturing output has again
slackened to some extent. Moreover, the outlook for financial
markets is still highly uncertain despite positive signals from
corporate earnings and rising equity markets in recent weeks. As
previously, American firms are therefore expected to go on cutting
costs in the near future.

Investment activity seems to be following the historical pattern
in that in the corporate sector, investment in machinery has begun
to recover, with some lag before investment in construction picks
up. New orders for investment goods also point to some
improvement in manufacturing activity. The recovery of  earnings
and cash flows is expected to contribute to a gradual, but initially
moderate, recovery in corporate investment.

Household consumption in the United States has been strong
during the slowdown. This mainly mirrors a favourable development
of  disposable income that is partly a consequence of  tax cuts that
have also contributed to increased household saving. The growth of
consumption also has to do with rising house prices and bargain
offers that have sustained car sales. The growth of  consumption is
likely to slacken in the short run. Factors behind this include a

Figure 10. United States and euro area:
purchasing managers index.
Index

United States

Euro area

Sources: ISM and Reuters.

Figure 11. United States and euro area: GDP
forecasts for 2002 at different dates.
Percentage annual change

Source: Consensus Forecasts.

United States

Euro area

Figure 12. OECD area manufacturing output.
Percentage 12-month change

United States Euro area

Japan

Sources: OECD, US Federal Reserve, Eurostat and
Japanese Ministry of International Trade and Industry.
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diminishing effect from earlier tax cuts, a relatively low need to
purchase consumer durables and the prospect of  unchanged
employment in the rest of  this year. In time, as the labour market
situation improves, it is foreseen that the growth of  private
consumption will rise again. As previously, however, a gradual
increase in household saving is also foreseen in the forecast period.

To sum up, a relatively protracted recovery is still foreseen in the
United States, with somewhat subdued growth of  private
consumption initially and a gradual recovery of  investment.

More subdued domestic demand in the euro area.

In the euro area, growth in the first two quarters this year was
driven almost entirely by net exports and stockbuilding and these
factors are expected to contribute to rising growth in the future.
The household consumption propensity was restrained early in
the year but has become somewhat stronger during the autumn.
However, this has been accompanied by some worsening of
investment prospects in the wake of  the weaker international
activity during the autumn.

A gradual recovery of  growth is foreseen in several countries
in the euro area but economic activity is judged to be weaker
than expected earlier. This is particularly the case in Germany,
where the subdued tendency is a consequence of  several factors.
The German government plans to tighten fiscal policy in order
to reduce the structural budget deficit, in accordance with the
requirements in the Stability & Growth Pact. The proposed
measures include tax increases and spending cuts as well as the
postponement of  tax cuts that were planned earlier. This is
assumed, above all in the short run, to curb economic activity,
which is already weak, and German firms are very concerned, as
is evident from, for instance, the deterioration in the German
business climate (Fig. 15). In the somewhat longer run, measures
that break the negative trend in the government finances may
lead to increased confidence in economic policy, with positive
economic effects. The incomes and earnings of  German banks
have been very weak, moreover, partly because of  the subdued
growth, which has also led to decreased demand for credit from
the general public and an increased proportion of  loans that are
not repaid. The banks’ need to cut costs and adjust structures
points to their being more restrained in providing credit. Another
indication in this direction is that the earlier state guarantees for
certain banks have been abolished, though this is positive for
competition. Together with low equity markets, this means that
corporate capital costs have risen, which dampens investment.
As Germany is an important market for a number of  European
countries, the weaker trend also affects the rest of  the euro area.
On top of  this, the protracted uncertainty in the world economy
concerning equity market trends and security policy conflicts
seems to have dampened consumer confidence appreciably.

The internal conditions for a recovery in the euro area are still
judged to be weak. Unlike the case in the United States, the slack

Figure 13. United States corporate sector:
productivity and unit labour costs.
Percentage 12-month change

Unit labour costs

Productivity

Note. Excluding agriculture.

Source: Bureau of Labor Statistics.

Figure 14. United States corporate sector
stocks ratio.
Stocks/sales
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Figure 15. Germany: manufacturing output and
business confidence (Ifo).
Percentage 12-month change and index

IFO (left scale)

Manufacturing output (right scale)

Sources: Deutsche Bundesbank and Ifo Institute.
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economic tendency in recent years has not led to an appreciable
reduction of  corporate wage costs in Europe. The labour legislation
on redundancies has contributed, for example, to many firms
preferring to retain personnel in spite of  weaker demand. This has
resulted in falling productivity and rising unit labour costs (Fig. 16).
Increased demand will therefore lead, at least initially, mainly to
higher productivity, so that future labour demand is judged to remain
subdued. This is largely in line with the historical pattern for cyclical
slowdowns in the euro area.

Inflation in the euro area has been relatively high during the
slowdown. There are a number of  explanations for this. One is rising
unit labour costs. Another is that effects of  earlier price increases,
for example in connection with the introduction of  the euro, still
seem to be leaving their mark on underlying inflation. Looking ahead,
the cyclical recovery is assumed to lead to higher productivity growth
and thereby lower unit labour costs, which should dampen inflation.
Moreover, remaining effects from earlier transitory factors are
expected to disappear by degrees in the early part of  2003. All in all,
some dampening of  inflation is foreseen in the forecast period. The
weaker growth is expected to result in lower resource utilisation (Fig.
17). But the downward effect of  this on inflation is judged to occur
gradually and after some time lag, which supports the picture of  a
moderate fall in the rate of  price increases. It is conceivable, however,
that the high inflation and unit labour costs indicate that resource
utilisation is more strained than has been assumed.

On the whole, it seems that economic policies in the euro area
are not having a stimulatory effect, in contrast to earlier slowdowns.
This contributes to the upswing being somewhat more restrained
than the historical pattern. In the coming years a more restrictive
direction of  fiscal policy is foreseen in certain countries so as not to
endanger the targets in the Stability & Growth Pact. The main
exceptions are France and Italy, where tax cuts are expected in 2003.

All in all, the GDP forecast for the euro area has been revised
downwards as a consequence of  weaker domestic demand. Looking
ahead, increased external demand is assumed to contribute to
increased corporate earnings, in keeping with the pattern in earlier
economic recoveries. Together with a stronger global investment
climate, this is judged to contribute to increased investment in the
euro area and stronger manufacturing activity. Rising equity markets
will favour both firms and households in the coming years. During
the forecast period it is foreseen that household disposable income
will benefit from somewhat lower inflation and this is also assumed
to contribute to rising consumption. A more positive labour market
development towards the end of  the period will also contribute to
this.

Domestic demand is driving the Nordic area and the United
Kingdom.

Manufacturing activity has also remained subdued in the Nordic
area and the United Kingdom. The picture is much the same as
in the United States, with growth driven by domestic demand.

Figure 16. Euro area: productivity and unit
labour costs.
Percentage annual change
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Figure 17. United States and euro area: output
gap.
Per cent of potential GDP
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Sources: OECD, IMF and the Riksbank.
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Private consumption has continued to be relatively strong and is
expected to lead the recovery initially. But with the global recovery,
the prospects for exports and investment should improve at the
same time as higher interest rates lead to a somewhat more
subdued development of  consumption, at least in the United
Kingdom and Norway.

A lack of domestic driving forces in Japan.

