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2005 IN BRIEF

B 2005 in brief

m Inflation, in terms of changes in the consumer
price index (cP1) and UNDIX, a widely used
measure of underlying inflation, averaged
0.5 per cent and 0.8 per cent, respectively,
during the year. According to the Riksbank’s
most recent estimates, the economic growth
rate in Sweden was 2.4 per cent.

m The stability of the financial system contin-
ued to be sound.

® On 20 June, the Riksbank decided to reduce
the repo rate by 0.5 percentage points to 1.5
per cent.

® During the year the Riksbank published four
Inflation Reports and two Financial Stability
Reports.

B The Riksbank reported a profit of SEK 3.3

billion. The value of the foreign exchange re-
serve increased by SEK 16 billion as a result of
a weakening of the Swedish krona. This un-
realised increase in value is reported in a
special revaluation account in the balance
sheet, however, and as a result does not affect

the profit and loss account.

® On 11 October, the General Council decided

to appoint Stefan Ingves to be the Riksbank’s
new governor. At the same time, Svante Oberg
was appointed as a new member of the Riks-
bank’s Executive Board. The General Council
also re-elected Lars Nyberg to be Deputy

Governor for a new term of office.

Lena Endre presented
some of Dag Hammar-
skjold's texts in connec-
tion with the Riksbank's
commemoration of the
100th anniversary of his
birth.

Dag Hammarskjold was
Chairman of the Riksbank’s
General Council during
the years 1941-1948.

Lars Heikensten together
with Ricardo Lagos
Escobas, President of
Chile, and Vittorio Corbo,
the Governor of the
Chilean central bank, in
connection with the Riks-
bank's conference on in-
flation targeting (above).

Karin Bjers and Tommy
Persson presented the
Riksbank's information
film for upper-secondary
school students.



B The year in figures

THE YEAR IN FIGURES

Key data 2005 2004 2003

At year-end
Result for the year (SEK billion) 3.3 -2.8 -93

Gold and foreign exchange

reserve (SEK billion) 195 163 159
Number of employees

(full-time equivalent) 410 434* 426
Repo rate (per cent) 1.5 20 275
Short-term interest rate

(3 month T-bills, per cent) 169 199 265

Long-term interest rate (10-year
government bonds, per cent)  3.34 4.03 4.78

Annual average

GDP (percentage change) 2.4%% 3.7 1.7
Unemployment (per cent) 5.9%* 5 .g*xx 3 3%xx
Headline inflation, CPI

(percentage change) 0.5 0.5 2.0
Underlying inflation, UNDIX
(percentage change) 0.8 0.9 23

* of which 33 relate to previous employees of SKAB

** Forecast in Inflation Report 2005:4

*** The Riksbank has linked the historical unemployment series
backwards

Sources: Statistics Sweden and the Riksbank

The King and Queen visi-
ted the Riksbank in 2005
for a presentation of the

Riksbank's activities.

Stefan Ingves (above),
Johan Gernandt, Vice
Chairman of the General
Council, Jan Bergquist,
Chairman of the General
Council, and Svante
Oberg.

THE YEAR IN FIGURES

Mervyn Allister King,
Governor of the Bank of
England, visited the
Riksbank in connection
with the presentation of
the Riksbank's Prize in
Economic Sciences.
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B Statement by the Governor

The Riksbank's main tasks are to maintain stable prices and work for a financial system that func-

tions smoothly. These are the prerequisites for a stable society and economic growth and, as a

result, it is a great responsibility and a privilege to take up my duties as Governor of the Riksbank.

Stefan Ingves

Sveriges Riksbank is highly respected and has
a good reputation, both in Sweden and in an
international context. We are considered to be
competent and efficient. Price stability is satis-
factory, and we are in the forefront as regards
ways of analysing stability and efficiency in the
financial system.

Central banks must have strong roots and

support in the society in which they operate, and ~ Ste

they need to win the confidence of the general

public. For my part — I was around during the
crisis years of the early 19gos — it is very pleas-
ing to see how confidence in the Riksbank has
been reinforced since then. Maintaining confi-
dence among broad groups in society is a key
assignment for me, and for my colleagues on
the Executive Board.

The Riksdag has given the Riksbank a man-
date to take independent decisions. We have an
obligation to openly report the reasons for our
decisions, and to ensure that the principles gov-
erning our actions are clear. Monetary policy
must be easy to understand.

The Riksbank is one of the smallest central
banks in the world in relation to the size of the
nation’s economy. There are many ways of
measuring efficiency, but the number of em-
ployees provides some indication A great deal
has been done to modernise and rationalise ac-
tivities since I left the Bank in 1998. The busi-
ness plan for 2006 envisages further measures,
although the really significant structural
changes have already been implemented.

My aim is to continue along the path that has
been staked out. The focus must be on basing
monetary policy on sound economic analysis,
continuing to concentrate on our core activities,
and explaining our assessments and decisions
by applying good communications techniques.
All this calls for continued, purposeful day-to-
day endeavours by a large number of experien-
ced and competent employees.

I'look forward with some pride to helping to
shape the Riksbank’s work.

B

Ingves 2

Governor of the Riksbank



B The tasks and role of the Riksbank

The Riksbank is Sweden's central bank and a public authority that reports to the Swedish Riksdag

(parliament). The Riksbank is responsible for the conduct of Swedish monetary policy, with the

goal of maintaining price stability. The Bank is also entrusted with the task of promoting a safe and

efficient payment system.

MAINTAINING THE VALUE OF MONEY

- PRICE STABILITY

The Riksbank’s price stability objective, laid
down by the Riksdag, calls for a low and stable
rate of inflation. This provides good prerequi-
sites for favourable, sustainable economic
growth.

The Riksbank has defined its price stability
objective in terms of limiting inflation (the rate
of price increases) to 2 per cent per year, as
measured by the consumer price index (cpr),
with a fluctuation band of + 1 percentage
point. The purpose of the fluctuation band is to
make it clear that deviations from target are
probable but that the Riksbank’s ambition is to
try to limit such deviations. In practice, mone-
tary policy is often based on measures of under-
lying inflation, that is to say indicators from
which the effects of temporary disturbances
have been excluded. The most commonly used
indicator in this context has been unp1xX, which
excludes the effects of mortgage interest ex-
penditure and the direct impact of changes in
indirect taxes and subsidies.

The Riksbank uses its key rate — the “repo
rate” — to control inflation. The repo rate de-
termines what commercial banks have to pay
when they borrow from the Riksbank, thus af-
fecting other interest rates in the economy and,
ultimately, the level of economic activity and

inflation.

A SAFE AND EFFICIENT PAYMENT SYSTEM

- FINANCIAL STABILITY

The Riksbank has interpreted its task of promo-
ting a safe and efficient payment system to mean
that it should foster stability in the financial sys-
tem as a whole. This assignment also includes
responsibility for providing the country’s bank-
notes and coins. Furthermore, the Bank has
operational responsibility for the system that

enables banks to execute large payment trans-

actions with other banks in a safe and secure
manner.

The Riksbank’s analysis of financial stability
is primarily concerned with the risk of problems
in the major Swedish commercial banks and the
central financial infrastructure, since they are
considered to be crucial for the stability of the
system as a whole. Financial stability is also es-
sential if the Riksbank is to maintain price sta-
bility. However, there is no instrument compa-
rable with the repo rate that can directly
influence the stability of the financial system.
The Riksbank may, on the other hand, provide
emergency liquidity assistance to banks under

certain circumstances in the event of a crisis.

THE RIKSBANK'S INDEPENDENCE
The Riksbank is a public authority that reports
to the Riksdag, which appoints the eleven mem-
bers of the Riksbank’s General Council. In its
turn, the General Council appoints the six
members of the Riksbank’s Executive Board for
mandate periods of six years. In other respects,
the role of the General Council is to supervise
and scrutinise the work of the Executive Board.
In the late 19905, the Riksdag gave the
Riksbank independent status, making the
Executive Board responsible for decisions re-
garding Swedish monetary policy without fol-
lowing directives from other parties. In dele-
gating the task of maintaining price stability to
the Riksbank, the Riksdag wanted to give
monetary policy a long-term perspective and to
improve the prerequisites for attaining confi-
dence in the monetary policy objective. The
Chairman and Vice Chairman of the General
Council are entitled to attend Executive Board
meetings and express their opinions at such
meetings, but they cannot make proposals or

participate in decisions.

THE TASKS AND ROLE
OF THE RIKSBANK

~N
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B Maintaining the value of money — price stability

The Sveriges Riksbank Act stipulates that the Riksbank shall maintain price stability. The Riksbank
has defined this in terms of a monetary policy target of an annual change in the consumer price

index of 2 per cent, with a fluctuation band of + 1 percentage point. In the event of deviation from

the target, the Riksbank normally endeavours to bring inflation on target within two years. In the

case of major disruptions, the Riksbank may decide to allow more than two years for the adjustment.

DESCRIPTION OF ACTIVITIES

Objective and monetary policy strategy

According to the Sveriges Riksbank Act the ob-
jective of the Riksbank’s activities is to maintain
price stability. The Riksbank has defined this
objective as keeping inflation at 2 per cent a
year, with a fluctuation band of 1 percentage
point. The inflation target is defined in terms of
the change in the consumer price index (cp1).

The cp1 measures the price of a basket of
goods and services for household consumption,
calculated on a monthly basis by Statistics
Sweden. Monetary policy is normally based on
underlying inflation indicators, since these are
considered to provide a better picture of under-
lying, cyclical inflationary pressures. The most
commonly used measure is UNDIX, which ex-
cludes households’ mortgage interest expendi-
ture and the direct effects of changes in indi-
rect taxes and subsidies.

One purpose of the fluctuation band for the
inflation target is to clearly establish that devia-
tions from the target are likely and, hence, that
it is not realistic to try to achieve an inflation rate
of exactly 2 per cent on all occasions. However,
the fluctuation band also makes it clear that ex-
cessive deviations from the inflation target are
not acceptable, and that the Riksbank’s ambi-
tion is to try to limit them. One of the guiding
principles for monetary policy is that the Riks-
bank normally endeavours to bring inflation
back on target within two years, if there has been
a deviation. Hence, the repo rate is normally set
with the aim of achieving the inflation target
within two years.

In some situations, however, the Riksbank
may conclude that a departure from the princi-
ple of getting inflation in line within two years
may be justified. Firstly, inflation may be af-
fected by factors which undoubtedly result in
deviation of prices from the target for a rela-

tively extensive period, but which are nonethe-

less not regarded as having any permanent im-
pact on inflation. In this case, the Riksbank
may decide not to counteract the effects of such
disturbances. Secondly, disturbances may have
occurred which involve substantial deviation
from the inflation target. In this case, the
Riksbank may decide to allow a rather longer
period for inflation to return to target in order
to avoid excessive fluctuation in economic ac-
tivity. This is in line with the spirit of the pre-
paratory text for the Sveriges Riksbank Act,
which assumes that the Riksbank will support
the goals for economic policy, without neglect-
ing the price stability objective, in order to
achieve sustainable growth and a high level of

employment.

THE TRANSMISSION MECHANISM
IN MONETARY POLICY
The Riksbank controls inflation by adjusting
its key interest rate — the repo rate. This is
changed with a view to influencing other inter-
est rates in the economy which in their turn in-
fluence economic activity and inflation.
However, the current repo rate is not the only
factor involved. Consumers’ and companies’
expectations about future developments of in-
terest rates and inflation are also important.

The way in which repo rate adjustments af-
fect inflation and the rest of the economy is
normally referred to as the transmission mecha-
nism, which actually comprises a number of
different interacting mechanisms. Some of them
affect inflation more or less immediately, while
other mechanisms take longer before they have
an impact. It is generally considered that the
main impact of a change in the repo rate on in-
flation is felt after one to two years.

In practice, the Riksbank controls the mar-
ket’s shortest interest rate for loans between
commercial banks - the overnight rate — via the

repo rate. The Riksbank influences the overnight
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rate by meeting the banking system’s demand
for borrowing from the Riksbank at the current
repo rate. Once a week, the banks are offered
financing in the Riksbank through repo agree-
ments.

Short-term market interest rates are closely
linked to the expected development of the over-
night rate and hence to expectations about the
way the Riksbank’s repo rate will be adjusted.
Longer-term interest rates are also affected by
other factors, such as interest rate develop-
ments abroad and expectations about future in-
flation and growth. The quantitative effect of a
change in the repo rate on other interest rates
depends, for example, on the extent to which
such a change is anticipated. The Riksbank aims
to conduct a monetary policy based on clear
principles, in order to makes it easier to under-
stand and evaluate monetary policy. The Riks-
bank can prepare the general public and mar-
ket participants for future changes in monetary
policy by means of speeches and other forms of
communication.

Thus, the commercial banks’ lending rates

and the interest rate on securities are influ-

FIGURE 1

enced both by the actual and the expected repo
rate. As a result, an increase in the repo rate
does not necessarily have any major impact on
market rates when the actual announcement of
an increase in the repo rate is made. If the in-
crease was anticipated, market rates will have
normally risen in advance.

Monetary policy has an impact on the inter-
est rates experienced by the general public via
the repo rate, and hence affects factors such as
consumption and investment. In this way, ag-
gregate demand and capacity utilisation in the
economy as a whole are affected. In principle,
this influence — the transmission mechanism —
1s exerted through various channels, of which
the major forms are the interest rate channel,
the credit channel and the exchange rate chan-
nel (see Figure 1). The relative importance of
these channels may vary over time, and their
interactions make it difficult to discuss the im-
pact of each specific channel. This applies, in
particular, to the effects at various stages, as a
result of changes in consumers’ and companies’

expectations.

Outline of the transmission mechanism of monetary policy; Example in the event of an increase in the repo rate.

Expectations of repo rate

Repo rate increase

Lower inflation

THE CREDIT CHANNEL

THE INTEREST RATE CHANNEL

THE EXCHANGE RATE CHANNEL



OPENNESS AND COMMUNICATING
MONETARY POLICY
If monetary policy is to be credible and its ob-
jective widely accepted, it is important that the
policy is understood, openly discussed and
evaluated. As a result, the Riksbank tries to
achieve as great a degree of transparency and
clarity as possible in the monetary policy area.
This includes explaining the analytical frame-
work for monetary policy and reporting and
motivating the forecasts and assessments on
which monetary policy is based. This is prima-
rily achieved by the Inflation Reports which
the Riksbank publishes four times a year, but
also takes the form of press conferences,
speeches, publication of the minutes of meet-
ings and contributions to the general debate.
The Governor of the Riksbank also has a statu-
tory obligation to submit a written report on
monetary policy to the Riksdag at least twice a
year. At the same time, the Governor attends a
public hearing at the Riksdag Committee on
Finance.

These Inflation Reports are designed to make

it easier for external parties to follow and under-

and inflation outlook. Assumptions are also
made about future developments in the finan-
cial markets and, in particular, about the way
in which interest rates in Sweden and other
countries are expected to develop. Forecasts of
domestic activity and inflation are prepared,
based on these assessments and after detailed
analysis of current developments in the
Swedish economy. When combined with an
analysis of inflation expectations and an esti-
mate of possible temporary shocks to the econ-
omy, these assessments provide an overall infla-
tion forecast in a main scenario. When making
monetary policy decisions, the Riksbank also
takes into account possible risks involving the
inflation outlook in the main scenario.
Decisions about changes in the repo rate are
taken by the Executive Board in the course of
monetary policy meetings. The Board normally
holds seven or eight scheduled meetings of this
nature during the year, but additional meetings
may be convened if required. Four of these
meetings result in the publication of an Inflation
Report that reflects the views of the majority of

the Executive Board’s members. At other meet-
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stand monetary policy, and to encourage dis-
cussion of monetary policy issues. The

Riksbank bases its decisions on forecasts of fu-

ture developments, partly because there is a . , . .
predereop partybeeat The Riksbank's research in the monetary policy area

time lag in the impact of monetary policy on
The Riksbank's Research Division has three tasks: to conduct and publish
research on major issues affecting the Riksbank's objectives, to support and
assist ongoing analysis activities which enable the Riksbank to meet its objecti-
ves, and to provide links between the Riksbank and the academic world.

inflation. The Inflation Reports provide an
overview of the factors that determine inflation
and also present forecasts for a number of eco-

nomic variables and a presentation of the way ¢ monetary policy research and support function was dominated during 2005

by work on the Riksbank's new macroeconomic model. This type of model,
which is currently employed by several central banks, endeavours to provide a
satisfactory description of historical developments in the aggregate economy
without neglecting a rigorous underpinning in microeconomic theory. The inn-
ovative contribution to the research area in the model project consists of the
generalisation of the model for a small open economy and the associated sta-
tistical analysis. During the year, this model has been integrated into the mone-
tary policy process, and it is used, for example, to understand the underlying
causes of the current economic situation and the forces driving future inflation.
The model is also employed to develop forecast paths for inflation and GDP, for
example by applying assumptions for future interest rate paths or patterns of
development in other countries. This project has been documented in a number
of scientific articles. In December 2005, the Riksbank arranged a research con-
ference, designed among other things to ensure the quality of the Riksbank's
model development process. Some 12 studies were presented and discussed by
central-bank researchers and other academics. The issues discussed included
theories for the impact of changes in the exchange rate on the economy, and
interactions between monetary policy and fiscal policy.

in which the Riksbank has arrived at its assess-

ment of inflation, based on these factors.

THE MONETARY POLICY PROCESS
The process of preparing an Inflation Report
starts about six weeks before the report is pub-
lished. A number of econometric models are
used, in combination with the views of experts
in the various sectors concerned. This work is
summarised in an internal report which is pre-
sented to the Executive Board and subsequently
redrafted to produce an Inflation Report in ac-
cordance with the Executive Board’s instructions.
The forecast process normally commences

with an assessment of the international cyclical
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Sweden is one of the countries that invests most in re-
search in relation to the size of the economy.
Researchers from all around the world gather at
Esrange in Kiruna to carry out joint projects with high-
altitude balloons and sounding rockets and steering
satellites. Kiruna's geographical position is particularly
suitable for studying the aurora borealis, atmospheri-
cal changes and for communicating with satellites in a
polar orbit.

Sources: The Swedish National Space Board and the
European Space Agency

ings, the Board arrives at decisions on the repo
rate based on a brief internal report.

An interest rate decision is announced the day
after the monetary policy meeting, in the form
of a press release. The press release indicates the
arguments employed by the majority of the
Board’s members as regards economic develop-
ments and the conclusions drawn with respect
to monetary policy. About two weeks after the
meeting, the Bank publishes the minutes of the
meeting reporting the Board’s discussions. The
minutes also indicate whether one or more
members of the Board entered a reservation
against the decision, and why. Interest rate de-
cisions take effect in connection with the next
repo transaction, normally on the following

Wednesday.

ACTIVITIES IN 2005

As in the past, the most significant events in the
Riksbank’s monetary policy activities in 2005
were the interest rate decisions taken during the
year and publication of the Inflation Reports in
this context. The change in the method of cal-
culating the rate of inflation introduced by
Statistics Sweden and changes in the Riksbank’s
forecasting methods implemented during the
year were other important factors in the mone-
tary policy process. In June 2005, the Riksbank
arranged a conference on inflation-targeting
monetary policy, with participation by several
governors of central banks and some of the
world’s leading researchers in the monetary
policy field. At this meeting, policy-makers and
researchers discussed ways in which open com-
munications can help to make monetary policy

more effective.

Monetary policy decisions during 2005

In early 2005, the information available - for
example the National Institute of Economic
Research’s cyclical barometer and statistics for
new orders booked in the private sector — sug-
gested that the upturn in the business cycle was
progressing more or less in line with previous
expectations. Growth appeared to have slack-
ened somewhat, but was still considered to be
strong. Although there were no signs of an im-

provement in the labour market, forecasts indi-



cated a satisfactory growth rate and continued
increase in capacity utilisation which were ex-
pected to lead to a subsequent increase in em-
ployment. Inflation was low but, since capacity
utilisation was expected to rise, it was reasona-
ble to assume that there would be a gradual in-
crease in inflationary pressures.

At the same time, there were other factors
that indicated that inflation would remain at a
low level for much of the coming two-year peri-
od, including favourable cost conditions and
spare capacity. There were also signs that strong
competitive pressures - both at the global level
and in the Swedish market, particularly in the
domestic food industry - were reducing infla-
tion more than had been assumed previously.
This pressure on prices was expected to con-
tribute to a continued low rate of inflation for
much of the next two years. But it was also con-
sidered that an expansionary economic policy
was stimulating domestic demand and, on the
whole, economic growth was considered to sig-
nificantly exceed a rate that could be sustained
in the long term. Low interest rates had also
contributed to higher borrowing on the part of
consumers, and a rapid rise in house prices.
Opverall, growth assessments and rising house
prices indicated that some caution was called for
in interest rate policy, and the monetary policy
meetings in January and March left the repo
rate unchanged at 2 per cent.