Economic growth in Japan in the forecast period has been revised
downwards in that consumption and investment this year are
judged to have been weaker than was assumed in the October
Report. Remaining weaknesses in the financial sector, continued
domestic deflationary pressure and growing problems with the
central government finances are tending to subdued domestic
activity. Meanwhile, somewhat poorer external demand is
assumed to worsen prospects for exports. It is mainly a large
positive contribution from stockbuilding that explains why growth
still looks like being relatively strong in the coming years. The
revised national accounts show that the GDP contribution from
stocks has been markedly negative in the past three years, so
positive contributions are foreseen in the forecast period. The
stock reductions are expected to continue but at a slower rate
than before.

The recovery in the rest of  Asia is also judged to be somewhat
more subdued than foreseen earlier. Export prospects have
deteriorated to some extent in the light of  the more restrained
recovery and neither is domestic demand expected to make further
contributions to growth in that effects of  the previously
expansionary fiscal policy are disappearing. But the economic
outlook seems to be favourable compared with earlier slowdowns
and trade in this region is generally somewhat stronger than in
the rest of  the world.

Moderate export market growth and weak international price
pressure.

All in all, world market growth is now judged to be lower, above
all in 2003, than was assumed earlier, with a rate in the forecast
period that is somewhat below the historical average (Fig. 18). In
the light of  this, some downward revision has been made to
international export prices for manufactured products.

The price of  oil has fallen since the time of  the October
Report, after rising strongly earlier this year. The fall has to do
with market assessments that an American attack on Iraq in the
near future has become less probable, accompanied by increased
production and subdued demand on account of  the global
economic slowdown. Although stocks are relatively strained, the
increased production of  oil and the somewhat more protracted
global economic recovery point to the future price of  oil being
more subdued than was assumed in the October Report. With
the weaker manufacturing activity, prices for other raw materials,
which began to recover towards the end of  2001, have also risen

Figure 18. Swedish exports: market growth.
Per cent

Annual growth

Quarterly growth

Note. The dashed curves are forecasts.

Sources: NiESR and the Riksbank.
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somewhat more slowly than expected. A continued price rise is
foreseen as demand picks up.

Table 5. International conditions.
Percentage annual change or annual level

GDP CPI

2000 2001 2002 2003 2004 2000 2001 2002 2003 2004

United States 3.8 0.3 (0.3) 2.4 (2.5) 2.9 (2.9) 3.5 (3.5) 3.4 2.8 (2.8) 1.5 (1.5) 2.0 (2.0) 2.1 (2.1)

Japan 2.2-0.9 (-0.3)-0.2 (-0.7) 1.0 (1.2) 1.5 (1.7) -0.7-0.7 (-0.7)-0.9 (-1.0)-0.5 (-0.5)-0.2 (0.5)

Germany 2.9 0.6 (0.6) 0.3 (0.5) 1.3 (1.9) 1.9 (2.0) 2.1 2.4 (2.4) 1.4 (1.5) 1.0 (1.4) 1.6 (1.6)

France 4.2 1.8 (1.8) 1.0 (1.4) 2.0 (2.4) 2.5 (2.2) 1.8 1.8 (1.8) 1.9 (1.7) 1.6 (1.6) 1.6 (1.6)

United Kingdom 3.1 2.0 (2.0) 1.6 (1.7) 2.5 (2.5) 2.6 (2.6) 2.1 2.1 (2.1) 2.1 (2.1) 2.4 (2.3) 2.5 (2.4)

Italy 2.9 1.8 (1.8) 0.4 (0.7) 1.8 (2.3) 2.4 (2.6) 2.6 2.3 (2.3) 2.6 (2.4) 2.2 (2.0) 2.0 (2.0)

Denmark 3.0 1.0 (1.0) 1.6 (1.6) 2.1 (2.2) 2.2 (2.2) 2.7 2.3 (2.3) 2.4 (2.3) 2.2 (2.2) 2.2 (2.2)

Finland 6.1 0.7 (0.7) 1.6 (1.6) 2.9 (3.1) 3.2 (3.3) 3.0 2.7 (2.7) 2.2 (2.2) 2.0 (2.0) 2.0 (2.0)

Norway 1.9 1.3 (1.3) 1.4 (1.5) 2.1 (1.7) 2.5 (2.7) 3.1 3.0 (3.0) 1.2 (1.2) 2.1 (2.1) 2.5 (2.5)

Euro 12 3.5 1.4 (1.5) 0.8 (1.0) 1.8 (2.3) 2.4 (2.5) 2.3 2.5 (2.5) 2.2 (2.2) 1.8 (1.8) 1.9 (1.9)

Sweden’s TCW

export markets 3.3 1.2 (1.2) 1.1 (1.3) 2.0 (2.3) 2.5 (2.6) 2.3 2.3 (2.3) 1.9 (1.8) 1.8 (1.8) 1.9 (2.0)

OECD 19 3.4 0.7 (0.8) 1.4 (1.5) 2.2 (2.4) 2.7 (2.8) 2.2 2.0 (2.0) 1.4 (1.4) 1.6 (1.6) 1.7 (1.8)

2000 2001 2002 2003 2004

Market growth for Swedish exports 10.9 0.8 (1.0) 1.8 (2.2) 6.3 (7.4) 7.0 (7.2)

OECD area export price

in national currency 1.2 0.4 (0.4) -0.4 (-0.4) 0.9 (1.1) 1.2 (1.3)

Crude oil price

(USD/barrel, Brent Blend) 28.4 24.5 (24.5) 24.7 (25.5) 23.9 (24.9) 22.2 (22.5)

Note. In the United Kingdom CPI stands for RPIX and in Germany, France, Italy, Denmark and
Finland for HICP. In Norway GDP refers to the mainland economy. The figures in parentheses are
the assessments in the June Report. Market growth for Swedish exports is measured in terms of
imports of goods to all countries that are recipients of Swedish exports, weighted with each
country’s share of Swedish exports of goods 2000–01.

Source: The Riksbank.
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Demand and supply

The overall picture of  the Swedish economy has not changed
appreciably in recent months. The recovery in manufacturing
does, however, seem to have slackened and business tendency data
point to future demand being somewhat weaker. The lower
international demand is expected to worsen the prospects for
Swedish exports and delay the upswing for investment. All in all,
growth in 2003 is therefore judged to be somewhat lower than
was foreseen in the October Report. GDP is assumed to rise 1.5
per cent this year, followed by 2.1 per cent in 2003 and 2.3 per
cent in 2004.

Resource utilisation is expected to be comparatively high in
the forecast period but somewhat lower than foreseen in the
October Report.  The continuation of  relatively strong
productivity growth in the second half  of  this year should dampen
inflationary impulses from rising wage costs in the short run.
Towards the end of  the forecast period, however, productivity
growth may tend to slacken.

Table 6. Demand and supply.
Percentage annual volume change

2001 2002 2003 2004

Household consumption 0.2 1.5 (1.5) 2.1 (2.0) 2.1 (2.0)

Public authorities consumption 1.4 1.6 (1.6) 0.4 (0.4) 0.7 (0.7)

Gross fixed capital formation 1.5 -3.0 (-1.9) 3.5 (3.7) 6.0 (5.0)

Stockbuilding -0.5 -0.5 (-0.5) 0.3 (0.3) 0.1 (0.1)

Exports -1.4 0.9 (1.2) 4.4 (5.0) 4.8 (4.8)

Imports -3.9 -2.1 (-1.8) 4.9 (5.1) 5.9 (5.6)

GDP at market values 1.2 1.5 (1.7) 2.1 (2.3) 2.3 (2.1)

Note. The figures in parentheses are the assessments in the October Report.

Source: Statistics Sweden and the Riksbank.

The forecast cyclical path assumes a weak third quarter.

The Riksbank’s forecast of  the quarterly path of  activity in the
period 2002–04 is presented in Fig. 19 together with earlier cycles.
The comparison shows that the forecast growth in the coming
quarters is not outstanding. The picture is supported in the short
run by an output indicator that points to a Q3 growth rate of  1.7
per cent for seasonally- and day-adjusted GDP (see Fig. 20 and
the box on p. 30).

Figure 19. GDP growth in Sweden in the six
quarters before and after a cyclical low.
Percentage annual rate

1997 Q1

2002 Q1 (outcome)

1981 Q1

1977 Q4

1993 Q3

2002 Q1 (forecast)

Note. The date against each curve is the quarter in
which the cyclical low occurred.

Sources: Statistics Sweden and the Riksbank.

Figure 20. Output indicator for 2002 Q3.
Per cent

GDP growth, seasonally- and day- adjusted

2002 Q3 forecast

Sources: Statistics Sweden and the Riksbank.
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The preliminary quarterly national accounts for Sweden are
usually published with a time lag of  more than two months.
One way of  assessing the state of  the economy sooner is to use
the information that is published on a monthly basis. With these
statistics, economic activity in the most recent quarter can be
predicted. A model for GDP changes that uses monthly data
on manufacturing output, retail turnover and hours worked in
public authorities as explanatory variables is described briefly
here.3 The choice of  variables is motivated by how GDP is
calculated from the output side. In order to catch GDP rigidity,
the model uses the previous quarter’s GDP observation.4

   
The output indicator has been estimated with the least squares
method on data for 1990 Q1 onwards. The one-step-ahead
forecasts obtained with the model outside the sample have
been evaluated for the period 1996 Q1 to 2002 Q2. The results
are presented in Fig. B7.

The deviation in the output indicator’s one-step-ahead
forecasts from the GDP outcome has generally been small.
Compared with other simple predictive models, such as a naive
forecast (no change from the previous quarter) or a forecast
based on GDP’s unconditional mean, the mean square error
of  the indicator is small.

A characteristic of  a good GDP indicator is its ability to
predict the direction of  the next quarter’s change in GDP.
For the 26 periods (1996 Q1 to 2002 Q2) for which the
direction of  the output indicator’s predictions has been
studied, the model misjudged the direction six times and
judged correctly 20 times. In other words, the model judged
the direction of  the change correctly in 77 per cent of  the
cases.

For 2002 Q3, the output indicator predicts a GDP growth
rate of  1.7 per cent in annual terms, which is 0.1 percentage
point higher than the prediction for Q2.

3 The data on hours worked are published sooner than the figures on manufacturing output
and retail turnover. In order to obtain the forecast even earlier, manufacturing output and
retail turnover in the third month of  the quarter can be based on business tendency data
(from the National Institute of  Economic Research) and a quick index (from the Research
Institute of  Trade), respectively. The indicator is then available about one month earlier
than when the corresponding indicator model is strictly based on monthly statistics or on
Statistics Sweden’s activity index.

4 Estimated on the whole of  the period from 1990 Q1 to 2002 Q2, the output indicator
gives the following result:

where the variables on the right-hand side are constructed as the sum of  each quarter’s
monthly observations. The figures in parentheses are the standard error of  the coefficient.

tt
(7.36x10-4) (0.0941)(0.0744)(0.0438)(0.0310)

∆BNP
t
 = 8.31x10-4 + 0.146∆IP

t + 0.133∆OMSdh + 0.0998∆AToff   + 0.499 ∆BNP
t-1 + 

ε
t  
,

Figure B7. The indicator’s historical forecasts
together with seasonally- and day-adjusted
GDP.
Percentage annual change

Sources: Statistics Sweden and the Riksbank.
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The recovery has tended to slacken.

The spring increase in manufacturing activity has been followed
by a fall-off  during the summer and autumn (Fig. 21). The latest
business tendency survey from the National Institute of  Economic
Research and the index of  manufacturing output indicate that
the volume of  manufacturing output hardly changed between Q2
and Q3 this year. The demand situation has deteriorated for a
majority of  industries, mainly because export demand has
slackened. One explanation for the latter may be the weak
economic tendency in the euro area.

Construction activity also slackened in Q3 and construction
companies seem to have become more pessimistic about the future.
In the services sector, activity has continued to strengthen in the
car trade and retailing. Although the Q3 outcome was something
of  a disappointment for retailers, their optimism about Q4 sales
is unchanged. For computer consultants and other business
services, the order situation is still weak.

Higher growth for foreign trade in 2003 and 2004.

Exports of  goods in the first half  of  this year were 2.8 per cent
higher than in the first half  of  2001. Outcomes since then show
that exports are no longer rising (Fig. 22). The foreign trade
statistics point to a Q3 fall of  almost 1 per cent for exports of
goods compared with the same quarter a year earlier. This suggests
that this year’s annual export growth will be somewhat lower than
was foreseen in the October Report.

After virtually no world market growth for Swedish goods last
year, an increase of  around 2 per cent is expected in 2002. Higher
growth rates of  about 6.5 per cent and 7 per cent are then foreseen
in 2003 and 2004. However, market growth is judged to be
somewhat weaker than was foreseen in the October Report,
though that is countered to some extent by a somewhat more
favourable picture of  relative prices for Swedish exports. Volume
growth for exports of  goods is judged to be about 2 per cent this
year, followed by around 5 per cent in both 2003 and 2004. The
volume of  services exports is expected to fall about 3 per cent
this year and then rise by approximately 2 per cent in 2003 and 4
per cent in 2004, which is the same assessment as in the October
Report.

The weaker tendency for exports and investment is judged to
make imports of  goods somewhat more subdued as well. Imports
of  goods are expected to fall more than 1 per cent this year and
then rise almost 5 per cent in 2003 and approximately 6 per cent
in 2004. A fall of  about 4 per cent is foreseen for imports of
services this year, followed – as imports of  goods and growth in
Sweden pick up – by annual increases of  over 5 per cent in the
rest of  the forecast period, which is the same assessment as in the
October Report.

All in all, the GDP contribution from net exports is judged to
be markedly positive this year, followed by very small contributions

Figure 21. Manufacturing output.
Index: 1995=100

Seasonally adjusted index

Seasonally-adjusted
and smoothed index

Figure 22. Volume exports and imports of
goods.
Smoothed percentage 12-month change

Exports

Imports

Sources: Statistics Sweden and the Riksbank.
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in 2003 and 2004. In all three years the expected contributions
are somewhat smaller than foreseen in the October Report. The
current account is assumed to show substantial surpluses
throughout the forecast period.

Strained public finances in 2003.