At the monetary policy meeting held in April,
it was noted that there was growing uncertainty
about the strength of the upswing in economic
activity. Unexpectedly high oil prices and signs
of a weaker euro area outlook tended to indi-
cate a slower global recovery than previous
forecasts. Swedish exports of goods and indus-
trial production figures also appeared to be be-
low forecast, and the labour market remained
weak. At the same time, there was a general in-
dication that domestic demand was nonetheless
rising roughly in line with the forecasts. On the
whole, the inflation outlook was considered to
be more or less the same, and therefore the April
meeting also left the repo rate unchanged.

In June, the repo rate was cut by 0.5 per-
centage points to 1.5 per cent. According to re-

cent national accounts data, the economy had

expanded much more slowly than anticipated
during the last quarter of 2004 and the first
quarter of 2005. The slowdown was broadly
based, and involved both exports and consump-
tion. The Riksbank considered that this was a
question of a temporary slowdown in the econ-
omy, but the weak development resulted in a
substantial revision of the growth forecast for
2005, and also for 2006. As a result, it was as-
sumed that capacity utilisation and domestic
cost pressures would increase at a slower rate
than previously forecast during the year. Oil
prices had also continued to rise and there was
a weaker exchange rate during the first six
months of the year. This indicated a somewhat
higher rate of inflation, despite weaker growth.
But nonetheless, the overall assessment was
that inflation would be lower than in previous
forecasts in the time perspective that applied
for monetary policy. Consumer borrowing and
developments in the housing market continued
to give some cause for anxiety that monetary
policy was too expansionary, but the weaker
development of the real economy and the fact
that inflation was now expected to be signifi-
cantly below target on a two-year timescale
was considered to outweigh the debt problem.
As a result, it was concluded that there were
grounds for shifting monetary policy onto a
more expansionary path.

During the second half of the year, there were
several signs of a resumption of the cyclical up-
turn in the economy. Revised national accounts
data also indicated that the hesitation at the be-
ginning of the year was less serious than previ-
ously envisaged, even if growth forecasts earlier
in the year still appeared to have been overly op-
timistic. A more expansionary economic policy
as a result of lower interest rates and the plans for
fiscal policy presented in the Budget Bill for
2006 also pointed to a somewhat higher growth
rate, and there were indications that the situa-
tion in the labour market was improving.
Inflation was expected to continue to increase,
as a result of rising domestic and international
capacity utilisation for example. But it was con-
sidered that the increase in inflation would be
modest. As a result, the repo rate was not

changed, either in August or in October.
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Just over 40 per cent of
Swedish electricity pro-
duction comes from hy-
droelectric power. The
major part of this comes
from Luledlven, which in-
cludes Akkats power sta-
tion.

Source: Svensk energi/
Swedenergy AB

|
INTEREST RATE DECISIONS IN 2005

M 27 January: The repo rate was held unchanged at 2 per cent.

W 14 March: The repo rate was held unchanged at 2 per cent.

MW 28 April: The repo rate was held unchanged at 2 per cent.

M 20 June: The repo rate was cut by 0.5 percentage points to 1.5 per cent.
B 23 August: The repo rate was held unchanged at 1.5 per cent.

Bl 19 October: The repo rate was held unchanged at 1.5 per cent.

B 1 December: The repo rate was held unchanged at 1.5 per cent. Villy
Bergstrom, Lars Nyberg and Eva Srejber entered a reservation against this deci-
sion and considered that the interest rate should be increased by 0.25 percen-
tage points, citing, for example, increased signs of a stable and lasting upturn
in the economy, increased capacity utilisation and some improvement in the
labour market. The Inflation Report indicated that the interest rate would have
to be raised in stages during the next few years. They considered that, in the
current position, a strongly expansionary economic policy, recently accentuated
by a weak Swedish krona, indicated that monetary policy should be tightened,
thus reducing the risk of further weakening of the exchange rate and signalling
to the housing market that the current rate of price increases was not sustaina-
ble in the long run.

In December, the statistics indicated that the
international and domestic growth outlook was
now less uncertain. Inflation had increased, but
was still low, and it was still considered that in-
flation would rise, but at a limited rate. As a re-
sult, interest rates were left unchanged in
December. The Executive Board pointed out
that the risk of higher inflation was now greater
than the risk of lower inflation, and that the
possibility that the repo rate might need to be
raised during the winter and spring more than
market rates implied could not be excluded. The
national accounts data for the third quarter
published after the final Inflation Report for

the year confirmed the strong cyclical upturn.

CHANGES IN CALCULATION METHODS

FOR THE INFLATION RATE

In May 2004, Statistics Sweden’s consumer
price index committee decided to introduce
certain changes in the methods employed for
computing the cp1 and the rate of inflation, and
also for indicators for underlying inflation. These
new methods started to apply as from January
2005. Somewhat simplified, the methods previ-
ously employed meant that inflation was calcu-
lated as a price increase for an unchanged bas-
ket of goods. The new method also takes into
account changes in the pattern of consumption
which normally occur when the relative prices
of goods change.

It is not clear what the precise impact of the
new method of calculation was on the change
in the rate of inflation between December 2004
and January 2005, since the former method
was no longer applied. A historical comparison
between the two methods of measuring the rate
of change in the cp1 suggests that both methods
give roughly the same picture of how inflation
has developed, but that there may be apprecia-
ble differences for specific years. According to
Statistics Sweden, in the long run cp1 inflation
may be about 0.2 per cent lower per year, using
the new method. It is more difficult to estimate
the impact of the underlying inflation indica-
tor. The Riksbank’s estimates indicate that the
effect is relatively limited on average, but that
the impact may be considerable in specific years,

particularly in the case of imported inflation.



Imports involve a relatively higher proportion
of goods, and since the substitution between
goods is larger than between services, the sub-
stitution effect will be greater for imported in-
flation.

In view of the fact that the change in methods
may only be expected to have a marginal effect
on the average rate of inflation, the Riksbank has
not considered that a change in the formulation

of the objective for monetary policy is justified.

CHANGES IN THE RIKSBANK'S
FORECASTING METHODS
In 2005, certain changes were made in the way
the Riksbank prepares its forecasts. The aim was
to improve the basis for monetary policy deci-
sions and the pedagogic aspects of the commu-
nication of monetary policy. These changes were
primarily of a technical nature and do not in-
volve any fundamental change in monetary
policy strategy. As from the third Inflation
Report for the year, forecasts in the main sce-
nario are based on the assumption that the
repo rate will develop in line with market ex-
pectations, as reflected in implied forward
rates. Previously, forecasts in the main scenario
were based on the assumption that the repo
rate would not change during the forecast peri-
od. In connection with introduction of the new
interest rate assumption, the forecast horizon
was also extended from two years to three
years.

One advantage of assuming that interest rates
change in line with expectations in the finan-
cial markets is that this normally provides a

more realistic picture of future monetary policy

TABLE 1

than an assumption of a fixed rate of interest.
Another advantage is that it is easier to compare
the Riksbank’s forecasts with forecasts from
other sources (e.g. the National Institute of
Economic Research and commercial banks).

A more realistic assumption about interest rates
also facilitates evaluation of the forecasts. The
extended forecast horizon is, for example, de-
signed to clarify the way in which inflation is
affected by various temporary disturbances that

are not considered to subside within two years.

FOLLOW-UP

Inflation: Outcome and deviations from target in
2005

Inflation was again below target during 2005,
despite low interest rates and satisfactory growth.
According to UNDIX, average inflation in the
period amounted to 0.8 per cent, and 0.5 per
cent according to the cP1 (see Table 1). The dif-
ference in the inflation rate between these two
indicators is due, for example, to exclusion of
consumer interest costs for private housing in
the unpIx index. Changes in the cpr are affect-
ed both by changes in mortgage interest rates
and by house price changes. As a result, cp1 in-
flation was lower than unxpix. There is no rea-
son why monetary policy should attempt to off-
set this temporary effect on the cprr and, asa
result, monetary policy in recent years has been
largely determined by UNDIX.

Imported inflation was lower than domestic
inflation. UNDIMPX, which primarily indicates
the price of imported goods and services in UN-
DIX, increased by 0.2 per cent on average over

the year, while unpINHX, which measures the

Comparison of different inflation indexes, annual percentage change and standard deviation.

ANNUAL AVERAGE STANDARD DEVIATION
2005 1995-2005 1995-2004* 2005  1995-2004 1995-2004*
CPI 0.5 1.1 1.4 0.3 11 1.1
UND1X 0.8 1.6 1.9 0.4 0.8 0.8
UNDIMPX 0.2 0.3 0.6 0.8 1.4 1.4
UNDIMPX excl. oil products -1.7 -0.1 0.5 1.5
UNDINHX 1.0 2.1 2.4 0.2 1.0 1.0

Note: * inflation index measured in accordance with methods employed prior to 1 January 2005.

Sources: Statistics Sweden and the Riksbank
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price of domestically produced goods and serv-
ices, increased by 1.0 per cent. Imported infla-
tion would have been even lower if there had
been no upward pressure from higher oil pric-
es. Excluding oil products, prices of imported
consumer goods declined by 1.7 per cent. This
was the third year in a row that these import
prices declined. It is not unusual to find that
imported inflation is lower than domestic infla-
tion, on average, since import prices largely re-
late to goods while domestic prices reflect serv-
ices to a greater extent. Productivity growth is
normally higher in sectors that produce goods
than in the service sector. Imported inflation
has, however, also been considerably lower

than the price increases for domestic goods.

WHY WAS INFLATION SO LOW IN 2005?
The major reason for low inflation in 2005 was

various supply factors that resulted in small

.
DIFFERENT MEASURES OF INFLATION:

Consumer price index (CPI): The change in the CPl measures how the prices of
goods and services for private consumption develop over time.

Underlying inflation (UND1X): CPI inflation, excluding household mortgage
interest expenditure and the direct impact of changes in indirect taxes and sub-
sidies.

Imported underlying inflation (UNDIMPX): UND1X, excluding mainly domesti-
cally-produced goods and services.

Domestic underlying inflation (UNDINHX): UND1X, excluding mainly imported
goods and services.

Harmonised Index of Consumer Prices (HICP): An EU-harmonised index develo-
ped to measure inflation in the EU area and calculated in the same manner for
all EU countries. A substantial proportion of price changes for housing that are
included in the CPI are not included in the HICP. On the other hand, the HICP
includes certain components that are currently excluded from the CPI, such as
charges for childcare and care of the elderly.

price increases for goods at the producer level
and which also restricted price mark-ups in the
distribution sector.

Although prices of consumer goods at the
producer level increased during the autumn of
20035, prior to this they had remained in princi-
ple unchanged since 2003. A breakdown indi-
cates that this may be partly explained by rela-
tively limited price increases for goods produced
domestically, but above all by the fact that pric-
es for imported goods declined for most of the
most recent three-year period (see Diagram 1).
However, during the second half of 2005, im-
port prices started to rise, resulting in some
overall increase in prices of consumer goods at
the producer level.

The price for imported goods paid by im-
porters is determined by the price in foreign cur-
rency in importing countries and changes in
the exchange rate. The Swedish krona
strengthened more or less continuously from
2002 until the end of 2004, but there was a
change in 2005, and the value of the krona
weakened. It is assumed that there is normally
some time lag before changes in the exchange
rate affect prices in Swedish kronor. This sug-
gests that the previous strengthening of the ex-
change rate probably had some effect on the
low import prices for goods at the beginning of
the year, but also that the weakening exchange
rate in 2005 contributed to the increase in im-
port prices in the second half of the year.

Another major reason for the decline in im-
port prices in recent years appears to be a change
in the import pattern, as imports from coun-
tries with relatively high prices are increasingly
replaced by imports from countries with rela-
tively low prices. This shift of imports to cheap-
er countries is estimated to have resulted in a
reduction of a couple of percentage points in
the prices paid by Swedish importers in 2004.
The £uU’s abolition of import quotas on clothes
and textiles at the beginning of 2005 may have
contributed to a further reduction in import
prices. The reintroduction of restrictions on
Chinese clothing imports should have counter-
acted this in the second half of the year but, on
the whole, the tendency for increased imports

from low-price countries is considered to have



been a major factor in the continued decline of
imported inflation during 2005, if o1l products
are excluded.

Another major factor underlying the low rate
of inflation in recent years is productivity growth,
which has held back cost pressures. Wages and
salaries are a significant cost item for companies,
and changes in productivity largely determine
the extent to which pay increases affect the la-
bour cost per unit of production, and ultimately
product prices. The unit labour cost increases if
the hourly rate of pay rises more than the pro-
ductivity of labour (production per hour). In the
reverse situation, the unit labour cost declines if
productivity increases more than the rate of pay.

In recent years, productivity growth has been
particularly high, and this has resulted in low
cost pressures in the private sector. It has been
possible to raise production rapidly without more
than a marginal increase in unit labour costs
(see Diagram 2). In the private sector, unit la-
bour costs actually dropped during 2003 and
2004 . High productivity growth and relatively
modest pay increases have not only limited
price increases for goods and services produced
in Sweden but they have also contributed to
low prices for imported goods. Imported goods
have to be processed and distributed through-
out the country before they are sold to consum-
ers. This means that productivity improve-
ments also affect the rate of price increase for
imported goods.

The reasons for these rapid improvements in
productivity are not entirely clear. There is
probably some cyclical element involved. In the
early stages of an upturn in the economy, there
is normally a period in which production in-
creases rapidly as a result of more intensive uti-
lisation of existing labour resources, and this
means higher productivity growth. However,
even if this factor is taken into account, there
has still been a marked increase in productivity.
Therefore, other factors of a more permanent
nature are probably at work. One possibility is
that the extensive investments in information
technology implemented in many sectors in the
late 1990s have started to produce results. In
combination with the outsourcing of certain

tasks to low-wage countries, this may have cre-
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ated opportunities for more rapid productivity
growth than in the past.

Greater domestic and international competi-
tion, resulting in rationalisation measures in
many sectors, may also have had an impact on
productivity. Keener competition, per se, pre-
sumably also served to restrict price increases
as a result of reduced mark-ups. During 2005,
the focus was very much on developments in
the food industry and the downward pressure

on prices resulting from the establishment of

DIAGRAM 1

Producer prices of consumer goods according to the
domestic price index (HMPI), the import price index (IMPI)
and a weighted average (ITPI), annual percentage change.
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DIAGRAM 2

Unit labour cost, hourly rate of pay and productivity in the
private sector, annual change, calendar adjusted.
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TABLE 2

The Riksbank’s forecasts and outcomes for some key variables in inflation forecasting, annual average.
IR03:1 IR03:2 IR03:3 IR03:4 IR04:1 IR04:2 IR04:3 IR04:4 IR05:1 IR05:2 IR05:2IT IR05:3IT IR05:3 IR05:4IT IR05:4 come

low-price retail chains. Food prices declined
during the year, but not as much as anticipated,
particularly by participants in the industry it-
self. Food represents a relatively large propor-
tion of the basket of consumer items in UNDINHX,
however, so food prices nonetheless contributed
to a reduction of more than o.1 percentage points
in domestic inflation during the year.
Opportunities for companies to raise their
prices are also affected by the demand situa-
tion. If demand is low in relation to production
capacity, companies may decide to reduce their
profit margins. Low utilisation of the available
labour resources also tends to hold back wage
demands. Rapid productivity growth has
helped to reduce the demand for labour, and
this has meant that there has been relatively
good access to unused labour resources. As a
result, inflation should also be seen in the light

of low capacity utilisation in the economy.

FORECASTS FOR 2005,

PREPARED IN 2003-2005

How well did the Riksbank succeed with its
forecasts for developments in 20052 Monetary
policy is subject to some time lags, and hence

foresight is required. For this reason, the fore-

casts made during 2003 and 2004, and the in-
terest rate decisions taken are highly relevant
for an evaluation of monetary policy in 2005.
Table 2 shows forecasts for various measures of
inflation in 2005, and also forecasts for some
variables which are particularly crucial for in-
flation forecasting.

One problem in analysing the accuracy of
the Riksbank’s forecasts is that, prior to the sec-
ond Inflation Report in 2005, they were based
on the assumption of no change in the repo
rate for two years. Since the repo rate normally
changes during the forecast period, thus affect-
ing the outcome for inflation and other eco-
nomic factors, it is difficult to gain a satisfacto-
ry picture of the accuracy of the forecast. As
already mentioned, as from the third Inflation
Report in 2005, forecasts have instead been
based on the assumption that the repo rate
complies with market expectations, as reflected
in implied forward rates. This new assumption
for monetary policy facilitates evaluation of the
forecasts, since it is normally more realistic.

GDP growth in 2004, which may be assumed
to have affected the inflation outcome in 2005,
was rather seriously underestimated in the fore-

casts made during 2003 and early 2004.

GDP growth 2004
GDP growth 2005
GDP growth 2006
GDP OECD 19 2004
GDP OECD 19 2005
TCW 2005

Oil price USD 2005

2.4 2.4 2.4 2.4 2.8 29 3.6 3.6
2.4 2.4 25 25 2.6 2.8 32 3.0
2.8 3.1 3.2 3.2

2.7 25 2.8 29 32 33 35 34
2.6 2.6 2.6 2.7 2.8 2.8 2.8 2.6
123.7 1240 1237 1237 1237 1237 1247 1238
20.7 20.7 22.8 22.8 28.2 29.4 38.4 40.3

Productivity in business sector 2004 2.3 23 2.1 22 27 3.2 35 3.4

Productivity in business sector 2005

Business sector wages,
KL (nominal wages) 2005

Unit labour costs in
business sector 2005

International producer
prices 2005

UNDINHX 2005
UNDIMPX 2005
UND1X 2005
UNDIMPX excl. oil 2005
CPI 2005

2.2 2.2 2.1 2.1 2.4 25 2.7 2.7

3.8 3.6 37 3.6 35 35 35 3.4

1.7 15 17 1.6 1.3 1.2 1.0 0.9

2.1% 1.8% 1.9% 1.9% 1.6 1.6 21 23

2.5%*%  23** 22 23 19 1.6 1.6 17
0.2**  0.3** 0.4 0.3 0.0 0.1 0.5 0.5
1.8%*  1.6%* 1.6 1.6 1.2 11 1.2 13
0.7 0.3 0.3 0.5 0.6

2% 1.9%* 1.9 19 15 1.2 13 1.2

* average export prices in national currency,

Out-
3.7
3.2 1.9 1.9 23 23 2.4
3.2 2.7 26 3.0 33 3.2
3.2
2.6 25 2.4 25
123.6 1254 127.6 1285 128.0
433 48 55 54.0 54.5
3.6 3.6 3.9
2.8 2.6 23 23
33 33 3.3 33
0.7 0.6 1.1 1.0
23 25 3.1 3.4
0.9 11 1.0 1.0 1.0
-1.3 -0.8 0.2 0.2 0.2
0.2 0.5 0.3 0.8 0.8 0.8 08 0.8
-1.6 -2.2 -1.8 -1.6 -1.7
0.1 0.3 0.5 0.5 0.5 0.4 04 05

** 12-month figures, IR= Inflation Report, KL = short-term wage statistics, IT = implied forward rates. As from Inflation Report 2005:2, two forecast columns are shown in the
Table. The column headed “IT" shows the forecasts in the relevant Inflation Report that are based on the assumption that the repo rate is developing in line with the implied
forward rates. The second column shows forecasts based on the assumption that the repo rate is constant during the forecast period. In other Inflation Reports, the forecasts
are based on the assumption of a constant repo rate.

Sources: Statistics Sweden, OECD, Intercontinental Exchange and the Riksbank



Nonetheless, at the same time, the forecasts
made during 2003 overestimated the inflation
outcome in 2005. It was considered that the
business cycle would improve during the next
few years, partly as a result of a more expan-
sionary monetary policy, and that inflationary
pressures would simultaneously increase, in
line with traditional cyclical patterns.

This view of international and domestic cost
pressures was gradually revised in early 2004,
however. The rise in the inflation rate was then
expected to slow down and, as a result, forecasts
for both imported and domestic inflation were
adjusted downwards.

The reappraisal in early 2004 was partly due
to low import prices. The forecast for imported
inflation, excluding oil products, has been
gradually adjusted downwards during the sec-
ond half of 2003, but it was nonetheless consid-
erably lower than expected. This affected as-
sessment of the international pressure on prices,
and it was noted that increased trade and keen-
er competition — for example from countries
with a very low cost base — might have led to
more intensive pressure on prices than previ-
ously envisaged. To some extent, this reap-
praisal was also due to a more optimistic view
of productivity developments as a result of un-
expectedly high productivity growth. The la-
bour market had also developed more sluggish-
ly than anticipated and, as a result, there were
grounds for greater pessimism about future em-
ployment, and also for assumptions about more
modest pay increases. All in all, this contribut-
ed to a revised view of domestic cost pressures.

As already mentioned, in May 2004 Statistics
Sweden decided to make certain changes in the
methods employed to calculate the rate of infla-
tion, and that these new methods were to be
applied as from January 2005. From the Riks-
bank’s point of view, this meant that inflation
forecasts for 2005 based on the cpr and the un-
derlying indicators (estimated as from the second
Inflation Report in 2004 ) were revised down-
wards to some extent. From a historical view-
point, the estimates indicated, as already men-
tioned, that the difference between the old and
the new index had varied significantly from year

to year and that, on the whole, the difference

had been greater for imported inflation than
for domestic inflation. Under the new method,
however, cp1 inflation was only 0.2 percentage
points lower per year on average. As a result,
the forecasts were reduced. Hence, in Table 2
the forecasts after the second Inflation Report
in 2004 are not directly comparable with the
previous forecasts.

After the summer of 2004, the growth fore-
cast was adjusted upwards in line with the final
outcome, since new statistics indicated that
Swedish exports during the year had developed
better than expected, due to a rather stronger
international cyclical upturn. This more opti-
mistic view of the economic outlook also result-
ed in an increase in the forecast for pp growth
in 2005. As a result of a higher growth rate and
expansionary fiscal and monetary policies, it
was considered that domestic demand would
gradually take over and become the driving
force in the upturn in the business cycle.

Although the growth forecasts for 2004 and
2005 were adjusted upwards, inflation forecasts
were not modified to any great extent. The ana-
lyses indicated that the inflationary impulses
from improved growth and higher oil prices

would be offset by favourable cost factors, as a
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Approximately 90 000
people in Sweden have
the forestry, timber pro-
ducts, pulp, paper or
cardboard industries as
their main source of em-
ployment. Forestry and
forest products account
for 12 per cent of
Swedish exports.

Source: The Swedish Forest
Agency
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DIAGRAM 3

Forecasts of GDP growth in 2004 at various time points,
the Riksbank's forecasts and an average of other forecasters,

annual average.

Jan 03

Bl Riksbank

I Average without
Riksbank

Note: The average includes forecasts by the forecasters included in a tabulation prepared
by Consensus Economics Inc. (including the National Institute of Economic Research and
Swedish and foreign banks) and the Swedish Ministry of Finance, the Swedish Trade Union

July 03

Jan 04

Outcome

Lowest forecast

Confederation and certain international organisations.

July 04

Highest forecast

Sources: Consensus Economics Inc., the Ministry of Finance, the Swedish Trade Union
Confederation, Statistics Sweden and the Riksbank

DIAGRAM 4

Forecasts of inflation for 2005 at various time points,
the Riksbank's forecasts and an average of other
forecasters, annual average.

P -,
Jan 04 July 04 Jan 05 July 05
B Riksbank Outcome ~ =====- Highest forecast

B Average without
Riksbank

Lowest forecast

Note: The average includes forecasts by the forecasters included in a tabulation prepared
by Consensus Economics Inc. (including the National Institute of Economic Research and

Swedish and foreign banks) and the Swedish Ministry of Finance, the Swedish Trade Union

Confederation and certain international organisations.

Sources: Consensus Economics Inc., the Ministry of Finance, the Swedish Trade Union
Confederation, Statistics Sweden and the Riksbank

result of a further, somewhat greater improve-
ment in productivity, and by plenty of spare
capacity and resources in the initial stages.
Therefore, the forecasts for domestic and un-
derlying inflation were only increased margin-
ally. On the other hand, the forecast for im-
ported inflation was adjusted upwards slightly,
partly as a result of a higher oil price forecast.

In the first Inflation Report of 2005, the in-
flation forecast was reduced by a relatively sig-
nificant amount. This was due to a number of
specific factors that were considered to have a
greater impact on the inflation outlook than
previously anticipated, rather than any decisive
change in the view of the economic outlook.
Prices of food and clothing, for example, had
developed unusually sluggishly, and had even
declined over the previous year. More intensive
competition in the food sector was considered
to be one reason for the decline in food prices.
The £U’s abolition of import quotas for clothing
and textiles at the beginning of the year had
probably helped to hold back price increases on
clothing. In addition, the prices of imported
consumer goods, excluding oil products, had
continued to decline to an unexpected extent,
which suggested that the impact of increased
imports from low-cost countries had been un-
derestimated previously. As a result, the fore-
casts for imported and domestic inflation were
adjusted downwards.

Following this downward adjustment, the
forecast of domestic inflation proved to be in
line with the final outcome for 2005, while the
cP1 and UNDIX forecasts underestimated infla-
tion. The short-term outlook for these measures
of inflation was adjusted upwards slightly in the
next two Inflation Reports, partly because
higher oil prices resulted in increased imported

inflation.

COMPARISON WITH FORECASTS

FROM OTHER SOURCES

Diagram g compares the forecasts produced by
some 20 economic analysts for growth in 2004
at various time points. Judging from the diagram,
the strong growth rate of §.7 per cent surprised
all those concerned. The estimates of growth in

2004 were in the 2-3 per cent rage in early 2003,



and even after the Riksbank’s interest rate cuts
during the first half of the year, the average
forecast was still around 2.5 per cent, as in the
Riksbank’s forecast.

The Riksbank, together with some other
forecasters, adjusted the GpP upwards in the
spring of 2004, and the forecast average was
also subsequently raised. It is, however, remark-
able that growth in 2004 was underestimated
by more than o.5 percentage points as late as
June 2004, both by the Riksbank and in the av-
erage for other forecasters. The upward adjust-
ment of the Riksbank’s forecast during the au-
tumn was largely the result of the fact that new
export statistics during the year indicated high-
er growth than previously estimated. Forecasts
from other sources show that this strong surge
in exports took most observers by surprise.

Diagram 4 indicates that there was no simi-
lar underestimation of inflationary pressures
corresponding to underestimation of GDP growth.
On the contrary, nearly all forecasters overesti-
mated inflation in 2005. As last year’s forecast
evaluation indicates, inflation was overestimat-
ed in 2004 in a similar manner. Thus, one rea-
sonable interpretation is that the factors that
held back international price increases and do-
mestic cost increases have been stronger and have
had more lasting effects than generally antici-
pated. Most economic forecasters gradually ad-
justed the inflation forecast to a level compatible
with the final outcome of 0.4 per cent during
early 2005 as awareness of these effects grew,
and as a result of temporary hesitation in the
economic upturn at the beginning of the year.

Although the Riksbank’s assessment of growth
in 2004 was virtually on the same level as the
average forecast, its assessment of inflation in
2005 was consistently less than the average, and
was often among the very lowest forecasts. This
might imply that, at a relatively early stage, the
Riksbank’s forecast started to take into account
the factors that were reducing the underlying
inflationary pressures in the economy.

Comparison with other forecasters is some-
what misleading, however, since the repo rate
was cut during the period, while the Riksbank’s
forecasts were based on the assumption that the

interest rate would be unchanged. As already

2003 2004 2005 2006 2007

described, this assumption was replaced during
2005 by the assumption that interest rates follow
the interest rate path anticipated by the market,
in accordance with the implied forward rates.
Diagram 5 illustrates the difference between
the implied forward rates that applied during
the period and the constant interest rate used
when the forecasts were made. The diagram
indicates that, with one or two exceptions, the
implied forward rates pointed to a more expan-
sionary monetary policy (the difference is nega-
tive) than that implied by the assumption of a
constant interest rate. The interest rate was, in
fact, cut in early 2003 and early 2004. Thus, if
the Riksbank’s forecasts for 2003-2004 had been
based on the implied forward rates, the forecasts
for both growth in 2004 and inflation in 2005
would probably have been somewhat higher than
those depicted in Diagrams g and 4. However,
after the event it is not possible to say exactly

what these forecasts would have been.

THE EXECUTIVE BOARD'S MONETARY

POLICY DECISIONS IN 2003-2004

Since monetary policy is subject to some time
lag, inflation during 2005 was primarily affect-
ed by the monetary policy conducted during
2003 and 2004. As a result, an analysis of mon-
etary policy should focus, in the first instance,
on the assessments and the repo rate decisions
made during these years.

At the end of 2002, the Riksbank cut the repo
rate to §.75 per cent in two stages. During 2003,
the Riksbank continued to take monetary poli-
cy in a more expansionary direction, and the
repo rate was cut in March, June and July by a

total of 1 percentage point to 2.75 per cent. These
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DIAGRAM 5

The difference between
implied forward rates and a
constant repo rate at different
forecasting time points.

—— 2003 Q1
------ 2003 Q2
——— 2003 Q3
------ 2003 Q4
——— 2004 Q1
------ 2004 Q2

2004 Q3

2004 Q4

Note: The implied forward
rates are for a 15-day average.

Source: The Riksbank
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The Swedish tourist indu-
stry provides around
127,000 full-time jobs. Its
export value amounted to
around SEK 50 billion in
2004, which is roughly
the same as Sweden's
iron and steel exports.

Source: Svensk Turism

cuts were implemented in the light of the gradual
deterioration of the international and Swedish
cyclical picture and postponement of the expec-
ted recovery. Developments appeared to con-
firm, for example, fears that the adjustment
process following the dramatic stock exchange
downturn after 2000 would be protracted, and
would hold back consumption and investment
for a relatively long time. At the beginning of
the year, geopolitical anxieties in connection with
the war in Iraq also contributed to expectations
of a weaker economy.

After the reduction in July, there were no
further repo rate changes during 2003. The
Riksbank’s Executive Board held the view that
the recovery which had been held back for some
time had now started, assisted for example by
the repo rate cuts that had been implemented.
During the autumn, inflation, excluding ener-
gy prices, was somewhat lower than anticipat-
ed, partly due to unexpectedly low imported
inflation and domestic cost pressures. Total in-
flation nonetheless developed in line with the
forecasts. Future inflation was expected to de-

velop on lines that could not normally be antic-

ipated during a cyclical upturn. In this context,
the weak development of the labour market gave
cause for anxiety, and its relative importance in
the risk scenario was discussed by the
Executive Board, in view of the possible ripple
effects of higher electricity prices in the coming
wage negotiations.

The rate of inflation declined in early 2004.
This development was anticipated, to some ex-
tent, as a result of previous increases in the
price of electricity, but the decline was none-
theless greater than expected, thus reinforcing
the Riksbank’s view that underlying inflation
was less than previously assumed, despite an in-
creasingly clear international and domestic cy-
clical upturn. Lower import prices, a weaker la-
bour market and productivity that was higher
than previously forecast all indicated reduced
pressures on wages and prices. As a result, the
repo rate was further cut in February and
March 2004 by a total of 0.75 percentage
points to 2 per cent.

The repo rate was subsequently left un-
changed for the remainder of 2004. Views on
the Swedish economy became more optimistic
during the summer and autumn, when new in-
formation pointed to increasingly positive inter-
national and domestic developments. Towards
the end of the year, the growth outlook ap-
peared to be robust, but there was still reason
to assume that inflationary pressures would
gradually increase and that monetary policy
would sooner or later have to be revised in a less
expansionary direction. Inflation was expected
to continue to increase in line with growing ca-
pacity utilisation, while a favourable cost situa-
tion - for example continued high productivity
growth - was considered likely to ensure that
inflation growth was modest and in line with

the target for the next two years or so.

THE RELATIONSHIP BETWEEN INTEREST

RATE DECISIONS AND FORECASTS

One requirement that may be proposed for
monetary policy is that it should appear to be
reasonable and consistent in the light of the
prerequisites prevailing at the time the various
decisions were taken. One way of determining

whether this has been the case is to consider



whether the Riksbank’s interest rate changes
were easy to understand in the light of the fore-
casts made. In line with the Riksbank’s strategy
of normally restoring inflation to target within
two years of the occurrence of deviations, and
given the assumption of a constant repo rate,
the repo rate should normally be increased when
the inflation forecast has exceeded the target,
while in the case of inflation forecasts below
target, this should normally result in a reduc-
tion in the repo rate.

However, it is important to bear in mind that
there is no mechanical rule stating that the
repo rate must always change when there is
sufficient deviation in the unpIx forecast from
the inflation target two years ahead. There
may, for example, be situations in which the
economy is affected by temporary disturbances
whose impact on inflation does not entirely dis-
appear within two years. It may also be the
case that a major disruption of inflation means
that a return to target within two years is con-
sidered to involve excessively undesirable ef-
fects in the real economy. Constraints of this
nature also impose certain limitations on the
correlations that may be anticipated between
changes in the repo rate and UNDIX forecasts
on a two-year time scale.

Diagram 6, which shows the forecast devia-
tion from target, and repo rate decisions at var-
ious forecasting time points, demonstrates that
there is nonetheless a positive correlation be-
tween expected target deviations and repo rate
decisions. The diagram also demonstrates, as
expected, that small forecast deviations do not
always result in a change in the repo rate. In
addition, it is clear that deviations from target
must be relatively substantial if the change in
the interest rate is to exceed the 0.25 percent-
age point level, which has been the most com-
mon figure in recent years. It should be noted
that interest rate decisions prior to and includ-
ing the 2005:2 Inflation Report are covered.
As previously mentioned, the assumption of a
constant repo rate was subsequently no longer
applied and, instead, forecasts were based on
the assumption that the interest rate during the

forecast period was determined by implied for-
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|
REPO RATE DECISIONS IN 2003

M 6 February: The repo rate was held unchanged at 3.75 per cent.
B 17 March: The repo rate was cut by 0.25 percentage points to 3.5 per cent.

B 24 April: The repo rate was held unchanged at 3.5 per cent. Lars Nyberg and
Kristina Persson entered a reservation against the decision, favouring instead a
rate cut of 0.25 percentage points, partly because capacity utilisation and infla-
tion were expected to be somewhat lower than in the most recent assessments
and partly because the Bank's normal approach indicated a cut in interest rates.
Moreover, the international downside risks to inflation could be assumed to be
greater than the domestic upside risks.

B 4 June: The repo rate was cut by 0.5 percentage points to 3.0 per cent.
M 3 July: The repo rate was cut by 0.25 percentage points to 2.75 per cent.

W 15 October: The repo rate was held unchanged at 2.75 per cent. Kristina
Persson entered a reservation against the decision, and considered that the rate
should be cut by 0.25 percentage points on the grounds, for example, that the
labour market was still weak and that it would take some time before firms
began to recruit new staff and the economic upturn had stabilised. Since the
domestic upside risks were negligible in her view, she considered that a further
cut in interest rates was appropriate.

W 4 December: The repo rate was held unchanged at 2.75 per cent. Villy
Bergstrom and Kristina Persson entered a reservation against the decision,
favouring a reduction of 0.25 percentage points in the repo rate in view of the
risk of weaker development in economic activity in Sweden than the assess-
ment in the Inflation Report. They considered this was indicated by the weak
development in the labour market.

|
REPO RATE DECISIONS IN 2004

M 5 February: The repo rate was cut by 0.25 percentage points to 2.5 per cent.
Kristina Persson entered a reservation against the decision, arguing that the
rate should be cut by 0.5 percentage points in view of the fact that the infla-
tion forecast in December 2003 had already indicated scope for a reduction
and that subsequent developments indicated even weaker price pressures, for
example due to continued improvements in productivity growth.

W 31 March: The repo rate was cut by 0.5 percentage points to 2.0 per cent.
Villy Bergstrom and Eva Srejber entered a reservation against the decision and
considered that the reduction should only be 0.25 percentage points. They
advocated greater caution in applying monetary policy stimulation in order not
to encourage households to increase their indebtedness, for example. Another
reason was uncertainty about the strength and durability of the productivity
growth and increasing international competition which had limited inflation,
despite expansionary economic policies in many parts of the world.

M 28 April: The repo rate was held unchanged at 2.0 per cent.

W 27 May: The repo rate was held unchanged at 2.0 per cent.

M 23 June: The repo rate was held unchanged at 2.0 per cent.

W 19 August: The repo rate was held unchanged at 2.0 per cent.
W 13 October: The repo rate was held unchanged at 2.0 per cent.

W 8 December: The repo rate was held unchanged at 2.0 per cent.
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DIAGRAM 6 0.50 0.50
Relationship between interest
rate decisions and forecasts.
Repo rate changes on the 025 — —{ 025
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DIAGRAM 7
Expectations of various economic agents
during 2005 for inflation in 2007, per cent.
2005 Q1 2005 Q2 2005 Q3 2005 Q4

[ | Employer organisations

Source: Prospera Research AB

Participants in the money market

[ Employee organisations Purchasing managers,

manufacturing
[ | Purchasing managers, trade

ward rates. This assumption makes the dia-
gram less relevant since the inflation forecast
and interest rate decisions at the forecast date
depend on the series of interest rate changes as-

sumed during the forecast period.

INFLATION EXPECTATIONS

Inflation expectations may be regarded as a
measure of the general public’s confidence that
the Riksbank will achieve its objectives. A high
degree of confidence also improves opportuni-
ties to take into account factors other than in-
flation when drawing up monetary policy, for
example economic growth and employment.
Diagram 7 indicates inflation expectations for
2007 on the part of the money market agents,
employer and employee organisations, and pro-
curement managers in the distribution sector
and manufacturing industry. Although infla-

tion in 2005 was clearly below target, there ap-

pears to be a broad measure of confidence in
the inflation target. The economic agents ex-
pect inflation to be at or close to 2 per cent

within a couple of years.

SUMMARY

To summarise, it may be noted that the
Riksbank’s forecasts overestimated inflation to
arelatively large extent prior to the beginning
of 2005. This was partly due to lower domestic
inflation than anticipated. As already men-
tioned, the surprisingly low level of cost pres-
sures restricted price increases for domestic
goods and services. Above all, there was an un-
expectedly strong improvement in productivity
during 2004. This may be partly explained by
the fact that, historically speaking, companies
postponed new recruitment for an unusually
long time in this upturn in the business cycle,
but it is also probably due to more lasting
changes in the conditions for productivity
growth. On the other hand, productivity and
labour costs in the private sector in 2005 gave
fewer surprises. The overestimation of domes-
tic inflation was also due to the fact that keener
competition resulted in greater pressure on
prices than anticipated.

Low imported inflation in 2005 was predict-
ed in 2009 and 2004. The apparent precision
of the uNnpIMPX forecasts is an illusion to some
extent, however. uNDIMPX inflation has been
greatly affected by higher oil prices, and oil
price forecasts were adjusted upwards, particu-
larly in 2004-2005. If 0il prices are excluded
from the uNDIMPX, prices of imported goods
and services actually declined by an average of
1.7 per cent in 2005, which is considerably
more than what the Riksbank forecast in 2003-
2004.

Probably, one underlying factor in the over-
estimation of import prices is the shift in the
pattern of imports to increased imports from
low-cost countries in recent years. It is difficult
to obtain a clear picture of the extent of this
change, but the indicators employed in fore-
casting to measure trends for international
prices in foreign currency have probably failed
to fully depict the effects of this shift. This may

be one reason why the forecasts have not suc-



ceeded in picking up the decline in import pric-
es. As in the case of domestic inflation, the im-
pact of competition in reducing prices may also
have been underestimated.

It should also be noted that the low rate of
imported inflation may also, to some extent, be
a result of the switch to the new method of cal-
culating the rate of inflation introduced in January
2005. The new method tends to reduce the rate
of inflation by 0.2 percentage points on aver-
age, but its impact may be considerably greater
in a specific year. Imported inflation, in partic-
ular, may be significantly lower with the new
calculation method, since the substitution ef-
fect is presumably greater. As noted above, the
proportion of imports from low-cost countries
has increased. As a result, the limited price in-
creases registered for imports may be partly the
result of the change in the calculation method.
Import prices have not increased significantly
for some time, however, which suggests that ad-
ditional factors contributed to the limited im-
ported inflation in 2005.

Thus, it is clear that overestimation of infla-
tion is largely due to structural changes in the
economy. Changes of a structural nature are not
easy to pinpoint in the forecasting process since
they cannot be readily identified, and since the
result of the changes is that the historical corre-
lations the forecast methods utilise no longer
apply. Some time will be required to conclude
definitively that unexpected developments in
the economy are actually caused by structural
changes, and not by temporary factors. One in-
dication that the low rate of inflation in 2005 was
due to a structural shift is that it was overesti-
mated by most forecasters, despite appreciably
stronger growth in 2004 than anticipated.
Although, at times, some forecasters took a
more optimistic view of productivity growth
than the Riksbank, views on the inflation out-

look did not differ greatly.

In early 2004, the Riksbank predicted that in-
flation would be below target in 2005, and would
not be on target for a couple of years. In hind-
sight, it is evident that inflation in 2005 was even
lower than the forecasts prepared in 2004, which

might have argued for an even more expansio-

nary monetary policy stance in this period.
Demand during the period in question was
strong, however, and unexpected supply-side
changes meant that the labour market started
to move forward later than anticipated. It is not
clear that further monetary policy stimulus in a
situation characterised by rapid structural change
would have had much impact on the labour
market. In addition, the risks of a substantial
slowdown in future growth and employment,
in the wake of a rapid increase in consumer debt
and house prices, indicated that a cautious poli-
cy was appropriate. As a result, even in hind-
sight, it is doubtful whether it would have been
appropriate to cut interest rates by any greater
extent. On the other hand, the period of inter-
est rate cuts in 2003-2005 might have been ini-
tiated and implemented more rapidly if it had

been possible to foresee the low rate of inflation.
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Northern Sweden's natural
assets offer unique oppor-
tunities for the world's
vehicle manufacturers.
Car and component tes-
ting in Arjeplog, Arvidsjaur,
Jokkmokk, Kiruna and
Alvsbyn are expected to
bring in around one billi-
on kronor during the win-
ter season 2005/06, in-
cluding related sectors.