The Riksdag has decreed that the target for the public finances is
an annual surplus of  2 per cent over an economic cycle. With the
weaker economic prospects, the 2 per cent level will probably
not be met in the forecast period. The surplus is now expected to
be somewhat smaller than was assumed in the October Report.
The surpluses generated in the pension system will not suffice to
bring the total surplus on the public finances up to 2 per cent of
GDP. The local government sector as a whole is assumed to meet
the requirement that financial deficits are eliminated but the
deficit in the central government sector is calculated to grow as a
combined result of  lower tax revenue and increased spending on
sickness and unemployment.

The weaker economic outlook also entails a risk that the ceiling
on central government spending will be exceeded. The Riksbank’s
assessment presupposes, however, that the ceiling is not exceeded
and that to that end certain economies will be made in central
government consumption, investment and transfers in order to
limit the growth of  expenditure in 2003. The development of
absenteeism for illness, which leads to rising central government
expenditure and a curb on labour supply, is particularly alarming.

Weak growth of disposable income in 2003.

Although employment has been weaker than last year, the growth
of  household disposable income in 2002 is expected to reach 5.0
per cent, partly due to tax cuts. Such a strong increase has been
recorded only a few times in recent decades. In 2003, employment
in terms of  hours worked is expected to pick up and wage increases
are assumed to average 3.9 per cent. But owing to increased taxes
and spending cuts, next year’s increase in households’ real income
is expected to stop at about 1 per cent. In 2004 a moderate
increase of  about 2 per cent is foreseen for real disposable income.

The growth of household consumption is in line with earlier
assessments.

Since the time of  the October Report there has been some
increase in the real wealth of  households and the repo rate has
been lowered. Asset prices have risen for equity as well as houses.
But households’ expectations are somewhat more subdued (Fig.
24). All in all, household expenditure on consumption is now
judged to rise marginally more in 2003 and 2004 than was
foreseen in October, namely by 1.5 per cent this year and 2.1 per
cent in both 2003 and 2004.

Marginal changes to the forecasts of  income and consumption
point to the savings ratio being much the same as was expected
in the October Report.

Figure 23. Household consumption decomposed
into durable/semi-durable goods and non-durable
goods plus services.
Percentage annual change, constant (1995) prices

Durable and semi-durable goods

Non-durable goods plus services

Source: Statistics Sweden.

Figure 24. Households’ expectations of their
own economy, Sweden’s economy and
unemployment.
Net balance

Note. The levels of households’ purchasing plans (HIP)
are difficult to interpret because the survey’s
procedures were changed as of January 2000 and
again as of January 2002.

Sources: National Institute of Economic Research and
Statistics Sweden.
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Weak public consumption in 2003.

Neither has the appraisal of  public consumption changed
appreciably since the time of  the October Report. The growth
of  public consumption is judged to be weak in 2003 on account
of  the strain on the central government finances; a fall is foreseen
for central government consumption. Relatively weak growth of
public consumption is also foreseen in 2004, though not as weak
as in 2003.

The Government decision to prolong the temporary support
for local government employment by an additional year is
expected make some positive contribution to local government
employment in 2003. To some extent, however, this is countered
in that the cancellation of  the third year of  the Municipal
Workers’ Union’s wage agreement is expected to lead to wage
increases in 2003 being somewhat higher than was foreseen in
the October Report. It is assumed that the tax increases
announced by municipalities and county councils will be used
mainly to cover existing deficits, not the increased wage costs that
may arise from the re-negotiation of  the agreement’s third year.
All in all, somewhat upward revision has been made to local
government consumption in 2003.

Investment picks up in 2003 and 2004.

Total gross fixed capital formation in the first half  of  this year
was 0.9 per cent lower than a year earlier. The fall came from
corporate investment.

Although the financial markets may be tending to stabilise,
the subdued economic recovery in Sweden suggests that the
expected upswing for investment will come somewhat later than
was foreseen in the October Report. But it is still considered that
rising demand and improved prospects for profits will lead to rising
investment activity in 2003 and 2004. Moreover, market interest
rates are assumed to be somewhat lower than the October Report
allowed for, partly because the repo rate is now lower, and this
tends to stimulate capital formation.

Subdued employment trend in 2003 and 2004.

The labour market has been somewhat stronger than expected
earlier. The labour force surveys show that the level of
employment in the first three quarters of  2002 was 0.1 per cent
higher than in the corresponding period last year.

The contraction of  employment in manufacturing has
continued in recent months and employment in the rest of  the
corporate sector has also been weak. But the number employed
in the public sector has gone on rising.

During 2003 and 2004, however, some fall is foreseen in public
sector employment. The prolongation of  the temporary support
should tend to raise local government employment but this is
countered by recruitment problems, high wage increases and
strained finances.

Figure 25. Persons in employment and new
vacant jobs with a duration of more than
10 days.
Percentage annual change

New job vacancies (left scale)

Employment (right scale)

Note. Series expressed as moving three-month mean.

Source: National Labour Market Board.
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The latest business tendency survey from the National Institute
of  Economic Research indicates that corporate sector demand
for additional labour is currently weak. A majority of  industries
and construction firms are rather more inclined to reduce
personnel in the future. In the service industries there is the
prospect of  little change in employment. Weak prospects are also
indicated by the development of  job vacancies reported to the
employment offices (Fig. 25). All in all, some fall in corporate
sector employment is foreseen in 2003, followed by a moderate
increase in 2004.

The labour force surveys show that the number of  hours
worked has gone on falling in recent months. This means that
mean working time (average hours worked per person in
employment) has continued to fall. One reason for this is a further
increase in absenteeism for illness, care of  children and holidays,
for example.5 Another is that overtime and regular working time
went on falling in the first three quarters of  this year from the
corresponding period a year earlier.6 So the fall in working time
per person at work has also continued. The recent developments
warrant some downward revision of  mean working time in 2002.
Although some wage agreements include provisions for further
cuts in working hours in 2003, the tendency for mean working
time to shorten is expected to cease during 2003 and 2004, mainly
because the economic recovery should result in increased
overtime.

Productivity growth was very weak in 2001 but in the first
half  of  this year output rose while the number of  hours worked
fell, which implies higher productivity. A continuation of  good
productivity growth is foreseen in the rest of  this year, in keeping
with a normal cyclical development. Towards the end of  the
forecast period it is foreseen that productivity growth will be
somewhat lower and in line with the rate that is judged to be
compatible with potential output’s long-term trend.

A marginal increase in the labour force is foreseen in the
forecast period. A favourable increase in the economically active
population is countered in that early retirement and the number
long-term sick are judged to go on rising, albeit at a slackening
rate. Moreover, the strong increase in the population aged 16–19
years, for example, implies a larger number of  students. Some
increase in the number participating in labour market
programmes is expected this year, followed by a fall as labour
market prospects improve towards the end of  2003. As the labour
market situation is now judged to be somewhat weaker next year,
however, the number of  participants in programmes in 2003 and
2004 is likely to be somewhat higher than was foreseen in the
October Report.

5 Measured as the total annual number of  hours worked (from the national accounts) divided by
the average number in employment (from the labour force surveys).

6 The term regular hours usually refers to the time the employee has agreed to work for the
employer.

Figure 26. Labour force, employment and open
unemployment.
100s of persons and per cent

Labour force (left scale)

Employed (left scale)

Unemployment (right scale)

Note. Seasonally-adjusted series. Riksbank forecast
2002 Q3–2004 Q4.

Sources: Statistics Sweden and the Riksbank.