Source: Arvidsjaur muni-
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W A safe and efficient payment system

— financial stability

The Sveriges Riksbank Act stipulates that the Riksbank is to promote a safe and efficient payment

system. In addition to regular surveillance of the financial system and crisis management, this involves

a statutory responsibility for the provision of banknotes and coins, and operational responsibility

for the system that enables banks to implement large interbank payments in a secure manner.

In light of its central role in the payment system,
the Riksdag has assigned the Riksbank to pro-
mote a safe and efficient payment system. This
assignment is also closely related to the Riks-
bank’s objective of maintaining price stability.
If the payment system does not function effi-
ciently, it may be difficult to implement mone-
tary policy, thus restricting the possibilities of
ensuring price stability.

A central bank’s traditional role in the pay-
ment system is to issue banknotes and coins and
to provide accounts that enable banks to execute
payments between one other in a secure manner.
Financial institutions and markets have, how-
ever, become increasingly important factors in
ensuring the smooth operation of the payment
system. As a result, the Riksbank interprets its
assignment as meaning that it should foster sta-
bility and efficiency in the financial system as a

whole.

FIGURE 2

Financial stability

DESCRIPTION OF ACTIVITIES

The financial system’s assignments are to con-
vert savings into investments, to facilitate pay-
ments and to manage financial risks. An ineffi-
cient financial system leads to major economic
costs. As a result, the state has strong reasons for
safeguarding stability and promoting efficiency
in the financial system in various ways, for ex-
ample by drawing up regulations and legislation,
and by oversight of companies and institutions

operating in the system.

THE ROLE OF BANKING OPERATIONS

IN THE PAYMENT SYSTEM

The payment system is especially important be-
cause all economic activities assume that pay-
ments can be made. The most significant form
of payment today is the electronic transfer of

funds between transaction accounts in banks.

The Riksbank’s promotion of a safe and efficient payment system.

The Riksbank is to promote a safe and efficient payment system.

The Riksbank promotes
financial stability:

The Riksbank's operational tasks:

M Issue banknotes and coins

Preventive work

W Oversight of banks and infra-
structure

W Influence regulations and legislation

W Research

W Financial Stability Report

Crisis management
[ Crisis management exercises
W Emergency liquidity assistance

I Provide a system for large-value
payments between banks

A SAFE AND EFFICIENT
PAYMENT SYSTEM
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A SAFE AND EFFICIENT
PAYMENT SYSTEM

The Swedish motor vehic-
le industry employs

140 000 people, including
sub-contractors. The in-
dustry accounts for exports
of goods worth SEK 140
billion, which corresponds
to around 15 per cent of
Sweden's total goods ex-
ports.

Source: BIL Sweden

As aresult, the banking system has a crucial role
in the payment system. If the entire banking
system were to collapse, the payment services
provided by banks could not be carried out by
other parties.

Owing to the large volume of interbank pay-
ments, there is a risk that a crisis in one bank will
spread to other banks via the payment system.
Other reasons are that the banks borrow from
one another, are exposed to the same borrower
categories and obtain funding in the same mar-
kets. At the same time, banks are inherently un-
stable due to the fact that both their deposits from
the general public and their loans from other
banks could rapidly dry up in a crisis situation,
whereas it takes longer for them to realise their

assets.

OVERSIGHT OF THE FINANCIAL SYSTEM

The Riksbank’s assignment to promote a safe
and efficient payment system involves supervi-
sion of the financial system as a whole, since fi-
nancial institutions and markets have come to
play an increasingly important part in ensuring
that the system functions satisfactorily. The Riks-
bank concentrates primarily on the banks, in
particular the major banks, and on the infra-
structure that is crucial for payments, including
the technical systems, rules and routines em-
ployed for payments for securities, currencies,
goods and services. The Riksbank’s oversight is

primarily designed to prevent financial crises.

The Riksbank is required to respond to offi-
cial requests for consultation and statements of
opinion, thus enabling it to influence the draw-
ing up of regulations and legislation for Swedish
financial institutions. Expressing its opinion on
parliamentary bills and official reports is an im-
portant part of the Riksbank’s opportunities to
influence the formulation of regulatory struc-
tures that are important for the achievement of
financial stability.

The Riksbank’s oversight of the financial
system has much in common with the activities
of Finansinspektionen (the Swedish Financial
Supervisory Authority), which has the main re-
sponsibility for supervision of individual finan-
cial institutions. The division of responsibilities
and the forms for cooperation between these two
public authorities on matters concerning finan-
cial stability and crisis management are defined
in a written memorandum of understanding
between the Riksbank, Finansinspektionen and

the Ministry of Finance.

CRISIS MANAGEMENT

If a crisis occurs in the financial system despite
preventive efforts on the part of the Riksbank,
the Bank must act to limit the economic costs
of the crisis. In order to ensure readiness for ef-
fective crisis management, the Riksbank organ-
1ses its own crisis management exercises and also
participates in similar exercises in cooperation
with Swedish and foreign authorities.

In the event of a crisis, the Riksbank can pro-
vide emergency liquidity assistance to a bank
or a financial institution under the supervision
of Finansinspektionen that has encountered
payment problems. If a bank is to borrow from
the Riksbank without providing normal collat-
eral, it must be solvent and there must also be a
risk that the financial system would be so seri-
ously disrupted that its functions could not be
maintained. The fact that a bank is large is not,
per se, sufficient reason for assistance from the
Riksbank. The Bank’s preventive supervision is
a prerequisite for the ability to rapidly make such

assessments in a crisis situation.



PREPARING FINANCIAL STABILITY REPORTS
The Riksbank’s capacity to prevent disruptions
in the banking system and the infrastructure
mainly depends on its ability to identify risks and
influence key participants with a crucial role in
the financial system. The participants include
banks, the systemically-important infrastructure,
legislators and international institutions. If it is
to influence events, it is essential that the Riks-
bank has a high level of credibility, and this calls
for expertise and considerable openness on the
part of the Riksbank.

The Executive Board presents its assessment
of the stability of the financial system in Financial
Stability Reports, which are published by the
Riksbank twice a year. These reports are de-
signed to facilitate discussion of stability issues,
for example, and to influence participants with
a key role in maintaining stability. The starting
point for the Board’s assessment is the risks in
financial markets which may affect participants
in the Swedish payment system. The Riksbank
also analyses changes in borrowers’ ability to pay
their loans and the banks’ resilience to unex-
pected losses, by studying their profitability, the
quality of their assets and their financing. The
financial infrastructure is also analysed in order
to form an opinion about structural weaknesses
that might have spin-off effects via the payment
system. The reports also include articles on top-
ics that are relevant to stability and the efficien-

cy of the financial system.

ACTIVITIES IN 2005

The Riksbank’s analysis of financial stability
indicated a continued rise in the profitability of
the major Swedish banks, and hence an improved
ability to cope with unexpected losses. Net inter-
est 1s still the banks’ primary source of income,
but the increase in profitability during the year
may be chiefly ascribed to increased commission
revenues and an appreciation in the value of the
banks’ financial assets. Reduced loan losses also
contributed to improved profits.

The Riksbank considered that the favourable
economic outlook reduced the risk of major bank
loan losses due to bad debts during the next two
years. This applied both to Sweden and the prin-

cipal foreign markets in which the major Swedish
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banks have extensive operations (i.e. Germany,
the other Nordic countries and the Baltic coun-
tries).

In Sweden, household debt also continued to
increase rapidly during 2005, and liabilities rose
to 127 per cent of disposable income. The abili-
ty to service debt continued to be satisfactory,
however. Low interest rates meant that the pro-
portion of disposable income devoted to interest
expenditure — the interest ratio — remained low
at around 4 per cent. In its second stability re-
port, however, the Riksbank pointed out that
there were regional differences and that the in-
terest ratio was higher in the major urban areas
although, on the whole, households’ ability to
service debt was satisfactory.

House prices have risen rapidly at the same
time as household debt has increased. In its sec-
ond stability report in 2005, the Riksbank pre-
sented a detailed analysis of the house-price
trend, both in Sweden and other countries.
Several simple regression models indicated that

Swedish house-price developments are essentially

A SAFE AND EFFICIENT
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DIAGRAM 8

Profit before loan losses
and net loan losses in the
major banks.
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DIAGRAM 9

Household debt and post-tax
interest expenditure as a
percentage of disposable
income.

Debt ratio (left)

Post-tax interest
expenditure ratio (right)

------ Forecast

Forecast

Sources: Statistics Sweden
and the Riksbank

explained by low interest rates, increasing dis-
posable incomes and low construction activity.
The sensitivity of house prices to changes in the
interest rate was also tested in the light of the
unusually low level of long-term interest rates.
Higher interest rates in line with the expecta-
tions of market participants result in a reduc-
tion of the rate of price increases in the model.
However, this does not exclude the possibility
that prices could drop if the factors that deter-
mine the price trend were to change in a more
dramatic manner.

During 2005, there was increased borrowing
on the part of Swedish companies for the first
time since 2001. However, higher earnings in-
dicate a satisfactory ability to service debt.

During 2005, the Riksbank prepared a sur-
vey of Swedish private equity investment com-

panies and their connection to the major com-
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mercial banks. It was noted that that the banks
provided loans for leveraged buyouts, but that
this kind of financing only constitutes a small
share of their total corporate lending. Since the
risk in Swedish leveraged buyouts is lower than
the European average and did not increase dur-
ing 2004, it was considered that the risks asso-
ciated with such operations were probably rela-
tively limited in the case of the major Swedish
banks. However, in the Riksbank’s view, the in-
creasing size of private equity investment com-
panies’ transactions, higher prices for acquired
companies and rising leverage rates might indi-
cate higher risk in this type of operation.

During 2005, the Riksbank evaluated all key
systems in the financial infrastructure - Bankgiro-
centralen, BGc AB, vPc AB and Stockholms-
borsen AB — in their capacity as crucial counter-
parties in derivative clearing operations. The
Riksbank also evaluated its own system, RIX, in
the same manner. It was concluded that the reg-
ulatory structure and technical systems complied
with internationally agreed requirements in all
essential respects.

The second Financial Stability Report also
discussed aspects of the European rules for cross-
border banking. The increasingly transnation-
al character of banking groups calls for some
form of consolidated oversight and supervision.
There are several different ways of achieving
this. In economic terms, this suggests a joint
European framework, at least for transnational
banking operations, but other transitional solu-
tions may be envisaged. Major political consid-
erations are involved, and as a result, it may take
time before solutions of this nature are achieved.

In March, a crisis exercise was implemented
in cooperation with the Ministry of Finance and
Finansinspektionen. This was the first time that
all three public authorities participated in a joint
exercise designed to test information exchange
and coordination capabilities.

During 2005, the memorandum of under-
standing concerning the division of responsibil-
ities and cooperation in a stability context be-
tween the Riksbank and Finansinspektionen
was revised to include the Ministry of Finance.

During 2005, the Riksbank made 22 re-

sponses to requests for consultation and partici-



pated in three official reports in areas related to

financial stability and efficiency (see pages 77-78).

FOLLOW-UP

There is no simple way of judging whether the
Riksbank has fulfilled its assignment in the sta-
bility area. The financial system is stable as long
as it can maintain its key functions in the econ-
omy. Failure to fulfil this assignment is only noted
when serious disruption occurs. The absence of
serious crises does not necessarily mean that the
Riksbank has fulfilled its assignment since it may
take some time before risks in the system lead
to a crisis. As a result, it is essential to evaluate
whether the stability analysis has focused on the
appropriate issues and drawn the right conclu-
sions, whether communications have been sat-
isfactory and whether the preparations have
been sufficient to ensure effective management
of a financial crisis.

In 2004, the Riksbank asked a group of exter-
nal experts to assess the Riksbank’s Financial
Stability Reports. They concluded that the Riks-
bank’s stability process is relevant and that it fo-
cuses on the right questions, although they sug-
gested a number of improvements which the
Riksbank has been working on during 2005.

The crucial recommendation in the expert
group’s view — introduction of a recurrent chap-
ter on current issues that affect the public frame-
work —was covered by the thematic chapter on
aspects of the European banking regulatory
structure presented in the second Financial
Stability Report of 2005. The Riksbank decid-
ed to discuss a number of issues under the same
heading rather than attempt an exhaustive re-
view of all the issues involved.

Another recommendation was that the anal-
ysis of borrowers in other Nordic countries, the
Baltic countries and Germany could be more
cohesive. This analysis was improved during the
year and further improvements will be made.

The Riksbank has also improved its analysis
of the banks, based on these recommendations.
Comparisons with other Nordic banks are made
in terms of profitability, cost-effectiveness, loan
losses and the Tier 1 capital ratio, that is to say
the banks’ shareholders’ equity in relation to risk-

weighted assets. A number of tests are used to
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The Riksbank’s research in the financial stability area
The Riksbank's Research Division has been conducting research on bankruptcy
and credit risks in Swedish companies since 1999. One sub-project is analysing
the bankruptcy trend for Swedish limited companies in the light of macroeco-
nomic developments, using data available over a substantial period. During
2005, an article was published which demonstrated that corporate bankruptcies
were closely linked to losses in the banks' credit portfolios and, as a result, were
potentially relevant as an indicator of financial stability. This analysis also indica-
ted the importance of taking macroeconomic developments into account when
modelling insolvency trends over time. The model provides consistent forecasts
of future inflation and bankruptcy frequencies, thus permitting a cohesive ana-
lysis of the Riksbank's principal spheres of interest, namely price stability and
financial stability. The current follow-up project is investigating whether the
correlation between bankruptcies and macroeconomic trends differs from one
industry to another and, if so, whether precision can be improved by developing
industry-specific forecast models.

analyse the banks’ capacity to withstand unex-
pected losses — for example the volume of loan
losses before the bank reports negative earnings.

A further recommendation involved a clear-
er account of the Riksbank’s assignment in the
financial stability area and the division of respon-
sibilities between the Bank and Finansinspek-
tionen. This recommendation was already com-
plied with in the second Financial Stability
Report of 2004, to some extent.

The crisis management exercise implement-
ed in 2005 in cooperation with the Ministry of
Finance and Finansinspektionen indicated the
importance of insights on the part of the author-
ities concerned as regards the way various pub-
lic authorities handle crisis management issues.
This exercise clarified the roles played by the
Riksbank, the Ministry of Finance and Finans-
inspektionen in an emergency situation.
Cooperation proved to be satisfactory, but fur-

ther exercises are required.
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Payment system

DESCRIPTION OF OPERATIONS

The Riksbank’s rix system for the settlement of

major payments may be regarded as the hub of

the Swedish payment system. All payments be-
tween commercial banks and other parties are
processed via the RIX system, which currently
has 20 participants.

The RrIx system comprises two parallel sys-
tems, one for settling payments in Swedish kro-
nor (K-R1x) and one for euro payments (E-RIX).
E-RIX is linked to the European central bank
TARGET system which permits interbank pay-
ments throughout the Eu. Payments in RIX are
settled on a real-time gross settlement (RTGS)
basis.

The Riksbank has set the following targets
for the RIX system:

m Availability — the system must be 99.9 per cent
accessible during hours of operation during
the calendar year.

m Customer satisfaction — 8o per cent of R1x
participants must be satisfied and customer
satisfaction is to be better than the average
for government authorities.

m Cost coverage — K-RIXmust achieve cost cov-
erage as a result of fees paid by participants.
This system plays a key role in society, and

failures may have considerable consequences in

the banks’ liquidity management. The availa-
bility target is defined as an interruption of not
more than two hours a year in k-rR1xand three

hours in E-RIX.

ACTIVITIES IN 2005

The average daily turnover in K-RIxamounted
to SEK 436 billion in 2005, and EUR 8 billion in
E-RIX. Turnover increased somewhat in com-
parison with the previous year, both in k-R1x-
and E-r1X. The number of transactions per day
also increased from 5,250 in 2004 to 5,800 in
2005, due to a tendency for banks to dispatch
transactions separately rather than net, in a
block.

The current RIX system came into operation
in 1990 in a mainframe computer environment.
Operating costs for the system have increased
substantially in recent years since other bank-
ing systems are no longer based on a mainframe
configuration. A tendering process for a replace-
ment system for K-R1IXwas initiated during 2004,
and an agreement was signed with s1a /Perago
in August 2005. Implementation of the new
system commenced immediately. In autumn
2005 an analysis was made of the way the sys-
tem was to be used, as well as the design and
technical configuration. This analysis was car-
ried out in close cooperation with participants
in the payment system. Implementation of the
new process is continuing during 2006, and the
participants involved in the payment system will
take part in functional tests. The new system
will come into operation in the first quarter of
2007. The Riksbank will simultaneously termi-
nate settlements in euro in connection with the
phasing out of E-RIX as from December 2006.
The Riksbank has decided not to link up with
Target 2, the new European central bank sys-
tem for euro payments due to lack of interest on
the part of the major Swedish banks in payments
in euro via the Riksbank. Swedish banks and
clearing houses can obtain access to the European
market via participation in Target 2 through

banks in other EU countries.

FOLLOW-UP

The availability of the RIX system was 99.75
per cent during 2005, which was slightly lower
than the target of 9g9.9 per cent. If we exclude
external disturbances, then the availability fig-
ure is 99.88 per cent for 2005.

A new customer survey for the RIX system was
carried out during 2005. The results indicate
that all customers had considerable confidence
in these operations. The target of 8o per cent
satisfied customers was met with room to spare.
The survey also indicates that areas where there
was room for improvement according to the
previous survey in 2003 now have a higher pro-
portion of satisfied customers.

The Riksbank achieved full cost coverage for
K-RIX during 2005, and revenues amounted to

SEK 23.8 million.



Banknotes and coins

DESCRIPTION OF ACTIVITIES
The Riksbank is responsible for supplying bank-
notes and coins in Sweden. Extensive changes
have been implemented in recent years and the
Riksbank’s role and responsibilities in the pro-
vision of notes and coins have been defined in a
clearer manner. The goal has been to reduce the
Riksbank’s involvement in operative cash man-
agement in order to improve economic efficien-
cy and reduce the Riksbank’s costs.
The Riksbank’s responsibilities in the cash
management area are to:
m supply new notes and coins that are difficult
to counterfeit,

B maintain strategic stocks of notes and coins,

implement authenticity checks, particularly
in the case of the destruction of banknotes,
define standards for banknote quality,
redeem defective and invalid notes and coins,

destroy worn banknotes, and

arrange transportation from suppliers to stra-
tegic storage points.

The Riksbank ensures that cash is available
by means of a system in which the banks order
cash from, and deliver surplus holdings to, the
Riksbank’s offices in Tumba, Molndal or Malmé.
Subsequently, the banks are responsible for dis-
tribution to the general public.

The Riksbank’s objective for the provision of
cash 1s that the general public should have a high
measure of confidence in, and knowledge of,
Swedish banknotes and coins. In addition, the
Riksbank endeavours to achieve a high degree

of security in its cash management activities.

ACTIVITIES IN 2005

Cash management

The rationalisation of cash management routines
continued in 2005 as a result of the closing of the
Hirnosand office on 30 September. In 2004, it
was decided to offer the banks an opportunity
to establish private depots for deposits and dis-
bursement of cash. The banks receive interest
compensation for cash resources held in these
depots. In December 2005, Swedbank opened

the first bank-owned depot in Harnésand.

The Riksbank’s cash-handling offices have

introduced new, safer entry control systems in

order to improve security. The Riksbank has
also taken steps to ensure that security compa-
nies’ transport arrangements to and from the
Riksbank are more secure and more flexible.
During the year, there was a focus in the pub-
lic debate on the increased number of robberies
involving security transports. The Riksbank has
actively participated in discussions with banks
and security transport companies in order to
reduce the risks. Following consultation with
the Riksbank’s General Council, the Executive
Board also submitted a report to the Government
regarding measures to prevent robbery of secu-
rity transports and cash depots. The Riksbank
1s also studying the feasibility of allowing the
banks to destroy worn banknotes at their own

cash depots, since this would reduce the need

A SAFE AND EFFICIENT
PAYMENT SYSTEM

The pharmaceutical
industry’s significance for
the Swedish economy has
increased in recent years.
Exports of pharmaceuti-
cals have increased by
around 180 per cent over
the past decade.

Sources: The Swedish
Association of the
Pharmaceutical Industry
and Statistics Sweden
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In 2004 the market for
electronic communica-
tions in Sweden had a
turnover of SEK 49.5 billi-
on. During the first half
of 2005 the turnover was
SEK 24.5 billion. This is
largely unchanged from
the same period in 2004.

Source: PTS, the Swedish
National Post and Telecom
Agency

for the transportation of cash, and hence the risk
of robbery.

The Riksbank charges the banks a fee to cover
the cost of cash-handling operations. During
2005, revenues from this source amounted to

SEK 24 million.

BANKNOTES AND COINS

As from 1 January 2006, three older types of
banknote and one type of coin were no longer
legal tender. The notes in question are older ver-
sions of the 100 and 500-krona banknotes, which
have no foil strip or see-through image, and old-
er 20-krona notes which have a slightly larger
format and a bluer tone than the smaller notes
with a purple that will continue to be legal ten-
der. The old silver-coloured 50-6re coin is no
longer legal tender. The withdrawal of these notes
and coins was preceded by an information cam-
paign that included mailings to all Swedish house-
holds.

In order to maintain satisfactory banknote
quality, the Riksbank issued new notes in 2005
with a face value of sEx 11 billion, and destroyed
damaged notes or notes that had been withdrawn
with a total nominal value of sEk 20 billion. In
addition, the Riksbank and the security com-
panies have jointly taken a number of steps to
raise the quality of banknotes in circulation and
increase the withdrawal of low-denomination
notes. The Riksbank has decided to introduce
upgraded 50 and 1000-krona notes during the
first six months of 2006 in order to further in-
crease the level of security.

A commemorative 100-krona banknote was
issued during 2005 in honour of the 250th an-
niversary of the Tumba Bruk printing works.
The Riksbank also issued three commemora-
tive coins to celebrate the 100th anniversary of
the dissolution of the union between Sweden and
Norway, the rooth anniversary of Dag Hammar-
skjold’s birth and the 150th anniversary of

Sweden’s first postage stamp.

FOLLOW-UP

The task of changing the Riksbank’s role and
responsibilities in the provision of banknotes
and coins was largely completed during 2005.
The planned closure of the office in Malmé has
been postponed until 30 June 2006, however, due
to delays in the establishment of the commercial
banks’ private depots. See pages 56-60 for a sum-
mary of the Riksbank’s new cash management
role.

An evaluation of the campaign that preced-
ed the withdrawal of three banknotes and one
coin that was implemented during 2005 showed
that more than 85 per cent of the population

was aware of the information concerned.
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TABLE 3 35
Banknotes and coins 2001 2002 2003 2004 2005 %
Average value of banknotes and coins :
in circulation (SEK billion) 95 929 101 103 106 §
Average value of coins in circulation ;
(SEK billion) 4.6 4.8 5.1 53 5.5 E
Number of banknotes in circulation (million) 333 343 357 359 382 g
Number of banknotes issued (million) 278 230 169 28 50

Number of banknotes destroyed (million) 178 217 126 107 111

Number of counterfeit banknotes

(number) 2 400 1 865 1832 2 054 1 849

Banknotes and coins in circulation in

relation to GDP on 31 December (per cent) 3.4 3.4 3.4 3.2 3.2

Source: The Riksbank

The face value of counterfeit banknotes with-
drawn from circulation amounted to SEK
418 000, which is a reduction of about 50 per
cent compared with the preceding year. The

number of counterfeit notes declined by 10 per

cent. Swedish banknotes are forged on a rela-
tively limited scale by international standards.
This is partly because the krona is a relatively
small currency, and partly because Swedish
banknotes maintain a high level of security.
The total value of cash in circulation is in-
creasing as a result of the general growth in the
economy. The average annual rate of increase
over a five-year period is 3.2 per cent, but this
rate is gradually declining as other forms of pay-

ment become increasingly attractive.
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Asset management

ASSET MANAGEMENT

The Riksbank’s asset management must meet two overall objectives. Firstly, assets must be managed

in @ manner that allows the Riksbank to carry out its statutory tasks regarding monetary and exchange

rate policy and stability in the financial system. Secondly, asset management must generate a satisfac-

tory return under the constraints implied by the first objective. Asset management must also be

cost effective.

DESCRIPTION OF ACTIVITIES

In the Riksbank’s case, the balance-sheet total
is primarily determined by items on the liabili-
ties side, that is to say banknotes, coins and cap-
ital, which the Riksbank cannot influence in the
short term. The volume of banknotes and coins
1s determined by public demand and the total
capital is determined by the profit reported by
Riksbank, and the dividend distributed.

BANKNOTES AND COINS

The Riksbank is responsible for the provision
of Sweden’s banknotes and coins, and in addi-
tion has the exclusive right to issue them. The
volume of banknotes and coins is determined by
demand from the general public which, in the
short term 1s affected by interest rates, for exam-
ple, and in the long term by factors such as the
structure of the cash market. At year-end 2005,
the stock of notes and coins in circulation
amounted to sEK 111 billion, but this figure var-
les during the year, with peaks just before major
public holidays and monthly wage and salary

payments, when public demand for cash rises.

CAPITAL

If it is to conduct its activities in a credible and
independent manner, the Riksbank must have
sufficient capital to avoid the need for an injec-
tion of funds. This is why the Riksbank needs
capital resources which can generate revenues,
thus enabling it to meet its operating costs and
cover any losses incurred in its activities.

Such losses may occur in connection with the
provision of emergency liquidity assistance to
avert a threat of disruption of the payment sys-
tem. Losses can also stem from the day-to-day
management of the Riksbank’s gold and foreign
exchange reserve. Since the Riksbank values its
assets at market prices, the book value of assets
1s affected by changes in exchange rates, market

interest rates and the price of gold. Such chang-

What is seignorage?

The Riksbank is sometimes asked what seignorage means. Seignorage is normally
defined as the return on the issue of banknotes, but what does this mean in
practice?

The general public requires banknotes and coins for cash payments. The value
of notes and coins appears on the liability side of the Riksbank’s balance sheet.
Holders of notes and coins do not receive any interest, so the Riksbank has no
interest expense for these items. Theoretically, seignorage might be regarded as
the return on the assets corresponding to notes and coins in circulation*.

A central bank's balance-sheet liabilities involve other items in addition to
banknotes and coins — mainly shareholders’ equity (capital). So what are the
assets that may be said to generate seignorage? Since the Riksbank does not link
certain assets to the banknotes and coins balance-sheet item, the most accurate
method is to calculate the seignorage and multiply the note and coin proportion
of the balance-sheet total by the return realised on total assets. In this case, the
seignorage for 2005 would amount to SEK 2.8 billion.

* The issue of banknotes and coins involves production and distribution costs,
but these costs are ignored in this context.

FIGURE 3
Functional breakdown of the balance sheet.

Assets Liabilities

Gold and foreign Banknotes and coins

exchange reserve

Capital

Assets denominated
in kronor
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esin value are only realised, however, if the Riks-
bank sells securities or exchanges foreign cur-
rencies.

Unrealised gains are set aside as a reserve item
in the balance sheet, and they do not affect profit
for the year or the capital item. Unrealised loss-
es may, however, affect the capital item on the
balance sheet. If, for example, the krona appre-
ciates, the value in sex of the currencies in the
foreign exchange reserve will be reduced, and
this results in an unrealised loss. If the Riksbank
has previously made the corresponding unreal-
ised gains, they will offset such losses. But if the
unrealised gains in the balance sheet are not suf-
ficient to meet the unrealised losses, the account-
ing rules stipulate that they must be charged to
profit for the year, thus reducing the Riksbank’s
capital.

Guidelines for the allocation of the Riksbank’s
profits were approved by the General Council in
1988. In accordance with these guidelines, 8o
per cent of the Riksbank’s average net income
for the previous five years, excluding gold valu-
ation and exchange rate effects, is normally trans-
ferred to the Treasury, and the remainder is con-
solidated. The Riksbank’s capital, that is to say
the capital and reserves and profit for the year

items, amounted to SEK 60 billion at year-end.

GOLD AND FOREIGN EXCHANGE RESERVE
The Riksbank is required to hold gold and for-
eign exchange reserves to enable it to intervene
in the foreign exchange market, when necessary.
The foreign exchange reserve may also be used
to provide foreign exchange liquidity support to
the bank system in an emergency.

Currency interventions are primarily applied
when there is a fixed exchange rate. Since 1992,
Sweden has had a floating exchange rate, which
means that the value of the krona in relation to
other currencies is determined by the market.
Interventions may, however, also be undertak-
en with a floating exchange rate in order to
counteract currency fluctuations that threaten
price stability. The Riksbank did not intervene
in the market during 2005.

The gold and foreign exchange reserves con-
sist of gold and securities in foreign currency, and

also claims on the International Monetary

Fund (1mF). At year-end, the value of the gold
and foreign exchange reserve amounted to SEK

195 billion.

ASSETS IN SWEDISH KRONOR

The Swedish banking system normally has an
overall borrowing requirement in kronor in re-
lation to the Riksbank. This borrowing require-
ment varies, in accordance with the general
public’s demand for cash, for example. The
banks’ loans are entered as an asset in the Riks-
bank’s balance sheet.

The bulk of lending to banks takes the form
of refinancing transactions — also referred to as
monetary policy repos. This type of repo means
that the Riksbank meets the banks’ borrowing
requirements by buying securities from them
and simultaneously agreeing to sell them back
after a specific period has elapsed. The term for
such transactions is normally one week. The
amount involved is based on a forecast of the
payments or flows between the Riksbank and
the banks which affect the relevant items on the
Riksbank’s balance sheet. In addition to lend-
ing via repos, some deposit and lending trans-
actions to the banks are conducted via accounts.
Lending to the banks amounted to sEk 10 billion

at year-end.

FINANCIAL RISK MANAGEMENT

The Executive Board approves the overall prin-
ciples for managing the Riksbank’s financial
risks. The heads of department concerned are
responsible for satisfactory risk management in
their own operations. A separate Risk Control
Division ensures independent supervision of the
Riksbank’s financial risks. In addition, the
Internal Audit Division audits and evaluates
the efficiency and integrity of risk management
activities.

Management of the Riksbank’s assets involves
financial risks in the form of credit, market, li-
quidity and operational risks. The Riksbank
monitors the risks that occur by employing pre-
determined methods of identifying, quantifying
and controlling risks. This contributes to secure
management and a satisfactory return.

Liquidity risk is the risk that the Riksbank

cannot meet its payment commitments on time



because its assets cannot be divested, or can only
be sold at a reduced price or at increased cost.
In order to reduce the liquidity risk, the Riksbank
only invests in securities for which there are sub-
stantial and liquid markets.

Credit risk is the risk of losses due to the ina-
bility of a counterparty to fulfil its obligations to
the Riksbank in a financial transaction, or de-
fault by an issuer of securities. The Riksbank
manages the credit risk by requiring qualitative
assurances, for example credit certificates from
its counterparties and for the securities accepted
as collateral when lending to financial institu-
tions.

Market risk is the risk of losses due to changes
in the price of gold, in exchange rates or interest
rates. In terms of Swedish kronor, the currency
risk is the greatest single item, since the Riks-
bank’s assets primarily consist of gold and in-
terest-bearing assets in foreign currency. The
Riksbank manages the currency risk by diver-
sifying the foreign exchange reserve, which is
held in six different currencies. The Executive
Board determines the allocation between these
currencies. Interest rate risk is managed by de-
termining the duration, which is a measure of
the sensitivity of the market value of the asset to
changes in interest rates. The Riksbank employs
modified duration, which indicates sensitivity in
percentage terms.

These risk indicators are supplemented by
other measures such as Value at Risk (var) and
stress and scenario analyses. The var model
permits risk assessment for various types of as-
sets and risks, for example gold-prices, curren-
cies and interest rates.

Operational risk is the risk of losses as a result
of inadequate internal routines, deliberate or
unintentional human error, defective systems
or external events. The operational risks are
managed by ensuring that routines are sound
and sufficiently well documented, that person-
nel resources are adequate and have appropri-
ate expertise, that operations are conducted with
suitable support in the form of systems, organi-
sational structure, etc., and that preparations
have been made for dealing with extreme situa-
tions. The level of operational risks in financial
operations is measured and evaluated on an

annual basis.

ACTIVITIES IN 2005

Asset management must be conducted in a man-
ner that, firstly, enables the Riksbank to carry
out its statutory assignments and, secondly,
generates a satisfactory risk-adjusted net return.

These objectives are an important factor in
placement of the gold and foreign exchange re-
serve. Ifit is to intervene in the foreign exchange
market, the Riksbank must have foreign cur-
rency assets that are very easy to convert into
cash. This means that assets are largely held in
the form of government bonds. In addition, the
financial management risks must be limited so as
to ensure that the capital earmarked for operat-
ing costs and possible losses as a result of emer-
gency liquidity assistance can be maintained.

The Riksbank’s claims on the 1MF are not ac-
tively managed, but they provide the return de-
termined by the 1MF’s rules regarding the rate
of return, the allocation of the iMr’s costs and
the sDR interest rate. When the foreign exchange
reserve is mentioned in the following, this refers
to exclusive claims on the mvF, unless stated
otherwise.

During 2005, the gold and foreign exchange
reserve primarily consisted of government bonds
and gold. In addition, reserves were also held in
securities issued by institutions with state guar-
antees, intergovernmental organisations and Us
agencies.

The Riksbank’s foreign exchange assets were
denominated in the following six currencies: the
us dollar (37 per cent), the euro (37 per cent), the
British pound (11 per cent), the Japanese yen (8

ASSET MANAGEMENT

The furniture industry in
Sweden covers a total of
around 800 companies
with around 15 500 em-
ployees, most of them in
the provinces of Smaland
and Vistra Gotaland. The
value of the furniture
industry’s production is
estimated at SEK 20.5 bil-
lion for 2005.

Source: The Employers
Association of the Swedish
Wood Products Industry
and Statistics Sweden
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ASSET MANAGEMENT

per cent), the Canadian dollar (4 per cent) and
the Australian dollar (g per cent).

A review of the Riksbank’s asset management
was completed during 2005, with the aim of as-
sessing the scope for further diversification of the
gold and foreign exchange reserve. As a result,
the Executive Board approved new rules for fi-
nancial asset management that permit place-
ments in a wider range of assets. The new rules
also make it possible to increase the risk-adjust-
ed return, and they clarify the forms for deci-
sions on the focus of the Riksbank’s placements.
The rules stipulate that the Executive Board is
to review the strategic focus of asset management
on an annual basis. This review is to cover both
currency allocations and long-term holdings of

various types of assets.

DIAGRAM 10
Exchange-rate impact on gold and foreign exchange reserve.
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In view of the strategic focus, active manage-
ment of interest rate risks in the foreign exchange
reserve’s assets was also carried out during the
year. As in previous years, this took the form of
positions in relation to a benchmark portfolio
mainly consisting of government bonds. This
involved, for example, the sale and purchase of
government bonds in order to generate a better
return than the benchmark portfolio. Some of
the Riksbank’s securities were also lent via three
custody banks in exchange for securities, in or-
der to improve the return. Trading in unlisted
interest-rate swaps also commenced during the
year.

The Riksbank manages its gold assets in ac-
cordance with the Central Bank Gold Agreement
(cBGA) between 15 European central banks and
which originally entered into force on 27 Sep-
tember 1999. This agreement, which was re-
newed in 2004 and will continue until 2009,
gives the Riksbank an opportunity to sell up to
60 tonnes of gold during the period covered by
the agreement. During 2005, the Riksbank sold
17 tonnes of the gold reserve in order to raise the
risk-adjusted return on the gold and foreign ex-
change reserve as a whole. As a result, the in-
come from this transaction was reinvested in
the foreign exchange reserve (i.e. securities in
foreign currency). At year-end, gold stocks
amounted to 168.4 tonnes. Unlisted gold op-
tions were also used in the sales programme
during 2005.

The main reason for the increase in the val-
ue of the gold and foreign exchange reserve
during 2005 in terms of the krona was the weak-
ening of the Swedish currency in relation to the
currencies in the foreign exchange reserve. This
change in value was also due to a higher gold
price and changes in interest rates. During the
year, short-term interest rates rose, while long-
term rates were virtually unchanged or declined.
Opverall, there was a positive change in value as
aresult of the interest rate trend.

Since 1992, when the Swedish krona was float-
ed, the value of the gold and foreign exchange
reserve in terms of the krona has varied from
year to year, in line with the strength or weak-

ness of the national currency.



FOLLOW-UP

During 2005, the risks in the gold and foreign
exchange reserves were well balanced within the
frameworks established by the Executive Board
regarding the Riksbank’s statutory tasks and the

requirement to generate a satisfactory return.

RETURN

During 2005, the total return on the gold and
foreign exchange reserve, including claims on
the 1Mr, amounted to sex 26 billion, of which
SEK 16 billion was attributable to a weaker kro-
na, sk 6 billion to the appreciation in the gold
holding and sEx g5 billion to interest income.
There was also a negative impact of SEK 1 bil-
lion on the return, mainly as a result of a real-
1sed exchange rate and price effect. The return
on the currency reserve was higher than for the

benchmark portfolio.

RISK LEVEL

The Riksbank’s Executive Board has approved
a modified duration of 4.0 per cent, with devia-
tion limits of * 1.5 percentage points. The modi-
fied duration was 3.85 per cent at year-end. This
means that a 1 per cent increase in interest on
the markets in which the Riksbank invests would
result in a decline in the value of the portfolio
by about §.85 per cent, which corresponds to
approximately SEK 5.7 billion.

The market risk in the gold and foreign ex-
change reserve in terms of Value at Risk amount-
ed to sEK 5.7 billion at year-end — an increase on
2004. The higher risk is primarily due to the
higher market value of the gold and foreign ex-
change reserve and the change in the correla-
tions between interest rates, currencies and gold.

During the year, the foreign exchange reserve
has been managed at a low active risk in relation
to its benchmark portfolio, that is to say with
relatively small deviations from the predeter-

mined strategic allocation.

MANAGEMENT COSTS
Operating costs, excluding transaction costs for
the Riksbank’s overall financial organisation,

amounted to sEK 51 million during 2005.
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Total corn production has
increased by 130 per cent
since the end of the 1920s.
During the same period
the number of people
employed in agriculture
has declined by over 80
per cent and the acreage
used for cultivation has
fallen by around 30 per
cent.

Sources: Swedish Board
of Agriculture/Official
Statistics of Sweden

DIAGRAM 12

Interest-rate risk in the
foreign exchange reserve.

Delta 1%, SEK million
(left scale)

~—— Modified duration
(right scale)

Note: Delta 1% is a measure
of interest-rate risk which
roughly describes the change
in the market value of the
foreign exchange reserve in
kronor if the interest rate rises
or falls by 1 percentage point.

Source: The Riksbank

DIAGRAM 13

Value at Risk in the gold
and foreign exchange
reserve, SEK million.

Currency risk

Interest rate risk

Source: The Riksbank
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STATISTICS

B Statistics

The Sveriges Riksbank Act requires the Riksbank to provide access to statistical information about the

foreign exchange and credit conditions. Money and banking and balance of payments statistics,

including the balance on the current account and capital flows, are published on a monthly and

quarterly basis, respectively. In addition, information about short-term and long-term market interest

rates and exchange rates for major currencies is also provided. These statistics are distributed to,

and used by, a large number of international organisations and market participants.

DESCRIPTION OF ACTIVITIES

The Riksbank’s objectives for its statistical ac-
tivities stipulate that the statistics supplied must
comply with European standards and be easy
to understand and readily accessible to users. In
addition, the collection of statistical data must
be cost effective, both for the Riksbank and for
suppliers of such information.

International organisations set high stand-
ards for the statistical information provided by
the Riksbank, and there is extensive coopera-
tion with other EU countries within the Eurostat
and EcB frameworks.

Balance of payments statistics are used for
Swedish national accounts and financial ac-
counts, and they affect key economic indicators
such as ¢pp and ¢N1. The money and banking
statistics contain information about household
and corporate indebtedness to banks, mortgage
institutions and finance companies. The money
supply is another variable included in the mon-
ey and banking statistics.

The Riksbank works in close cooperation with
Statistics Sweden, which has for several years
been commissioned by the Riksbank to produce
money and banking statistics and some of the
balance of payments statistics. Under this ar-
rangement, the Riksbank is responsible for fun-
ding and the content of the statistical information
concerned, while Statistics Sweden collects the

data on a continuous basis.

ACTIVITIES IN 2005

During the year, the focus was on a more detailed
analysis of the correlations between the balance
of payments and Sweden’s international posi-
tion. There have been substantial surpluses in
Sweden’s current account balance in the last 10
years, but net liabilities with foreign countries
have not declined to the same extent. The Riks-
bank’s analysis indicated, for example, that var-
ious types of changes in value, for example ex-
change rates and share prices, now have a much
greater impact on Sweden’s external position
than in the early 199os.

During the year, the Riksbank approved the
installation of a new computer system for bal-
ance of payments statistics. This is partly because
the Riksbank’s mainframe platform is being
phased out and partly because the present sys-
tem has become outmoded and inefficient.
Development of the new system is under way and
is scheduled for service in daily operations in
November 2006. The new balance of payments
system will be based on the same concept as that
used by Statistics Sweden for the production of
money and banking statistics.

In autumn 2005, the Riksbank introduced a
new Internet application for external access to
interest rate and foreign exchange statistics.
Statistics for interest rates and foreign currency
involve about 60 Swedish and foreign interest
rate series and approximately 50 exchange rates.
This new way of publishing statistics is designed
to make the website more user-friendly, for ex-
ample by making it easier for users to search for

information in a more dynamic manner.