Figure 27. Econometric estimates of the output
gap.
Per cent of potential GDP

UC

PF

H-P

Note. H-P stands for the Hodrick-Prescott (or
Whittaker-Henderson) filter, UC is the unobserved
components method and PF is the production function
approach.

Sources: Statistics Sweden and the Riksbank.
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All in all, employment is expected to be unchanged this year
in that outcomes have been somewhat stronger than expected.
The present assumption of  somewhat weaker demand means that
the recovery in the labour market is not expected to start until
the end of  2003 (Fig. 26).

Resource utilisation remains high in the forecast period.

The output gap is one of  several indicators of  total resource
utilisation. The combined picture from the three different
estimations of  the gap points to some increase in resource
utilisation in Q2 this year (Fig. 27). If  the Q3 outcome is consistent
with the Riksbank’s forecast, resource utilisation will probably
have eased again.

According to the latest business tendency survey from the
National Institute of  Economic Research, capacity utilisation in
manufacturing was unchanged from the previous survey, while
the figures from Statistics Sweden show some increase. There was
some further increase in the proportion of  firms reporting
machinery and plant as their primary bottleneck, while the
proportion with labour as the primary bottleneck had decreased
(Fig. 28).

Labour shortages are also indicated by the business tendency
data on the proportion of  firms reporting a shortage of  particular
categories of  labour. In the latest survey, the reported shortages
were historically low for virtually the whole of  the private
corporate sector (Fig. 29). This suggests that firms have little need
to recruit additional labour.

Parts of  the public sector have shortages of  certain categories
of  labour. A report from the National Labour Market Board, Var

finns jobben 2002/2003? (Where are the jobs in 2002–03?), shows
that unemployment has decreased markedly in health and medical
care, for example; the same applies to partial unemployment in
care. According to the National Institute’s latest tendency survey,
more than half  of  the county councils and municipalities are
experiencing labour shortages in medical care, child care and
care of  the elderly and disabled. Resource utilisation is assumed
to remain high but the public sector’s demand for labour is
expected to be subdued by the combination of  relatively high
wage increases there and budget restrictions.

The combined assessment of  unemployment, estimated output
gaps and shortages points to total resource utilisation remaining
comparatively high in the forecast period. But the picture is by
no means uniform. And compared with the assessment in the
October Report, resource utilisation is now judged to be somewhat
lower.

The rate of wage increases next year is judged to be marginally
higher as a consequence of the cancellation of the municipal
workers’ agreement.

The wage level rose about 3.7 per cent in the first eight months
of  this year. However, the available wage statistics are preliminary

Figure 28. Proportion of firms with either
machinery and plant capacity or labour as the
primary bottleneck.
Per cent

Machinery and plant

Labour

Source: National Institute of Economic Research.

Figure 29. Labour shortages according to
business tendency surveys.
Net balance

Manufacturing, skilled labour

Manufacturing, salaried technicians

Construction

Computer consultants and services, competent
personnel

Business services, competent personnel

Source: National Institute of Economic Research.
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and will be revised upwards when retroactive disbursements, for
example, are included. In 2001 the retroactive disbursements were
high during November and December in particular. But as
relatively fewer agreements have been re-negotiated this year, the
aggregate figure for retroactive disbursements is expected to be
smaller than in 2001. The annual wage rise this year is judged to
be 4.1 per cent.

At the end of  October the Municipal Workers’ Union
cancelled the third year of  the wage agreements with the
Association of  Local Authorities and the Federation of  County
Councils (see also the box on pp. 38–42). No other trade union
has yet cancelled wage agreements and the labour market situation
in the corporate sector makes it reasonable to suppose that this
will not happen.

As there is a statutory obligation to eliminate local government
deficits and a majority of  county councils and municipalities have
strained finances, it will be difficult for the Municipal Workers’
Union to negotiate more sizeable wage increases. Against this
background, wage increases in the local government sector in
2003 are judged to be only somewhat higher than was envisaged
in the October Report. Neither is the expected outcome of  the
Municipal Workers’ Union’s negotiations expected to have any
appreciable effect on wage formation in the rest of  the economy.
All in all, wages are judged to rise 4.1 per cent this year, followed
by 3.9 per cent in 2003 and 4.1 per cent in 2004. The slight
downward tendency in the rate of  wage increases this year and
next is partly a consequence of  the profile of  the three-year
settlements that are current for large groups in the labour market.

Other wage costs, which include negotiated employer
contributions, are assumed to increase total wage costs by about
1 per cent in 2003. This has to do with the equity market fall in
recent years, which has led the Board of  Alecta, a company that
administers service pensions, to take measures to raise the
company’s consolidation now that assets have decreased relative
to pension commitments. Among other things, the present 15
per cent discount on retirement and family pensions will be
discontinued as of  2003. The increased premiums, which apply
to a large proportion of  white-collar employees in the corporate
sector, are calculated by Alecta to be equivalent to about 2 per
cent of  white-collar wage costs. For similar reasons AFA, a
company that administers collective insurance for corporate sector
and local government blue-collar workers and others, has
indicated that the premiums for this may have to be increased.
The increases would be equivalent to about 0.5 per cent of  blue-
collar wage costs in the corporate sector and about 1 per cent in
the local government sector. The main scenario assumes that the
increased premiums add approximately 1 percentage point to the
change in unit labour costs in 2003. No effects on unit labour
costs are foreseen at present in 2004 but the impact of  the higher
wage costs on wage negotiations in that year is naturally uncertain.

New wage agreements are due in 2004 for more than two
million employees, which also adds to the uncertainty in the wage
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forecast for that year. The combination of  rising labour costs in
2003 and a relatively low profit share is judged to result in wage
increases in 2004 that are somewhat lower than foreseen in the
October Report. However, the cancellation of  the third year of
the municipal workers’ agreement raises the possibility of
demands for compensation from trade unions intent on
maintaining or improving their relative wage level and this could
affect the outcome of  the 2004 round of  wage negotiations. It is
also conceivable that the cancellation of  the municipal workers’
agreement is an indication that the labour market functions
somewhat worse than expected for a given level of  employment.

Table 7. Labour market forecast in the main scenario.
Percentage annual change or per cent of labour force

2001 2002 2003 2004

Nominal wage 4.3 4.1 (4.1) 3.9 (3.8) 4.1 (4.2)

Other wage costs* 0.9 0.3 (0.3) 1.0 (0.0) 0.0 (0.0)

Labour productivity 0.7 2.0 (2.1) 2.0 (2.0) 1.9 (1.8)

Unit labour costs 4.2 2.4 (2.2) 2.8 (1.8) 2.1 (2.4)

Number employed 1.9 0.0 (-0.2) -0.3 (0.0) 0.3 (0.3)

Hours worked 0.5 -0.5 (-0.5) 0.1 (0.3) 0.3 (0.3)

Mean working time -1.4 -0.6 (-0.3) 0.4 (0.3) 0.0 (0.0)

Open unemployment (per cent) 4.0 4.0 (4.1) 4.3 (4.3) 4.3 (4.3)

Labour market programmes
(per cent of adjusted
labour force) 2.5 2.6 (2.5) 2.6 (2.4) 2.4 (2.2)

Note. The figures in parentheses are the assessments in the October Report.