FOLLOW-UP
Certain quality problems in the balance of pay-
ments statistics have become increasingly appar-
ent during 2005. In particular, the net errors and
omissions item increased substantially during the
first half of the year, and this has implications
for the quality of the statistics. This item is an
indicator of inaccuracies and other inadequacies
in the balance of payments statistics. There is an
international rule of thumb that if net errors and
omissions account for more than 5 per cent of the
total current account balance (exports plus im-
ports) during a 12-month period, this is an indi-
cation of quality problems in the statistics which
must be rectified. Although the net errors and
omissions item for 2005 was less than 5 per cent,
steps have been taken to improve the quality of
these statistics, including comparison of balance
of payments statistics with other comparable
figures, both domestic and international, in or-
der to analyse differences and, as a result, pro-
vide a basis for improved data collection.
Publication of the balance of payments and
money and banking statistics is scheduled in
advance. During the year, statistics were pub-

lished on g0 occasions, all of these on schedule.

2001

2002

2003

2004

2005

STATISTICS

DIAGRAM 14
Net errors and omissions as a

percentage of GDP, 2001-2005.

Note: Information for 2005
covers the period
January-November.
Source: The Riksbank
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INTERNATIONAL
COOPERATION

' International cooperation

As the national central bank, the Riksbank is affected in various ways by Sweden's integration in

the world economy. International economic developments have an impact on the conditions for

Swedish monetary policy and for maintaining financial stability in Sweden. The Riksbank’s interna-

tional contacts make substantial contributions to the internal analytical process, and the Bank also

endeavours to contribute to international monetary and financial stability through its participation

in various international organisations.

DESCRIPTION OF ACTIVITIES

The Riksbank contributes to the capital resourc-
es of the International Monetary Fund (1vF), the
European System of Central Banks (Escs) and
the Bank for International Settlements (BIS). In
addition to cooperation within these organisa-
tions, the Riksbank also participates in interna-
tional groupings within the European Union
(EU), the Organization for Economic Coopera-
tion and Development (oEcD) and the Group of
Ten (c10), where macroeconomic and financial
developments as well as rules, standards and
norms for the financial sector are discussed.
Sweden is normally represented by the Riksbank
and the Ministry of Finance in the cooperation
in the Eu, the oEcD and the mvMF.

Contributing to international and financial
stability is an important objective of the Riks-
bank’s international activities and, to this end,
the Riksbank endeavours to exert an influence
in key groups and have a high degree of legiti-
macy in core international issues. Overall, the
Riksbank aims to promote efficient use of re-
sources, openness and market-conform solutions
in international cooperation. In all, the Riksbank
participates in about 130 international commit-
tees and working groups. In addition, the Riks-
bank has many bilateral contacts and partici-
pates in and arranges conferences and seminars
in order to learn more, and to influence inter-

national discussions.

ACTIVITIES IN 2005

Participation in international fora has enabled
the Riksbank to obtain more detailed informa-
tion about economic and political developments
in various parts of the world, and also to present
its views on appropriate economic policy meas-
ures. One of the key questions in the past year
has been the imbalances in the current account
between the United States and other parts of the
world, particularly Asia. The Riksbank’s view
1s that a gradual and calm adjustment process
will be facilitated if several countries act simul-
taneously. As part of the international exchange
of information and discussions of economic de-
velopments, the Riksbank has also presented
analyses of the Swedish economy and monetary
policy. In a European context, Sweden’s rela-
tively healthy macroeconomic development and
strong productivity growth have attracted con-
siderable interest.

The £u has completed a five-year plan for fi-
nancial sector regulation, and 40 out of 42 of the
new rules have been implemented. The Com-
mission has presented a ‘white paper’ outlining
measures for the next few years. Financial inte-
gration has not yet progressed to the same extent
in all parts of Europe, but the Riksbank has
specifically stressed the growing need for closer
cooperation between supervisory authorities and
for coordinated action between public authori-
ties in different countries in cases where prob-
lems emerge in cross-border financial operations
with repercussions on the stability of the finan-
cial system. The Riksbank has, for example,
highlighted the interlinkages between supervi-
sion, crisis management and deposit guarantee
schemes in ensuring the satisfactory handling of
financial crises. In the G1o, BIS and Eu frame-
works, the Riksbank has also been actively in-
volved in the development of analyses and the
practical aspects of crisis management, and has,
for example, initiated or chaired a number of

working groups and projects in this area.



Developments in public sector finances in the
EU countries and the reformed Stability and
Growth Pact have been of key interest in Europe.
Reform of the rules for the Pact has been pri-
marily discussed in fora in which the Riksbank
1s not represented, but the Bank has nonetheless
involved itself'in the European debate, for ex-
ample in the form of speeches and newspaper
articles, including stronger demands for consol-
idation in good economic times and the need for
supplementary national rules.

In the context of the current strategic review
of the IMF’s activities, Sweden has stressed the
crucial role that the Fund plays in its surveil-
lance of economic developments, and has argued
for a greater emphasis on analysing how meas-
ures in one country affect other countries. In
addition, Sweden has continued to advocate that
the Fund’s rules for lending to countries with
balance of payments problems should be applied
in a clearer manner and that private-sector cred-
itors should be involved more in the handling of
financial crises. In connection with the decision
to write off the debts of the most indebted poor
countries to the imr and the World Bank,
Sweden argued for a solution which would en-
sure lasting improvements in the debt situation
of the countries concerned. Sweden has also been
involved in the question of the future governance
of the Fund and has, for example, prepared pro-
posals for greater efficiency and transparency in
the Executive Board’s work.

Parts of the Riksbank’s international activi-
ties also involve the Bank’s operational tasks, such
as the production of statistics, the payment sys-
tem and accounting. International norms and
rules may have a considerable impact on the
Riksbank’s activities, and the Bank makes use
of various ways to present its views on appropri-
ate rules in this domain. The Riksbank has also
commented on ECB consultation opinions regar-
ding changes in legislation and regulations in the
monetary and financial area.

Riksbank experts contribute technical assist-
ance to other central banks, mainly in develop-
ing countries. More far-reaching measures have
been undertaken in recent years, on assignment
from the Swedish International Development

Cooperation Agency (Sida), to support the de-

velopment of key banking functions, primarily
at the central bank in Sri Lanka, and also on a
smaller scale at the central banks in Vietnam
and Uganda. The Riksbank has also seconded
experts for other bilateral assignments, partly
through the iMr and the £u. In addition, the
Riksbank has cooperated with the Chinese cen-
tral bank and arranged, for example, in the past
year a conference in Beijing on Swedish experi-
ence of the deregulation of the credit and capi-

tal markets.

FOLLOW-UP

It is difficult to gauge the Riksbank’s influence
in various international groups since the out-
come of most international discussions often
depends on protracted negotiations with many
participants involved. In addition, as regards
the actual impact on international monetary
and financial stability that is being achieved,
considerable time may elapse between the in-
troduction of a measure or a rule and the sub-
sequent evaluation of the results.

One indicator of the Riksbank’s legitimacy
in major international issues may be the extent
to which its representatives are assigned lead-
ing posts in international cooperation. During
the year, representatives of the Riksbank have
chaired several international working groups
and headed B1s/c10 and EU projects, primarily
in the areas of financial stability and 1MF activi-
ties. Representatives of the Riksbank have also
been invited, for example, to participate in panel
discussions and to give speeches at various in-
ternational events.

Another indicator of the extent to which the
objectives have been achieved is how Board
members assess the quality of internal analyses
and briefing notes, the Bank’s influence in in-
ternational fora and the legitimacy of the Bank’s
actions concerning major international issues.
During the year, such assessments were on the

whole positive.

INTERNATIONAL
COOPERATION
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B Organisation

In recent years, the Riksbank's tasks have been characterised by a focus on its core activities, an endea-
vour to attain greater openness, and continuous efforts to improve the professional competence of the
organisation. The Riksbank's Executive Board has also reinforced governance and management of the
Bank's activities and resources through a number of decisions. During 2005, new forms for the Riksbank's
management and governance were introduced in order to clarify the division of responsibilities between
members of the Board and heads of department, and to achieve a more cohesive management structure.

SVERIGES RIKSBANK 2005

FIGURE 4

The Riksbank’s organisational structure.

General council

FOCUS

Focus on core activities

The focus on core activities aims to ensure effi-
ciency in the Bank’s work. The Riksbank has
endeavoured to refine its activities in recent years.
As part of this process, operations such as sup-
plies of notes and coins and the production of

statistics have been transferred to other bodies.

Openness and clarity

The Riksbank’s independent status calls for a
high degree of openness and clarity. Openness
1s an essential aspect of establishing credibility
and legitimacy, both for monetary policy deci-
sions and the Riksbank’s activities in the finan-
cial stability area. As a public authority, the Riks-
bank must report its activities openly, explain its
decisions and provide information about the
management of public funds. Openness is also a
prerequisite for the evaluation of its activities. In
addition, openness and the subsequent scrutiny
are crucial instruments in promoting quality and

efficiency in the Bank’s activities.

Professional competence

Expert analysis is a necessary condition for sound
decisions, and the Riksbank constantly strives
to improve its professional competence in its fields
of analysis. This is achieved partly by establish-
ing close links between the practical application

of the analysis and theoretical and empirical re-

search. Participation in international coopera-
tion also provides useful experience. In recent
years, an extensive renewal of the professional
competence within the Riksbank has taken place.
Analytical competence in economics has been
extended, while the need for administrative and
operational staff has declined as activities have
become more efficient, and some parts have been

transferred to other agents.

A developing workplace

The Riksbank encourages a work climate that
motivates its employees. The aim is that all em-
ployees should have a clear responsibility, and
clearly see their contribution to the Riksbank’s
overall objectives. The Riksbank must also pro-
vide a workplace in which it is possible to com-
bine work and private life in a reasonable man-
ner, and which offers men and women equal

career opportunities.

GOVERNANCE OF ACTIVITIES

AND RESOURCES

In recent years, the Riksbank’s Executive Board
has taken a number of decisions which are de-
signed to reinforce governance and management
of the Bank’s activities and resources. In 2003,
the Board decided that the number of employ-
ees (in full-time equivalent terms) would be re-
duced by 10 per cent over a three-year period,

that more effective utilisation of premises was

Promote a safe and efficient
payment system

Maintain price stability

Executive board Financial stability

department

Internal audit department General secretariat

Market operations
department

Monetary policy
departmentk

Administration
department

It department



to be achieved, and that the Riksbank would
no longer lease premises in central Stockholm.
The Riksbank was able to vacate its leased
premises at year-end 2005, three years earlier
than planned.

The planning and follow-up of activities are
based on the Riksbank’s strategic plan and the
Executive Board’s special planning requirements.
The strategic plan is the Executive Board’s as-
signment to the line organisation. It contains
strategic targets, based on quality, efficiency and
confidence, with a planning horizon of g-5 years.
The strategic plan also defines the way achieve-
ment of these targets is to be evaluated. The
Executive Board’s special planning requirements
specify high-priority projects and activities on a
one-year time scale.

The Riksbank’s guidelines for external com-
munications and its equality, work-environment
and diversity plans are other important aspects
of the planning and follow-up of operations. A
new strategy for the Riksbank’s external com-
munications was approved by the Executive
Board in 2005. The aim is to provide a platform
for openness and communications, and form a
basis for priorities, governance and follow-up of
the Riksbank’s communications. An annual com-

munications plan was drawn up for the first time.

ORGANISATION AND FORMS

FOR MANAGEMENT

The Riksbank has seven departments. Three
departments are directly focused on the Bank’s
main tasks: the Monetary Policy Department,
the Financial Stability Department and the
Market Operations Department.

The Executive Board is responsible for gov-
erning the Riksbank’s activities. The Governor
of the Riksbank chairs the Executive Board. The
Governor is also responsible for presenting pro-
posals regarding appointments to posts decided
by the Executive Board and for management of
the heads of department. In addition, the
Governor must take decisions regarding urgent
monetary or foreign exchange policy situations,
if there is insufficient time for a decision by the
Board.

The Executive Board has appointed a specific

member of the Board to be responsible for:

m presenting proposals for Inflation Reports
and for decisions on monetary and foreign
exchange policy measures,

® presenting proposals for Financial Stability
Reports and on measures aimed at ensuring
the stability and efficiency of the payment
system,

m presenting proposals in the field of asset
management,

B presenting proposals regarding consultation
opinions involving major principles and for
making decisions in other matters relating to
consultation documents,

B presenting proposals regarding strategic in-
formation and communication issues.

A management group comprising the heads
of all departments, with the exception of the
Internal Audit Department, is responsible for
coordinating and monitoring activities. This
group is chaired by the head of the General
Secretariat.

During 2005, there was a follow-up of the
changes in the organisational structure and
management forms that had been implemented.
The follow-up indicated positive results. The
new management forms were considered to be

effective.

THE RIKSBANK'S DEPARTMENTS

The Monetary Policy Depariment

This department is responsible for monetary
policy analyses that provide a basis for deci-

sions to meet the price stability target. The de-

partment monitors and analyses price develop-

Josefin Regmyr and Laya Amini
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ORGANISATION

ments and is responsible for financial market
and balance of payments statistics. It also in-
cludes the Riksbank’s Research Division.
Head of Department: Anders Viedin

Number of employees: 74

The Financial Stability Department

The Financial Stability Department is respon-
sible for analysing the stability and efficiency of
the financial system, thus providing a basis for
decisions made to achieve the objective of pro-
moting a safe and efficient payment system. This
department monitors and analyses the payment
system infrastructure, major individual banks
and the private sector’s cash management. The
department is also responsible for controlling
the risks that arise in the Riksbank’s financial
activities.

Head of Department: Martin Andersson

Number of employees: 35

The Market Operations Department

The Market Operations Department imple-
ments monetary and foreign exchange policy
measures with the aim of influencing the inter-
est and/or exchange rates in accordance with
monetary policy decisions. The department also
manages the Riksbank’s foreign currency assets
and compiles statistics on interest rates and for-
eign exchange markets. In addition, the depart-
ment is responsible for the Riksbank’s system for
large-value payments between banks and for the
supply of banknotes and coins.

Head of Department: Kai Barvell

Number of employees: 78

The Admunmistration Department

The Administration Department is responsible
for development of personnel and professional
competence, office services, building mainte-
nance, transportation, security, documentation
for business planning and budgets, accounting,
wages and accounting systems, and financial
administration.

Head of Department: Agneta Ronstrom

Number of employees: 99

The General Secretariat
The General Secretariat is responsible for coordi-

nating daily activities and for supporting the

Executive Board’s governance and strategic de-
velopment of activities. The Secretariat coordi-
nates the Riksbank’s communication activities,
international work, and handles legal issues.
Head of Department: Mats Galvenius

Number of employees: 50 (including the Executive
Board)

The IT Department

The 1T Department is responsible for operation,
integration and development of the Bank’s 1t
infrastructure, and for operation of the Bank’s
computer systems.

Head of Department: Marie Rudberg

Number of employees: 69

The Internal Audit Department

The Internal Audit Department undertakes in-
dependent evaluation of internal management
and controls, risk management and governance
and management processes, as assigned by the
Executive Board.

Head of Department: Ulrika Bergely

Number of employees: 5

The number of employees refers to the number

of full-time equivalents at the end of the year.

EMPLOYEES

The Riksbank tries to ensure that all employ-
ees feel that they are participating in the Bank’s
work and that they see the importance of the
contribution that each individual employee

makes to the organisation’s performance.

Fredrika Lindsjé Hermelin and Robert Wiklund



The Riksbank also aims to offer its employ-
ees a satisfactory work environment by taking
steps to prevent ill-health and accidents in the
workplace. All the Riksbank’s employees must
feel that they are able to combine work and pri-
vate life in a reasonable manner.

All Riksbank employees are to be ensured that
they are assessed on the basis of their own per-
formance and personality, and are not judged
by their belonging to a group. The Riksbank
considers that groups consisting of people with
different backgrounds and perspectives are more
effective and dynamic than homogenous groups.
As aresult, the Riksbank is promoting greater
diversity in several different areas - for example
diversity in gender, age, previous job experience,

and ethnic and cultural background.

TABLE 4
Average number of employees
(full-time equivalent).
2003 2004 2005

Total 439 420 429
Of whom women 199 189 190
Of whom men 240 231 239

DEVELOPMENT OF PROFESSIONAL
COMPETENCE

Competence development and career opportu-
nities are essential features of a knowledge-in-
tensive organisation such as the Riksbank, with
a high proportion of professional and highly-
committed employees. The Riksbank provides
both external and internal opportunities for ca-

reer development. One of the most effective forms

Annika Otz and Roger Nilsson

of competence development is internal mobility,
providing opportunities to learn from colleagues.
During 2005, approximately 40 per cent of all
vacancies were filled internally. Overall person-
nel turnover amounted to 5 per cent.

The Riksbank also offers internal courses in
various fields, as well as external training both
nationally and internationally. Exchanges with
other central banks, work in international com-
mittees and participation in seminars provide
excellent opportunities for acquiring additional
experience and in-depth expertise in the employ-
ee’s specific area. During the year, some employ-
ees participated in an exchange programme
designed to extend their competence. This ex-
change programme involves people from dif-
ferent public authorities following each other at
work for a number of days, thus gaining new
experience and greater insights.

During the spring, the management training
programme initiated in 2003, in which all the
Riksbank’s managers have participated, was
completed. The aim was to develop managerial
and leadership qualities and to establish a con-
sensus view of leadership at the Riksbank. The
focus was on active leadership, with an empha-
sis on clear management by objectives and com-
munications. Management training will continue
during 2006 in the form of seminars and indi-

vidual tuition.
EQUALITY AND DIVERSITY

In order to counter discrimination, the Riksbank

continued to develop its recruitment process, and

Marie Rudberg, Pether Burvall and Stefan Palmqvist
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instituted quality assurance procedures during
2005. This was achieved by clarifying roles and
responsibilities, and by developing succinct
routines. A discrimination policy was also drawn
up, embodying the Riksbank’s principle of zero
tolerance for discrimination and harassment.

The task of achieving successful group com-
binations is an important aspect of managerial
responsibilities at the Riksbank, and is a natural
element in the Bank’s long-term competence
development programme. Men and women are
to have equal opportunities to develop their
competence and pursue their careers. The Riks-
bank has successfully promoted gender equality
for many years, and employment for women and
men is relatively even — 45 per cent women and
55 per cent men. At the managerial level, the
ratio is o0 per cent women and 70 per cent men,
and the corresponding figures for the Executive
Board are three men and three women. Since
systematic adjustment of pay differentials was
initiated in 2003, the salaries of 26 persons have
been amended, following the identification of
unjustified differences in pay.

As in the case of equality, the diversity proc-

ess involves increasing awareness and changing

DIAGRAM 15
Educational level.

[ Compulsory school or
upper-secondary education

University degree

PhD or licentiate
qualification

Source: The Riksbank

Christina Wejshammar, Mats Wallinder and Pernilla Meyersson

attitudes. During the year, additional resources
were devoted to developing the diversity process.
In October 2005, for example, the Riksbank
arranged a seminar under the heading “Success
factors and pitfalls in the diversity process” in
which a number of other authorities participated.
The purpose of this seminar was to encourage
an exchange of experience and discussion of
various problem areas and ways in which they
can be tackled. Attitudes to equality, the differ-
ent ways in which men and women communicate
with others, diversity legislation and the responsi-
bility of the employer are dealt with within the
framework of the management training pro-

gramme.

WORKING ENVIRONMENT

The Riksbank endeavours to provide a stimu-
lating workplace in which employees can com-
bine private life and a high level of professional
ambition. Personal development discussions and
employee surveys help to form a picture of the
way staft members experience their work situa-
tion. Debriefing interviews when employees re-
sign or retire have also been carried out for some
time in order to improve this information.

The Riksbank also offers opportunities for
flexible working hours and working from home
to enable parents with small children to fulfil
their responsibilities, both as parents and em-
ployees. During the autumn of 2005, all em-
ployees were offered an opportunity to partici-
pate in a widely appreciated seminar on leading
a balanced life, in which the reasons for and the
symptoms of stress-related health problems were
discussed.

The Riksbank has an extensive preventive
health care programme and offers its employees
a well-equipped gym and various forms of phys-

ical training, relaxation and nutrition advice.

TABLE 5
Absence due to sickness in 2005 (2004).

TOTAL WOMEN  MEN
<29 0.6% (1.5%) 08% 0.3%
30-49 2.0% (1.9%) 2.9% 1.4%
=50 91% (8.6%) 8.6% 9.4%
All 4.7% (4.4%) 50% 4.4%

Note: Absence due to sickness was defined as absence for the
age-group concerned in relation to the age group's total normal
working hours.



B Governance

THE RIKSBANK'S EXECUTIVE BOARD
The Riksbank is led by an Executive Board with

the following six members:

Stefan Ingoes,

term of office of six years, from 1 January 2006
Stefan Ingves is Governor of the Riksbank and
Chairman of the Executive Board. Mr Ingves
is responsible for presenting proposals regard-
ing appointments for posts approved by the Board
and exercising managerial responsibilities for
heads of department. Mr Ingves is a member of
the EcB General Council and a member of the
BIs Board. He is also Sweden’s Governor in the
MF. Mr Ingves has a Php in economics and, prior
to his appointment as Governor of the Riksbank,
he was head of the Monetary and Financial
Systems Department at the imr. He has previ-
ously been Deputy Governor of the Riksbank,
General Director of the Swedish Bank Support
Authority, and Under-Secretary and head of the
Financial Markets Department at the Ministry

of Finance.