* The item Other wage costs is calculated as the annual change in the labour costs index less the
annual rate of wage increases in the corporate sector and is used here as an approximation for the
total economy. Besides statutory and negotiated employer contributions, the item includes, for
example, the specific wage tax, sick wages, weekend wages, holiday wages, changes in working time
for salaried employees, cash compensation and benefits in kind.

Sources: National Labour Market Board, Statistics Sweden and the Riksbank.

The assessed development of  wages and productivity implies that
the rate of  increase in unit wage costs, which is crucial for domestic
inflationary pressure, will be higher in the near future than was
foreseen in the October Report. At the same time, the paths for
prices and unit labour costs point to a further fall in the profit
share this year, followed by some increase after that. In a historical
perspective, the profit share will continue to be relatively low in
the forecast period (Fig. 30).

Figure 30. Profit share.
Per cent of GDP at factor values

Note. The horizontal line represents the mean for the
period 1970–2001; 2002–04 forecast.

Sources: National Institute of Economic Research,
Statistics Sweden and the Riksbank.
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On 22 October the board of  the Municipal Workers’
Union (MWU) decided to cancel the third year (the
period from April 2003 to March 2004) of  the wage
settlements with the Association of  Local Authorities,
the Federation of  County Councils and other employer
organisations. These settlements, which were concluded
in 2001 and cover about 450,000 full-time employees
in the local government sector, gave negotiated wage
increases of  3.8, 3.7 and 3.5 per cent, respectively, in
the three twelve-month periods from April 2001 to
March 2004. Of  the settlements in the 2001 negotiating
round, the MWU agreement was one of  those that gave
most in negotiated wage increases, in keeping with the
intentions in the Trade Union Confederation’s platform
for agreements (see Inflation Report 2001:2, Table 6 on
p. 20). In the course of  the 2001 negotiations, MWU
had already demanded than in the long run the average
level of  its members’ wages was to be on a par with that
of  engineering workers. MWU has assessed that in 2002
the average wage level of  its members is about 84 per
cent of  the average for engineering workers.7 The
demand concerning long-term wage development is
included in MWU’s new claim and implies that ¼ of
the difference is to be made up during the 2003
settlement year. In practice this means that the wage
outcome for MWU’s members in 2003 will need to be
about 4 percentage points higher than the outcome for
engineering workers.

MWU’s cancellation of  agreements shows that
relative wages are an important factor in wage
negotiations. Sector, industry and occupational
differences in wage developments are normal and can
be explained in terms of  market conditions as well as
institutional factors. For one thing, the wage level in a
particular labour market may need to be adjusted for
changes in demand or supply in that market. Such
factors as technology, labour skills and capital intensity
also affect wage developments. For another, institutional
factors such as the extent to which the negotiating system

7 See Kommunal (Municipal Workers’ Union) (2002), Kommunalernas löner –

Underlag till avtalskonferenserna (MWU members’ wages – Material for the
conferences on wage agreements).
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is centralised may be important for relative wage
developments. A centralised negotiating system, for
example, may lead to wage differences between groups
in the labour market that are smaller than with a
negotiating system at industry level. One reason for this
is that negotiations at industry level are more attuned
to the wage-paying capacity of  the industry in question.
From the second half  of  the 1990s, wage formation has
been determined locally to a growing extent. Finally,
the development of  public sector wages is influenced
by central and local government budget constraints.

So how have relative wages developed in the Swedish
labour market? Relative wage developments for some
labour market sectors and groups since 1993, derived
from Statistics Sweden’s conjunctural wage statistics, are
shown in Fig. B8. According to these statistics, which
go back to the beginning of  the 1990s, the average wage
in the municipal sector has not kept up with the average
levels for other sectors and groups.8 Since mid 2000,
however, the level in the municipal sector has moved
closer to the average blue-collar wage in the corporate
sector. During the 1990s the average levels of  white-
collar wages in the county council, central government
and private sectors have developed more favourably
than the averages for other labour market groups.

In the longer run, the average wage for local
government employees (municipalities and county
councils combined) has fallen since 1970 relative to the
average for manufacturing workers. So have the levels
for employees in construction, transportation and the
central government sector, for example (Fig. B9). In
trade, banking and insurance enterprises, on the other
hand, the average wage has risen more rapidly than the
average blue-collar wage in manufacturing (Fig. B10).

Market-related factors explain a large part of  relative
wage developments in the Swedish labour market. In
local government, another contributory factor may be
that increased responsibilities have weakened the wage-
paying capacity here. Institutional factors may also have
played a part. One is the shift from central to industry-
level negotiations in connection with the 1983 round
of  wage agreements.

8 Municipal employees are represented by the Municipal Workers’ Union, the
Union of  Local Government Officers, the Association of  Graduates in Social
Science, Public Administration, Economics & Social Work, the Alliance (of  12
professional associations), the National Federation of  Teachers, the Teachers’
Union, the Medical Association and others.

Figure B8. Wages for specific sectors and
groups relative to total wages.
Index: 1992=100

Corporate sector, blue-collar

Corporate sector, white-collar

Central government

County councils

Municipalities

Note. Seasonally-adjusted series, moving six-month
mean. The wage statistics for 2002 do not yet include
retroactive disbursements to central government
employees, for example. The index for the total wage
level is constructed with current wage-bill weights.

Sources: Statistics Sweden and the Riksbank.
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What are MWU’s possibilities of  obtaining higher
negotiated wage increases in new agreements with the
Association of  Local Authorities and the Federation of
County Councils? According to a survey produced for
the newspaper KommunAktuellt (Local Government
News), 128 of  Sweden’s 287 municipalities state that
this year they will not or may not manage to meet the
statutory requirement that their budget does not show
a deficit.9 A number of  county councils, including Skåne
and Stockholm, also have financial problems. The
limited wage-paying capacity among municipalities and
county councils speaks against sizeable wage increases.
On the other hand, labour shortages are appreciable in
a number of  municipalities.

The cancellation of  MWU’s agreement and the
probability of  a somewhat higher negotiated outcome
for the Union’s members in 2003 are relevant for
monetary policy in so far as they affect wage formation.
There are at least three conceivable effects: (i) other trade
unions choose to cancel their agreements; (ii) local wage
formation is affected; and (iii) other trade unions demand
compensation in the 2004 round of  wage negotiations.

What is the risk of  other agreements being cancelled
and to what extent is this feasible with respect to existing
labour market agreements? According to the National
Mediation Institute, the possibility of  cancelling the final
year of  agreements exists for not quite 70 per cent of
corporate sector employees.10 In the public sector, in
addition to the MWU agreement, cancellation is allowed
under the agreements for employees in the central
government sector, municipal energy companies and the
post office, for example (Table B2). In a number of  major
agreements, on the other hand, there are no provisions
for cancellation; these include wholesale and retail trade,
hotels and restaurants, cleaning services, most blue-collar
groups in construction and power plants. No other
agreements have been cancelled to date. Large industrial
trade unions such as Metal (metalworkers) and SIF
(clerical and technical employees), for example, have
chosen not to use the possibility of  cancelling the third
year of  their wage agreements with the Association of
Engineering Industries. The weaker labour market in
much of  manufacturing makes it less probable that other
agreements in this sector will be cancelled in the future
(Fig. B11).