Lva Srejber,

term of office of six years, from 1 _fJanuary 2003
Eva Srejber is First Vice Chairman and First
Deputy Governor of the Riksbank. Ms Srejber is
responsible for presenting proposals in the asset
management area. Ms Srejber is the Governor’s
alternate in the EcB General Council and a mem-
ber of the EU’s Economic and Financial Commit-
tee and of the EscB’s International Relations
Committee. Ms Srejber is an economist and has
previously been head of the Riksbank’s Monetary
and Foreign Exchange Policy Department, a
member of the Executive Board of the vr, and
Deputy ceo of Swedbank where she was respon-

sible, among other things, for EMU issues.

Lars Nyberg,
term of office of six years, from 1 January 2006
Lars Nyberg is Deputy Governor of the Riks-

GOVERNANCE

bank and is responsible for presenting proposals
for Financial Stability Reports and on measures
aimed at ensuring the stability and efficiency of
the payment system. Mr Nyberg has been ap-
pointed by the Government to the Board of
Finansinspektionen (the Swedish Financial
Supervisory Authority) and is the Riksbank’s
representative in the group of deputies for the
c1o Ministers and Governors and a member of
the EscB’s Banking Supervision Committee.
Mr Nyberg is an associate professor in econom-
ics and has previously been Deputy ceo at
Svenska Handelsbanken and Swedbank and

ceo of Lansforsidkringsbolagens forening.

Kristina Persson,

term of office of six years, from 1 May 2001
Kristina Persson is Deputy Governor and is re-
sponsible for presenting proposals concerning
strategic information and communications is-
sues. Ms Persson is the Governor’s alternate in
the iMr and represents the Governor in the
Nordic-Baltic Constituency for IMF coopera-
tion. Ms Persson is a graduate in business ad-
ministration and has previously been Governor
of the County of Jamtland. She has also worked
at the Ministry of Finance, the Institute for
Futures Studies, and as an economist at the
Swedish Confederation of Professional Employees
(rco). In addition, she has been a member of
the Riksdag and its Committee on Finance, the
Riksbank’s General Council and the European

Parliament.

Irma Rosenberg,

term of office of six years, from 1 _January 2003
Irma Rosenberg is Deputy Governor and is re-
sponsible for presenting proposals for Inflation
Reports and for decisions on monetary and ex-
change rate policy measures. Ms Rosenberg is
also responsible for questions relating to the
Riksbank’s subsidiaries. Ms Rosenberg partici-

pates in BIS meetings together with the Governor.
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GOVERNANCE

Stefan Ingves

Lars Nyberg

She has a php in economics and has worked as
chief economist at the mortgage institution SBAB
and at Sweden Post and Postgirot Bank. Prior
to this Ms Rosenberg was head of research and
forecasting at the National Institute of Economic

Research.

Svante Oberg,

term of office of six years, from 1 January 2006
Svante Oberg is Deputy Governor and is re-
sponsible for presenting proposals regarding
consultation opinions involving major princi-
ples and for making decisions in other matters
relating to consultation documents. Mr Oberg
represents the Riksbank in the oecp’s Working
Party Three. He is an economist, and prior to
his appointment as Deputy Governor, he was
General Director of Statistics Sweden. Prior to
this, he was Director-General of the National
Institute of Economic Research, State Secretary
at the Ministry of Finance, and an adviser at

the MF.

Members of the Executive Board who resigned

at year-end 2005:

Lars Hetkensten,

term of office of six years, from 1 fanuary 2003
Lars Heikensten was Governor of the Riksbank
and Chairman of the Executive Board. Mr
Heikensten was responsible for presenting pro-
posals regarding appointments for posts approved

by the Board and exercised managerial respon-

Kristina Persson

Irma Rosenberg

sibilities for heads of department. Mr Heikensten
was a member of the EcB General Council and a
member of the B1s Board. He was also Sweden’s
Governor in the vr. Previously, he had been
chief economist at Svenska Handelsbanken and
the Swedish National Debt Office, and he has
also been head of the economics department at
the Ministry of Finance. Mr Heikensten, who
has a php in economics, was Deputy Governor
of the Riksbank in the period 1995-2002. Mr
Heikensten resigned at his own request as from

31 December 2005.

Villy Bergstrom,

term of office of six years, from 1 January 2002
Villy Bergstrom was Deputy Governor and was
responsible for presenting proposals regarding
consultation opinions involving major principles
and for making decisions on other matters re-
lating to consultation documents. Mr Bergstrém
represented the Riksbank in the oecp’s Working
Party Three. He is an associate professor in
economics and had previously been head of the
Trade Union Institute for Economic Research
(FIEF), a member of the Economic Policy Group
of the Centre for Business Policy Studies (sNs)
and Editor in Chief of the Dala-Demokraten
newspaper. Mr Bergstrom resigned at his own

request as from g1 December 2005.

The Executive Board’s assignments
The Executive Board is responsible for the en-

tire activities of the Bank, that is to say monetary



Svante Oberg

policy, questions concerning financial stability
and efficiency, market operations and the pay-
ment system. The Executive Board is also respon-
sible for the Bank’s administration and budget.
The Executive Board makes decisions collec-
tively at its meetings, which are normally held on
alternate Thursdays. The Chairman and Vice
Chairman of the General Council have the right
to attend and speak at Executive Board meet-
ings, but not the right to make proposals or to
vote. The Riksbank is required to inform the
Government prior to important monetary poli-
cy decisions. During 2005, the Board held 28
meetings, eight of which were monetary policy

meetings.

The Executive Board in 2005

During 2005, members of the Executive Board
made about 100 public speeches covering mat-
ters such as current monetary policy and the
economic situation, financial stability and gen-
eral political issues such as globalisation and
demography.

Each year, one Executive Board meeting is
held outside Stockholm. The purpose of his is
to give greater opportunity to discuss economic
developments with representatives from various
industries and regions and to hear views on the
Riksbank’s activities. The Executive Board
meeting on 7-8 April was held in Ostersund.

During the year, the Executive Board and
the General Council visited North America for

study purposes, including visits to the Bank of

Lars Heikensten

Villy Bergstrém

Canada, the Board of the Federal Reserve Sys-
tem, the Federal Reserve Bank of New York, the
vF and the World Bank.

The Executive Board presents a written re-
port on monetary policy to the Riksdag Com-
mittee on Finance twice a year. The Inflation
Report was used as the report to the Riksdag,
supplemented by two public hearings with
questioning of the Governor by the Committee

on Finance.

OTHER ASSIGNMENTS UNDERTAKEN BY
MEMBERS OF THE EXECUTIVE BOARD

In accordance with the Sveriges Riksbank Act,
members of the Executive Board are obliged to
notify the General Council, subject to approv-
al, if they hold posts or assignments in addition
to their employments as members of the Executive
Board of the Riksbank. The following is a sum-
mary of other assignments undertaken by mem-
bers of the Executive Board which have been
approved by the General Council are which

are reviewed on a bi-annual basis:

Stefan Ingves
m Board member of the Toronto International
Leadership Centre for Financial Sector

Supervision.

FEva Srejber
m Member of the Advisory Board in Economics
for the Blekinge Institute of Technology.

m Participant in the reference group for the

GOVERNANCE
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Jan Bergqvist

Johan Gernandt Sinikka Bohlin

Stockholm University 4-year mathematics-

economics programme.

Lars Nyberg

= Member of the Board of Finansinspektionen
(the Swedish Financial Supervisory Authority).

m Participant in the Emergency Delegation for

Economic Policy.

Rristina Persson

® Member of the Advisory Board of the Nordic
Retail College.

® Member of the Bank of Sweden Tercentenary
Foundation’s area group for research in the
non-profit sector and civilian society.

® Member of the Freja Foundation Fund’s pro-
gramme committee.

m Member of the steering group for the “Global

challenge” popular education project.

THE GENERAL COUNCIL

The General Council has 11 members, and as
many alternates. Members are appointed by the
Riksdag after a general election for a mandate
period of four years. The General Council elects
a Chairman and a Vice Chairman from among
its members.

The members of the General Council are Jan
Bergqvist (Chairman), Johan Gernandt (Vice
Chairman), Sinikka Bohlin, Susanne Eberstein,
Peter Egardt, Kenneth Kvist, Lennart Nilsson,
Kjell Nordstrom, Mats Odell, Karin Pilsater and

Bengt Westerberg. The alternate members are

Susanne Eberstein Peter Egardt

Marianne Carlstrém, Camilla Dahlin Andersson,
Lars U. Granberg, Siv Holma, Sonia Karlsson,
Maria Larsson, Carin Lundberg, Stephan
Tolstoy, Margareta af Ugglas, Gote Wahlstrom
and Tommy Waidelich.

The General Gouncil’s tasks

The General Council appoints the members of
the Executive Board and determines their sala-
ries and terms of employment. It also adopts the
Riksbank’s Rules of Procedure and decides on
the design of banknotes and coins.

The General Council has the task of regular-
ly monitoring the Riksbank’s activities and how
the members of the Executive Board conduct
activities. One of the ways for the General Council
to exercise control is for the Chairman and the
Vice Chairman to utilise their right to attend
and address meetings of the Executive Board,
although they are not permitted to make pro-
posals or to vote. The General Council has an
Audit Unit that examines how members of the
Executive Board perform their duties and ex-
amines the calculation of the Riksbank’s profits
in the procedures for closing the accounts. The
Audit Unit’s assignments are performed by an
external authorised public accountant.

The General Council may submit consulta-
tion opinions within its area of competence and,
in consultation with the Executive Board, the
General Council may present proposals to the
Riksdag and the Government regarding statu-
tory amendments or other measures within its

area of responsibility.



Kenneth Kvist

Lennart Nilsson

The General Council presents proposals to
the Riksdag and the Swedish National Audit
Office regarding the allocation of the Riksbank’s
profits.

The General Council in 2005

In 2005, the General Council met on 13 occa-
sions. The Chairman and the Vice Chairman
monitor the work of the Executive Board, for
example through participation in the Executive
Board’s meetings. The Council received regular
reports on activities from the Executive Board.
These reports included presentations of current
monetary policy and the oversight of the finan-
cial system, and also concerned the transfer of
the operations of Svensk Kontantforsorjning AB
to the Riksbank and the phasing out of the re-
maining group of subsidiaries. The General
Council has also received a report concerning
the Board’s follow-up of changes in the govern-
ance and management structure introduced in
the preceding year.

In October, the General Council approved
Lars Heikensten’s request to resign at year-end
2005, three years before the expiry of his nor-
mal term of office, and appointed Stefan Ingves
as Governor of the Riksbank as from 1 January
2006. The General Council also approved Villy
Bergstrom’s request to resign at year-end 2005,
two years before the expiry of his normal term of
office. At the same time, the Council appointed
Svante Oberg as a new member of the Executive

Board, and Lars Nyberg for a new term of office.

Kjell Nordstrém Mats Odell and Karin Pilséter

During the year, the General Council ap-
proved the design of commemorative coins to
celebrate the 10oth anniversary of Dag Hammar-
skjold’s birth, the 150th anniversary of Sweden’s
first postage stamp, and the 100th anniversary
of the dissolution of the union between Sweden
and Norway.

Following consultation with the General
Council, the Executive Board submitted a report
to the Government concerning steps to prevent
robberies from transports by security vehicles
and cash depots.

During the year, the General Council and the
Executive Board visited North America for study
purposes, including visits to the Bank of Canada,
the Board of the Federal Reserve System, the
Federal Reserve Bank of New York, the imr and
the World Bank.

The General Council’s Audit Unit mainly fo-
cused on ensuring that the Riksbank’s Rules of
Procedure and Internal Instructions did not
contradict one another and that they were ob-
served, as well as how the members of the
Executive Board discharged their duties and the
Riksbank’s proposals for allocation of profits.
The General Council’s Audit Unit also exam-
ined the instructions, documentation and con-
trols employed by the Riksbank to ensure the
reliability and correctness of the Bank’s annual
accounts. These audits did not give rise to any
criticism. The General Council also received
information regarding the Swedish National
Audit Office’s examination of the Riksbank’s

activities.

GOVERNANCE

Bengt Westerberg
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CHANGES IN THE
RIKSBANK'S ROLE IN
CASH MANAGEMENT

B Changes in the Riksbank’s role in cash management
—a summary of developments during the period

1998-2005

BACKGROUND

The Sveriges Riksbank Act stipulates that the
Riksbank is to promote a safe and efficient pay-
ment system. The Act also states that the Riks-
bank is to be responsible for the provision of
Swedish banknotes and coins.

Prior to the mid-1980s, the Riksbank had of-
fices in each county for cash management oper-
ations. Subsequently, gradual rationalisation was
initiated and the number of offices was reduced.
A study carried out by the Riksbank in 1997-
1998 indicated that cash-handling could be
managed more efficiently.

One of the reasons for the lack of efficiency
was the Riksbank’s own behaviour. By offering
the commercial banks services for which it did
not receive full payment, the Riksbank had
helped to preserve an outmoded structure in
the provision of banknotes and coins, and inef-
ficient methods, including unnecessary trans-
portation to and from the Riksbank. The banks
and other participants in the cash management
market had little incentive to change or ration-
alise their methods.

The study estimated that the total annual
cost of supplying banknotes and coins was more
than sex 10 billion, of which the Riksbank’s
gross cost for cash supplies, including the cost
of production of notes and coins, amounted to
approximately sEx 250 million. The study indi-
cated that there was scope for appreciable ra-
tionalisation of the overall cash-handling proc-
ess. As a result, the Riksbank wanted to make
its own cash-handling costs visible, and transfer
them to banks and other participants, thus giv-
ing them a greater incentive to rationalise their
operations. The aim was to encourage greater
competition and product development through
the cash-handling chain which, in the long run,
might result in a reduction in the overall cost to
society.

In addition, the Riksbank had reason to review

its own role in the cash-handling process, since

its network of offices and its methods were con-
sidered to be too expensive. Despite the change
process initiated during the 1980s, there was
excessive floor space and there were too many
employees. The Riksbank wanted to reduce its
costs and refine its activities by transferring the
office network to the commercial banks, in the
first instance. A transfer of cash-handling oper-
ations was discussed with the banks, but it was
not possible to reach agreement.

In the light of these developments, the Pengar
1 Sverige AB (PsAB) subsidiary was formed, fol-

lowing approval by the General Council in 1998.

FORMATION OF PENGAR | SVERIGE AB

The Riksbank decided to conduct activities in a
limited liability company format because man-
agement independent of the Riksbank offered
better scope for development, and a corporate
structure would facilitate future transfer of the
company, which had been the Riksbank’s goal
throughout the change process. Incorporation
also made the costs more visible than in the past
since the new operation had a separate profit and
loss statement and balance sheet. It was consid-
ered that the transfer of operations to a subsidi-
ary with clear profit targets would permit ra-
tionalisation and ensure a stronger focus on the
cash market — for many years a commercial op-
eration conducted by the Riksbank on a limit-
ed scale as a result of operations involving the
counting of daily takings and the replenishment
of ATM cassettes.

During the period 1999-2002, PSAB’s opera-
tions focused on the development of business
processes and the adjustment of the office network
and personnel resources to achieve an operating
surplus. Most of the 10 properties transferred to
PsAB when it was formed were successively di-
vested. At the same time, the competitive oper-
ations expanded. A security transport service
operation was set up, since the development of

commercial operations proved to be difficult if



the company could not offer such services un-
der its own auspices. Subcontracting to existing
operators was not a viable option. Initially, psaB
acquired two existing security transport com-
panies and operations then expanded rapidly so
that there were about 75 vehicles by 2002 and
115 employees (full-time equivalents).

Despite the restructuring of PSAB’s operations
and expansion of commercial activities, the earn-
ings trend was less favourable than anticipated.
In addition, there were unforeseen costs for the
development and installation of a new IT system
which were charged against PsAB’s income in

2001 and 2002.

NEW GUIDELINES FOR THE PROVISION

OF BANKNOTES AND COINS

In April 2002, the Riksbank decided to review
the principles for cash management operations
in the light of economic developments, and also
growing criticism and complaints of unfair com-
petition by other security transport companies.
This resulted in a decision by the Executive
Board to issue new guidelines for the provision
of banknotes and coins.

Under the new guidelines, the Riksbank was to
supply new banknotes and coins that were more
difficult to counterfeit, to maintain strategic
stocks and to destroy worn notes. The Riksbank
would also arrange transportation of notes and
coins from the suppliers to strategic depots. As
aresult of this decision, operations closely asso-
ciated with the Riksbank were consolidated into
Svensk Kontantf6rsorjning AB (SKAB). SKAB’S
operations were concentrated on four locations:
Tumba, Mélndal, Hirnosand and Malmo. A
change in the structure of payments for the is-
sue and receipt of banknotes was implemented,
with the object of improving overall economic
efficiency. This counteracted the banks’ tendency
to return temporary banknote surpluses to the
Riksbank on an overnight basis, and it led to a
substantial reduction in the number of security
transport movements to and from the Riksbank’s
offices.

Commercial operations were transferred to
PSAB’s security transport subsidiary, which was
renamed Pengar 1 Sverige aB (subsequently p1s).

Following these changes, p1s was able to stream-

line its commercial operations, but it continued
to have profitability problems. In the spring of
2003, the p1s Board of Directors approved a
new restructuring programme, and operations
were concentrated on four locations: Stockholm,
Maoélndal, Harnosand and Malmo.

PHASING OUT COMMERCIAL OPERATIONS
During the spring of 2002, divestment of com-
mercial operations was resumed (i.e. PSAB/PIS).
A consultant was assigned to report on the fea-
sibility of achieving profitability, and hence the
conditions for selling the company. The report
indicated that the company could become prof-
itable, but that this would call for considerable
effort. The sale of the company’s shares was dis-
cussed with several parties, but no agreement
was reached. Discussions were renewed in the
spring of 2003 with a number of interested par-
ties, including the Swedish banks and Swedish
and foreign security transport companies.

No potential buyer was prepared to acquire
the shares in p1s, however, unless the Riksbank
agreed to cover any future losses. The Riksbank
considered that a far-reaching commitment of
this nature was neither feasible nor appropriate,
for example in the light of the EU’s rules regard-
ing state subsidies. Instead, as from the summer
of 2003, the Riksbank started to discuss the sale
of the P1s assets to interested parties. A prelimi-
nary agreement was reached in December 2003
for the sale of the major part of these assets to
Securitas Virde AB.

It was considered that acquisition of these as-
sets by Securitas Virde as called for notification
to the Swedish Competition Authority in ac-
cordance with the Competition Act (1993:20).
In May 2004, the Competition Authority stat-
ed that it wanted to make a more detailed study
of whether Securitas Virde AB would have an
unduly dominant position in the security trans-
port market after such an acquisition. The Riks-
bank then decided that the only reasonable al-
ternative was termination of the operations, and
this was formally approved in June 2004. All
personnel received notice of redundancy and the
PIs operations ceased as of 30 June 2004. The
remaining asserts were sold by tender. Securitas

Virde aB submitted the highest bid, and could
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thus acquire the assets without any objection
being raised by the Competition Authority.

As aresult, the only remaining activities in the
skAB Parent Company were closely linked with
the Riksbank’s activities, and it was therefore
considered appropriate to transfer these activi-
ties back to the Bank. This was implemented
on 1 October 2004.

As from the autumn of 2004, members of the
Board of skaB continued the process of phasing
out subsidiaries. Primarily, this involved person-
nel redundancies, the sale of the remaining
properties and inventories, the termination of
leases, and settling disputes with a number of
former customers and suppliers. In addition,
there were also disputes with the insurer regard-
ing compensation for losses in connection with
two security transport robberies. One of these
disputes involved a lawsuit which has not yet
been settled.

The phasing out of subsidiaries has resulted in
substantial costs, most of which were expensed
in 2004. The major items were:

m Personnel redundancies (SEk 87 million),

m Write-off of fixed assets (SEk 66 million),

m Compensation to customers and suppliers for
premature termination of contracts (SEK g7
million),

m Other termination costs (SEK 23 million).

CONSEQUENCES FOR EMPLOYEES
At year-end 1998, the Riksbank’s Cashier’s
Department had 350 employees, 250 of whom
decided to transfer to psaB, 25 preferred to con-
tinue to be employed by the Riksbank, and about
75 accepted severance pay or pension offers.
Expansion of PsaB’s commercial operations
— particularly in the security transport area —
resulted in an increase in the number of staff
employed by the company to about 550, prior
to division of the company in September 2002.
485 employees transferred to the new p1s sub-
sidiary, which provided commercial services,
while 54 employees became involved in the
provision of skaB services closely linked to the
Riksbank (including the Svenska Kontanthan-
teringssystem AB subsidiary which was respon-
sible for 1T operations). Some 10 employees were

offered retirement solutions at this point.

There was a substantial reduction in the
number of p1s employees in the following year,
in an attempt to achieve profitability. In July
2004, when operations in p1s ceased, the com-
pany still had 300 employees, who all received
notice of termination of employment. Most of
them were entitled to three months’ redundan-
cy pay, but about 30 were entitled to one year’s
compensation (senior management and former
Riksbank employees). A number of p1s employ-
ees who had reached the age of 58 were offered
pension solutions.