9 Wikstrand, M. (2002), Rekordmånga missar balans i år (Record number fail to
balance this year), KommunAktuellt, 14 November.

10 See the annual report from the National Mediation Institute, Avtalsrörelsen och

lönebildningen 2001, Stockholm 2002.

Figure B9. Wages for specific sectors and groups
relative to the industrial blue-collar wage.
Index: 1970=100

Construction, blue-collar

Transportation

Manufacturing, white-collar

Construction, white-collar

Central government

Sources: National Institute of Economic Research
(1970–92) and Statistics Sweden (1993–2001,
conjunctural and structural wage statistics).

Figure B10. Wages for specific sectors and
groups relative to the industrial blue-collar wage.
Index: 1970=100

Trade, blue-collar

Trade, white-collar

Bank sector

Insurance sector

Sources: National Institute of Economic Research
(1970–92) and Statistics Sweden (1993–2001,
conjunctural and structural wage statistics).
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Table B2. Possibilities of cancelling wage agreements.

Sector, industry or group. No. of full-year employees Latest cancellation date Dare when agreement would then expire

Financial consultants 1 400 30 Sep 2002 31 Dec. 2002

Engineering, b&w 300 000 31 Oct. 2002 28 Feb. 2003

Local government, blue-collar 450 000 31 Oct. 2002 31 March 2003

Textiles, w 3 700 31 Oct. 2002 31 March 2003

Building materials, b 6 600 31 Oct. 2002 30 April 2003

Total 760 300 31 Oct. 2002

Pulp and paper, b&w 34 500 30 Nov. 2002 28 Feb. 2003

Allochemicals, chemicals, b&w 33 000 30 Nov. 2002 31 March 2003

Steel and non-ferrous metals, b&w 49 500 30 Nov. 2002 31 March 2003

Mining, b 4 600 30 Nov. 2002 31 March 2003

Sawmills, b 8 500 30 Nov. 2002 31 March 2003

Wood products, b 25 000 30 Nov. 2002 31 March 2003

Sawmills and wood products, w 10 000 30 Nov. 2002 31 March 2003

Auto dealing and servicing, b&w 30 500 30 Nov. 2002 31 March 2003

Food products and building materials, w 50 000 30 Nov. 2002 31 March 2003

Laundries* 2 100 30 Nov. 2002 31 March 2003

Food products, b 25 000 30 Nov. 2002 30 April 2003

Bakeries, b 6 500 30 Nov. 2002 30 April 2003

Total 247 700 30 Nov. 2002

Municipal energy companies etc. 30 000 31 Dec. 2002 31 March 2003

Journalists 6 000 31 Dec. 2002 31 March 2003

Services and media companies, w 71 000 31 Dec. 2002 31 March 2003

Construction, w 16 000 31 Dec. 2002 31 March 2003

Rail transport 15 000 31 Dec. 2002 31 March 2003

Transportation, w 14 000 31 Dec. 2002 30 April 2003

Printing, w 6 500 31 Dec. 2002 30 April 2003

Central govt. sector, SECO 25 000 31 Dec. 2002 30 June 2003

Central govt. sector, SACO-S 66 0000 31 Dec. 2002 30 June 2003

Central govt. sector, OFR 100 000 31 Dec. 2002 30 June 2003

Social insurance offices 14 500 31 Dec. 2002 30 June 2003

Total 364 000 31 Dec. 2002

Electricians 16 000 31 Jan. 2003 31 March 2003

Pharmacies 11 000 31 Jan. 2003 30 April 2003

Agriculture, b 5 000 28 Feb. 2003 31 May 2003

Explosives, b 1 100 28 Feb. 2003 30 June 2003

Textiles and clothing 6 200 31 May 2003 31 Oct. 2003

Post office 41 000 30 June 2003 30 Sep. 2003

Glass products 1 000 31 June 2003 30 Nov. 2003

Total 81 300 Jan–July 2003

Note. w=white-collar employees, b=blue-collar employees; SEKO=Union of Service & Communication Employees; SACO-S=Confederation of
Professional Associations, Central Government Section; OFR=Public Employees’ Negotiation Council. *Assuming that other settlements covered by the
general manufacturing agreement are cancelled.

Source: National Mediation Institute.

11 Significant effects on the rate of  industrial blue-collar wage drift have been demonstrated
for various indicators of  the labour market situation in econometric estimations; see e.g.
Friberg, K. & Uddén Sonnegård, E. (2001), Changed wage formation in a changing
world?, Sveriges Riksbank Economic Review 1, pp. 42–69.

Another risk is that the cancellation of  the MWU agreement
will affect future local wage formation. Wages are set mainly
locally for a large proportion of  employees. Studies suggest that
local wage formation is influenced above all by the prevailing
state of  the labour market.11 The weaker labour market in a
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majority of  sectors is therefore likely to overshadow any
demands for relative wage compensation.

A further risk is that the cancellation of  the MWU
agreement will affect the outcome of  the 2004 round of
wage negotiations. It is above all the Trade Union
Confederation’s coordination of  demands in the run up
to the 2004 negotiations that may be affected. The 2004
round is expected to yield new agreements for more than
two million employees. If  the MWU obtains high
negotiated wage increases, demands for compensation
may come from trade unions that want to maintain (or
improve) their relative wage position.

It has been very unusual for agreements in the Swedish
labour market to be cancelled. The few instances of  earlier
cancellations concerned comparatively small trade unions.12

As MWU’s cancellation involves many more employees, it
is difficult to make historical comparisons. However, the wage
spread between sectors in the Swedish economy has been
investigated in several studies, though none of  them reported
significant effects of  wage spreads from the municipal to
the corporate sector. But Holmlund & Ohlsson (1992) and
Jacobsson & Ohlsson (1994) did find a significant effect of
wage spreads from the municipal to the central government
sector and the former also showed a significant effect between
the central government and the corporate sector, which
means that wage increases can spread from the municipal
to the corporate sector via the central government sector.13

However, the study by Tägström (2000) found no significant
wage-spread effects at all from the municipal sector.14

In conclusion, a number of  factors suggest that effects
on wage formation from the cancellation of  MWU’s
agreements are likely to be small. Examples of  such factors
are that no other trade union has yet chosen to cancel its
agreements, that a number of  large trade unions do not
have the option of  cancelling agreements and that relative
wage increases for MWU members have been accepted in
the past by unions af filiated to the Trade Union
Confederation. Moreover, large parts of  the corporate
sector labour market are weaker than at the time of  the
previous round of  wage negotiations (Fig. B11).

12 Agreements have been cancelled before, for example for employees in mining,
laundries and pharmacies (for the numbers of  full-year employees in these cases see
Table B1). The renegotiations gave these groups somewhat higher negotiated wage
increases in the final period of  the agreement but no other trade unions put forward
demands for compensation in connection with or after these increases.

13 Holmlund, B. & Ohlsson, H. (1992), Wage linkages between private and public
sectors in Sweden, Labour 6 (2), pp. 3–17, and Jacobson, T. & Ohlsson, H. (1994),
Long-run relations between private and public sector wages in Sweden, Empirical

Economics 19 (3), pp. 343–360.

14 Tägström, S. (2000), The wage spread between different sectors in Sweden, Sveriges

Riksbank Economic Review 4, pp. 77–82.

Figure B11. Number employed in selected
sectors.
Percentage 12-month change

Manufacturing

Construction

Trade

Hotels and restaurants

Credit and insurance institutions

Real estate and consultancy

Source: Statistics Sweden.
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Inflation expectations
Inflation expectations among households and firms are an
important factor in the Riksbank’s monetary policy analysis. Their
inf luence on price and wage formation can have direct
consequences for inflation. An increase in inflation expectations,
for example, can lead to higher wage demands that may push
inflation up. These expectations are conditioned by a number of
factors, including the Riksbank’s communications and actions.

Since the time of  the October Report, households have
adjusted their expectations of  inflation one year ahead downwards
by 0.1 of  a percentage point to 2.2 per cent. Firms also revised
their inflation expectations downwards in October according to
the business tendency survey from the National Institute of
Economic Research. The expected rate of  inflation 12 months
ahead is now 1.6 per cent, which is 0.2 of  a percentage point
lower than in the previous measurement (Fig. 31).

The downward tendency is confirmed by Prospera’s latest
survey in November, which shows that the expectations of
inflation, in both the short and the longer run, of  all the surveyed
groups are virtually unchanged from or somewhat lower than in
the October survey (Table 8). The expectations of  money market
players are currently at the inflation target, while those of  other
groups are still somewhat above the target.

On the other hand, inflation expectations derived from market
prices, using implied forward interest rates, are now marginally
higher than at the time of  the October Report. Inflation two years
ahead is currently expected to be 2.1 per cent. Over the somewhat
longer run, however, the two-year expectations have clearly swung
downwards. Having risen very rapidly in the first half  of  this
year, they have fallen back as actual inflation and economic
prospects have become more subdued. Since the October Report
the five-year expectations have moved up 0.1 of  a percentage
point to 2.2 per cent (Fig. 32).

Figure 31. CPI and inflation expectations of
households and firms.
Per cent

CPI

Households (Statistics Sweden)

Households (National Institute of Economic Research)

Firms

Note. The curve for expectations has been displaced 12 months into the

future to coincide with the CPI outcomes to which the expectations refer.

The procedure for collecting households’ purchasing plans was changed in

January 2002.

Sources: National Institute of Economic Research and Statistics Sweden.

Figure 32. Expectations of inflation two and
five years ahead derived from implied forward
interest rates.
Per cent

Source: The Riksbank.
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Table 8. Expected 12-month rates of inflation.
Per cent

1 year ahead

Money market agents 2.0 (-0.2)

Employer organisations 2.2 (-0.2)

Employee organisations 2.3 (0.0)

Purchasing managers, trade 2.3 (-0.1)

Purchasing managers, manufacturing 2.5 (0.0)

Households (HIP) in October (September) 2.2 (-0.1)

Firms (business tendency survey) in October (July) 1.6 (-0.2)

2 years ahead

Money market agents 2.1 (0.0)

Employer organisations 2.2 (-0.2)

Employee organisations 2.3 (0.0)

Purchasing managers, trade 2.4 (0.0)

Purchasing managers, manufacturing 2.6 (0.0)

5 years ahead

Money market agents 2.1 (0.0)

Employer organisations 2.2 (0.0)

Employee organisations 2.2 (-0.2)

Purchasing managers, trade 2.5 (0.1)

Purchasing managers, manufacturing 2.5 (-0.1)

Note. Unless indicated otherwise, the data are based on Prospera’s survey in November 2002.
The figures in parentheses are the change in percentage points from the previous survey.

Sources: National Institute of Economic Research and Prospera Research AB.

To sum up, expectations of  inflation in both the short and the
longer run have fallen since the first half  of  this year and are
now in the vicinity of  the inflation target. The decline has to do
with lower inflation as well as with the signs of  economic activity
being somewhat weaker.



 

I N F L A T I O N  R EP O R T  4/2 0 0 2



Deregulations, political
decisions and transitory effects

In addition to the changes to specific taxes that have been
presented in the Budget Bill for 2003, the Government has
proposed other changes to taxes on energy and carbon dioxide
as of  January next year. Besides having some effect on CPI
inflation, this will have certain consequences for underlying
inflation as measured by UND1X. On the other hand, house
mortgage interest expenditure is expected to be somewhat lower
in the forecast period than was assumed in the October Report.
All in all, the contribution to inflation from indirect taxes, subsidies
and interest expenditure is marginally lower than foreseen in the
October Report (Table 9).

Table 9. Contributions to inflation from indirect taxes, subsidies and interest
expenditure.
Percentage points

dec 2002 dec 2003 dec 2004

Indirect taxes and subsidies 0.2 (0.2) 0.3 (0.3) 0.3

of which: indirect effects 0.2 (0.2) 0.1 (0.1) 0.1

House mortgage interest expenditure 0.2 (0.3) 0.2 (0.3) 0.2

Total CPI contribution 0.4 (0.5) 0.5 (0.6) 0.5

Note. The forecasts in the October Report are shown in parentheses for comparison. The indirect
effects also show up in UND1X inflation.

Source: The Riksbank.
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Market pricing and survey data of  analysts’ opinions
show expectations of  some increase in the repo rate
during the Riksbank’s forecast period. External
observers expect the repo rate two years ahead will be
somewhat higher than market prices indicate. In the
Riksbank’s main scenario, however, inflation is forecast
as usual on the technical assumption that the repo rate
will be unchanged at the present level of  4.0 per cent;
this serves to bring out the consequences for the
formation of  monetary policy. An illustrative calculation
is therefore presented here that incorporates a path for
the repo rate that is in line with market expectations as
reported in the survey that Prospera undertook on
behalf  of  the Riksbank in November 2002.

The survey data show expectations that the repo rate
will be raised to 4.25 per cent one year ahead and to
4.50 per cent after two years.15 Here it is assumed that
the short-term market interest rates will broadly follow
the repo rate, while the pass-through to the longer rates
is smaller. Compared with the assessments in the main
scenario, the short rates are judged to be approximately
0.2 percentage points higher one year ahead and about
0.4 percentage points higher after two years, while the
average effect on long rates stops at less than 0.1
percentage point. The higher level of  interest rates also
points to some strengthening of  the exchange rate;
during the forecast period the TCW index is judged to
be an average of  almost 0.5 per cent stronger than in
the main scenario.

All in all, it is considered that higher interest rates
and a stronger exchange rate would lead to somewhat
lower GDP growth in the forecast period. Moreover,
the stronger exchange rate tends to dampen import
prices.

15 These are the median values of  the expectations.
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Table B3. Modified inflation forecast, incorporating the interest rates
expected by the money market.
Percentage change and percentage points

Annual rate 12-month rate

2003  2004  December 2003 December 2004

CPI 2.2 (0.1) 2.3 (0.1) 2.4 (0.1) 2.3 (0.1)

UND1X 1.9 (0.0) 1.8 (-0.1) 1.9 (-0.1) 1.8 (-0.1)

Note. The figures in parentheses are the difference from the main scenario’s rate of
inflation with an unchanged repo rate.

Source: The Riksbank.

Somewhat lower resource utilisation and a somewhat
stronger exchange rate both tend to subdue UND1X
inflation (Table B3). But CPI inflation would be
somewhat higher than in the main scenario because the
downward effects on inflation are countered by the
impact of  higher house mortgage interest expenditure.
On the whole, the effects are very small.
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