In the case of skaB employees, 35 continued
to work for the Riksbank, nine received notice
of redundancy and five were offered pension so-
lutions. Four of the five staff members employed
by the Svenska Kontanthanteringssytem aAB
subsidiary transferred to other employers and
one was made redundant.

The majority of the redundancy payments by
subsidiaries were subject to a condition under
which payment would cease if the employees
obtained new employment. As a result, a month-
ly follow-up process was conducted by skaB on
behalf of the Group. This indicated that almost
8o former employees reported that they had re-
ceived new employment during the redundancy
payment period.

Following the transfer of skAB’s operations to
the Riksbank, further rationalisation of opera-
tions has been implemented, including closure
of the office in Harnosand in 2005. At year-end
2005, 30 people were employed in the Riksbank’s
operations involving the provision of banknotes
and coins. The Riksbank also plans to close its

office in Malmo during 2006.

COST OF RESTRUCTURING

The Riksbank’s change process as regards the
provision of banknotes and coins is expected to
be completed during 2006. As a result, it may be
appropriate to make an estimate of the costs in-
curred at this point. The question of the incor-
poration of the Riksbank’s cash-handling oper-
ations has been investigated on a number of
occasions by the Bank and by external experts.
The report which the Governor of the Riksbank
submitted to the General Council in August

2005 noted that the change process in the cash-



handling area had proved more expensive than

indicated in the original estimates, and that, with

hindsight, some of these costs could have been
avoided. The Governor stated, for example, that:

B “One aspect of the decision in 1998 was that
psaB would have an opportunity to compete
in the cash management market without
abusing the special status implied by initial
ownership by the Riksbank. The reaction from
competitors was a problem that was underes-
timated at this time. One alternative would
have been to refrain from extending commer-
cial operations in this subsidiary and, instead,
to have tried to get the banks to agree to take
over responsibility for the traditional opera-
tions. The Canadian central bank chose this
solution, for example. If the Riksbank had
adopted this path, the costs incurred would
have probably been lower.”

m “If] as intended when the company was
formed, operations had been transferred to the
banks in 1999 or 2000, subsequent costs for
the Riksbank could probably have been
avoided. Restructuring of the company and
the costs involved would have been the re-
sponsibility of the new owners in this case.
The Riksbank’s interests could have been
safeguarded in some other way, for example
through retention of a shareholding in the
company for a transitional period, and by
ensuring that the Bank had a satisfactory de-
gree of influence in other respects, for exam-
ple as a result of representation on the Board.
This is what the Norwegian central bank did
in a similar situation.”

m “It would also have been feasible to terminate
commercial operations in 2002, rather than
split the company with a view to divestment,
which would probably have involved lower
costs.”

The Riksbank’s costs for subsidiary opera-
tions in the form of financial contributions by
the owner in the period 1999-2004 amounted to
SEK 1,176 million. Assessment of the additional
cost of the way the Riksbank dealt with the
change in cash handling must be seen in the
light of the costs for an alternative scenario. One
such scenario would have been to continue op-

erations under the auspices of the Riksbank from
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109Q-2004, prior to subsequent termination.
The Riksbank’s cash-handling operations in
1998 involved net costs of SEK 64 million, ex-
cluding production costs for banknotes and coins,
of which sex 47 million was attributable to oper-
ations that were transferred to Pengar 1 Sverige
AB. As a result, it is reasonable to assume that
continued operation from 1999-2004 under the
Riksbank’s auspices would have cost slightly
more than sEk 280 million, with an additional
cost of sEx 150 million for redundancy pay for
about 300 employees and a write-down of offic-
es and depreciation of assets corresponding to
SEK 150 million. A further sEx 70 million should
be added for development of a new 1T system that
would have been required for continued opera-
tions under the Riksbank’s auspices. In other
words, the second scenario would have involved
a total cost of about SEx 650 million.

Hence, with hindsight, it may be noted that
restructuring, including the transfer of cash-
handling operations to a limited company, re-
sulted in an additional cost of more than sEx
500 million, compared with a situation involv-
ing continued operation under the auspices of
the Riksbank from 1999-2004, prior to subse-
quent phasing out of operations. The net cost of
the establishment and termination of PSAB’s
commercial operations, in particular security
transport operations, represents about sEK 250
million of this sum. Other additional costs in-
clude vat and insurance premiums, for example.

Any comparison of this nature is subject to
reservations, however. In 1998, the termination
option was not considered to be sufficiently re-
alistic to merit serious consideration in the study
of cash-handling operations conducted at that
time. There are several reasons for this. One is
that the view of central banking operations has
changed to some extent, so that a limited in-
volvement in cash-handling operations is more
acceptable today. Implementation of the phas-
ing out of operations was also easier when it could
be clearly compared with the costs resulting from
continued operation. In addition, attitudes to
what is considered to be legally feasible have
changed. Hence, the current structure of cash-
handling operations has developed in the light
of the experience gained in the course of the

process.
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THE NEW CASH-HANDLING PROCESS

In August 2004, it was decided to confine the
Riksbank’s cash-handling operations to two of-
fices: Tumba and Molndal. It was also decided
to permit the banks to hold stocks of banknotes
in depots. The banks may receive interest rate
compensation from the Riksbank for banknotes
held in such depots, providing that they observe
the principles established by the Riksbank. On
the one hand, the Riksbank pays interest on
balances in the depots and, on the other hand,
the banks defray the cost of operating the depots.
This arrangement provides satisfactory incen-
tives for effective management of the distribu-
tion of banknotes nationwide, and it means that
storage of notes in a secure manner can be
achieved in the locations required by the mar-
ket. A fully developed depot structure under the
auspices of the banks is expected to result in a
further reduction in the number of security trans-
ports, for example, and safer and more efficient
cash-handling operations. These changes have
been successively agreed with banks and secu-
rity transport companies, and are being imple-
mented in 2005 and 2006.

When the new cash-handling structure is in
place, it is estimated that the number of Riks-
bank employees involved in these operations will
decline to 25, in comparison with about §00 in
1998, and that there will be a corresponding re-
duction in the number of offices from 11 to two. It
1s estimated that the Riksbank’s gross cost for
cash-handling operations, excluding the cost of
producing banknotes and coins, will amount to
about sEk 60 million a year, in comparison with
SEK 164 million in 1998. One of the main rea-
sons why this cost is not expected to decline even
more is the significantly higher safety and secu-
rity standards for such operations since 1998.
At the same time, the revenues of sEk 100 mil-
lion for such operations in 1998 will no longer
apply, since the commercial aspects of the ac-
tivities have been terminated and the aim is that
no fees of any description are to be charged for
services linked with the Riksbank.

FINAL COMMENTS

The Riksbank has carried out extensive restruc-
turing of its cash-handling operations in recent
years. The aim has been both to reduce the Riks-
bank’s costs for such activities and to achieve
greater economic efficiency. Initially, it was con-
sidered that the efficiency of the Riksbank’s cash-
handling operations was low, and that there was
considerable scope for reduced costs, both for
the Riksbank and the private sector.

With hindsight, it may be noted that this
change process could have been accomplished
at a lower cost if it had been conducted in a dif-
ferent manner. The changes which have been
implemented have resulted in an effective and
efficient structure for cash-handling operations,
however. The Riksbank has largely confined its
role in the provision of banknotes and coins to
supplying new notes and coins that are difficult
to counterfeit, maintaining strategic stocks, de-
stroying worn notes, and arranging transporta-
tion from suppliers to strategic depots. In the
future, the Riksbank will only provide these
services from two offices: Tumba and Mélndal.
Other cash-handling services will be undertak-
en on commercial terms by private agents. The
Banks have an opportunity to establish depots
for the storage of banknotes in exchange for in-
terest rate compensation from the Riksbank.

This change establishes favourable conditions
for greater efficiency in the cash-handling sphere
as a result of new incentives for the issue and re-
ceipt of banknotes to ensure a substantial reduc-
tion in such flows. Opportunities for the banks
to establish their own depots for the storage of
banknotes without incurring interest charges
mean that the number of security transport op-
erations can probably be reduced. Overall, this
change has resulted in the establishment of a
new structure for cash-handling operations
which is more rational from a general econom-

ic viewpoint.



B Accounting principles

The balance sheet and the profit and loss account
for the Riksbank have been prepared in accor-
dance with the Sveriges Riksbank Act and in
accordance with the Rules for Bookkeeping and
Annual Accounts at Sveriges Riksbank adopted
by the Executive Board. The bookkeeping rules
are taken from the Bookkeeping Ordinance
(2000:606) and the rules for annual accounts
from the Guideline of the European Central
Bank on the legal framework for accounting and
financial reporting in the European System of

Central Banks (EcB/2002/10).

CHANGES IN ACCOUNTING PRINCIPLES
The accounting principles were not changed in

2005.

BASIC ACCOUNTING ASSUMPTIONS

The following fundamental accounting policies

have been applied:

B Accounting shall reflect the financial reality
and be characterised by transparency.

B The valuation of assets and liabilities, as well
as the recognition of income, shall be carried
out prudently.

B Assets and liabilities shall be adjusted to take
into account events that occur between the
end of the financial year and the date the an-
nual accounts are adopted by the Executive
Board, on condition that these events have
affected the value of the assets or liabilities
on the closing day.

m Assessment of assets and liabilities must be
made on the assumption of a going concern.

m Income and expenditure will be reported as
income and expenditure in the accounting
period they were earned or arose, regardless
of when payment is made.

m The recognition criteria for balance sheet
items and for the profit and loss account must

be applied consistently.

RECOGNITION OF ASSETS AND LIABILITIES
Assets and liabilities are only reported in the
balance sheet if it is probable that any future fi-
nancial results connected to the asset or liability
will comprise a flow to or from the Riksbank
and that in principle all risks and rights related
to the asset or liability have been transferred to
the Riksbank.

TRADE DATE ACCOUNTING

Foreign exchange transactions and securities
transactions are recorded in the balance sheet on
the settlement date. Realised gains and losses

from net sales are booked on the trade date.

BALANCE SHEET VALUATION RULES

Gold and securities are recorded at the market
rates and market prices applying on the closing
day.

Receivables, balances due and liabilities are
recorded at the nominal amount. Amounts in
foreign currency are translated at the closing
day market rate with the exception of receivables
and payables reported under the items “other
assets” and “other liabilities”. These are recorded
at the exchange rate on the acquisition date.

Shares and participations are recorded at cost
of acquisition or net worth if this is deemed to

be permanently lower.

ACCOUNTING
PRINCIPLES
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ACCOUNTING
PRINCIPLES

Property, plant and equipment and intangible
assets are recorded at cost of acquisition and
amortised/depreciated according to plan. Write-
downs are made when the impairment loss is
judged to be permanent. Revaluation is only
allowed if the asset has a reliable and permanent
value that materially exceeds the carrying
amount. Buildings are depreciated over a period
of 50 years, other fixed assets over 5-10 years.
Machinery and equipment, including computers,
1s written off over -7 years. Direct staff costs
attributable to 1T investments developed in-house

are included in the asset’s cost of acquisition.

REPURCHASE AGREEMENTS

Repurchase agreements are reported as loan
transactions and therefore do not affect the
holdings of securities and gold. A repurchase
agreement is an agreement to sell assets, such as
securities or gold, whereby the seller simultane-
ously undertakes to repurchase the equivalent
assets at a specified price on a specific date in
the future.

Assets pledged by the Riksbank as collateral
for repos are still reported in the balance sheet
and are recorded in accordance with the appli-
cable rules for the Riksbank’s other holdings of
securities and gold. An amount equivalent to the
received purchase sum is reported as a liability,
while the transferred assets are reported as me-

morandum items.

Assets received by the Riksbank under reverse
repurchase agreements are not reported in the
balance sheet because they constitute loan col-
lateral. An amount equivalent to the paid pur-
chase sum is reported as a receivable. The dif-
ference between the two payments in a repurchase
agreement (spot and forward) is treated on an
accrual basis over the term of the agreement.

Transactions carried out within the frame-
work of agreements on automatic repurchase
agreements are only reported in the balance
sheet if collateral is pledged in the form of cash

for the entire duration of the transaction.

BANKNOTES AND COINS

The balance sheet item “banknotes and coins
in circulation” is calculated by deducting from
the value of the banknotes and coins the Riks-
bank has received from the manufacturers both
the value of the banknotes and coins the Riks-
bank has destroyed and the value of the bank-

notes and coins in the Riksbank’s stocks.

RECOGNITION OF INCOME
Realised gains and losses are transferred to the
profit and loss account.
Unrealised gains are transferred to the reva-
luation account in the balance sheet.
Unrealised losses are transferred to the profit
and loss account if they exceed unrealised gains

that may have been previously recorded in the



corresponding revaluation account. Unrealised
losses that are transferred to the profit and loss
account may not be reversed during later years
to offset new unrealised gains. Unrealised losses
in a particular security, a particular currency or
gold are not netted against unrealised gains in
other securities, currencies or gold.

Premiums and discounts on securities pur-
chased are calculated and reported as part of
interest income and are written off during the

security’s remaining time to maturity.

COST OF TRANSACTIONS

With regard to gold, instruments in foreign
currencies and securities, the average method is
used daily to establish the cost of acquisition of
items sold when calculating effects of exchange
rates and prices. When net acquisitions of cur-
rency and gold are made, the average acquisition
cost for the day’s acquisition with regard to each
individual currency and gold is added to the
previous day’s holdings to obtain a new weighted
average of the exchange rate and the gold price
respectively. To calculate net sales, the realised
outcome is calculated on the basis of the average
cost of acquisition on the previous day for the

holding in question.

OFF-BALANCE SHEET INSTRUMENTS
Derivative instruments with a positive net market
value are reported as assets and those with a

negative value as liabilities.

ACCOUNTING
PRINCIPLES
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BALANCE SHEET

B Balance sheet s«muwon

Assets NOTE 31.12.2005 31.12.2004
Gold 1 22235 17 393
Claims on residents outside Sweden denominated in foreign currency
Receivables from the IMF 2 5729 10 148
Balances with banks and security investments 3 167 429 135 108
173 158 145 256
Lending to monetary policy counterparties
denominated in Swedish kronor
Main refinancing operations 4 9 600 17 000
Fine-tuning operations 5 - -
Marginal lending facility 6 1 2
9 601 17 002
Other assets
Tangible and intangible fixed assets 7 512 538
Financial assets 8 594 410
Off-balance sheet instruments 9 19 -
Prepaid expenses and accrued income 10 2183 1963
Other assets " 305 294
3613 3205
Total assets 208 607 182 856
Liabilities and capital NOTE 31.12.2005 31.12.2004
Banknotes and coins in circulation
Banknotes 12 105 516 103 452
Coins 13 5 559 5442
111 075 108 894
Liabilities to monetary policy counterparties
denominated in Swedish kronor
Deposit facility 14 23 86
Fine-tuning operations 15 227 527
250 613
Liabilities to residents outside Sweden denominated in Swedish kronor 16 94 306
Liabilities to residents outside Sweden denominated in foreign currency 17 10 159 4912
Counterpart of Special Drawing Rights allocated by the IMF 18 2797 2 537
Other liabilities
Off-balance sheet instruments 19 1 85
Accrued expenses and prepaid income 20 111 100
Other liabilities 21 82 69
194 254
Provisions 2 289 304
Revaluation accounts 23 23 680 1523
Equity capital
Capital 24 1 000 1 000
Reserves 2 55 813 65 317
56 813 66317
Result for the year 3256 -2 804
Total liabilities and equity 182 856

Memorandum items, see Note 38.

208 607



B Profit and Loss Account s wiuon

PROFIT AND LOSS
ACCOUNT

NOTE 2005 2004
Interest income 2 5421 4778
Interest expenses 27 -320 -290
Net result of financial operations 28 -1 116 -6 317
Fees and commission income 29 45 19
Fees and commission expenses 30 -7 -9
Income from equity shares 31 43 42
Other income 32 10 24
Total net income 4076 -1753
Staff costs 33 -308 -309
Administrative expenses 34 -249 -231
Depreciation of tangible and intangible fixed assets 35 -84 -69
Banknote and coin expenses 36 -179 -160
Other expenses 37 - -282
Total expenses -820 -1 051
Result for the year 3256 -2 804
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NOTES

. Notes SEK MILLION. FIGURES IN PARENTHESES REFER TO 2004

Note 1 Gold
31.12.2005 31.12.2004

Quantity

Troy ounces (million) 5.41 5.96
Price

US-dollar per ounce 517.16 439.05

SEK/USD 7.94 6.65
Book value 22 235 17 393

As of 31 December 2005, the Riksbank holds 5.41

Note 5 Fine-tuning operations
This item is used to report funds lent with a view to
fine-tuning liquidity in the financial system.

Note 6 Marginal lending facility

This item is used to report overnight loans to banks
on their K-RIX accounts at the Riksbank.

Note 7 Tangible and intangible fixed assets

e sy . 31.12.2005 31.12.2004
million ounces (troy/oz) of gold, which is equivalent
to 168.4 tonnes. During 2005, the Riksbank has sold ~ Land and buildings
0.55 million troy ounces of gold. The Riksbank has Acquisition value 338 340
also entered into gold option agreements in 2005 .
which mature in 2006. See Notes 19 and 38. Accumulated depreciation -107 98
Book value buildings
and land 231 242
Note 2 Receivables from the IMF Machinery and equipment
31.12.2005 31.12.2004 Acquisition value 577 532
Special Drawing Rights 1401 1387 Accumulated depreciation -296 -236
Reserve Position in the IMF 4 117 8570 Book value machinery
Other receivables 211 191 and equipment 281 296
Total 5729 10 148 Total 512 538

The Riksbank holds Special Drawing Rights of SDR
123 million. The Riksbank’s total capital contribution
(quota) to the IMF of SEK 27 179 million, 2 395.5
million SDR, is reported net under the item Reserve
Position in the IMF, with the IMF's account for
Swedish kronor of SEK -23 062 SEK million.

The items Other receivables refers to an interest-
free deposit with the IMF as manager of contribu-
tions to IMF's share of the debt relief initiative HIPC
(Heavily Indebted Poor Countries) and to the Fund's
concessional lending. The deposit of a total of SDR
18.6 million is to be repaid by 1 January 2019.

Note 3 Balances with banks and security investments

31.12.2005 31.12.2004
Balances with banks 21839 13270
Security investments 145 590 121 838
Total 167 429 135 108

This item consists mainly of foreign government
securities and state-guaranteed securities as well as
balances with foreign banks, such as deposits and
nostro accounts. The securities are denominated in
US dollars, euro, British pounds, Japanese yen,
Canadian dollars and Australian dollars. Net balances
in Target/E-RIX are also reported here.

Note 4 Main refinancing operations

The Riksbank's regular monetary policy repo operations
are reported under this item. The decline is due to the
fact that the dividend payment to the Treasury in 2005,
totalling SEK 6,700 million, was financed through a
reduction in the monetary policy repo.

The item Land and buildings is used to report two
properties, the Head Office and Baggensnés. The item
Book value, machinery and equipment includes appli-
cations systems at SEK 113 million (121). On 1 January
2005, the Riksbank acquired fixed assets from Svensk
Kontantforsorjning AB for SEK 13 million in connection
with the take-over of the rental agreement for the
office in Malmé.

Note 8 Financial assets
31.12.2005 31.12.2004

Shares and participation rights
Svensk Kontantférsérjning AB

150 000 shares with a par value of SEK 100 61 61
Tumba Kulturfastigheter AB
1000 shares with a par value of SEK 100 0 0

Fastighets AB Véxjo Lagan 22

1 000 shares with a par value of SEK 100 9 -
Swift

45 (33) shares at a par value of EU

with a par value of EUR 125 1 0

BIS

17 244 (16 021) shares with a par value

of 5 000 SDR of which 25% are paid up 441 267
European Central Bank

7% of 2.4133% of the total capital
subscriptions 82 82

Total 594 410

On 21 December 2005, Svenska Kontanthanterings-
fastigheter AB transferred 100% of the shares of
Fastighets AB Véxjo Lagan to the Riksbank.

On 31 May 2005, the Riksbank acquired 1 223
shares in the Bank for International Settlements (BIS)
for SEK 175 million. During 2005, the Riksbank also
acquired 12 shares in Swift for SEK 0.2 million.



Note 9 Off-balance sheet instruments

31.12.2005 31.12.2004
FX swaps, negative value -19 -
FX swaps, positive value 37 -

Interest swaps, negative value - -
Interest swaps, positive value 1 -

Total 19 _

Derivative instruments with a positive net market
value are reported under this item.

The nominal amounts of the derivative contracts,
which are reported as memorandum items, see Note
38, are shown below:

31.12.2005 31.12.2004

FX swaps, negative value 3644 -
FX swaps, positive value 3483 -
Interest swaps, negative value - -
Interest swaps, positive value 271 -

Total 7 398 -

Note 10 Prepaid expenses and accrued income

This item is used to report prepaid expenses and
accrued income of which SEK 1 924 million (1 840)
is accrued bond interest.

Note 11 Other assets

31.12.2005 31.12.2004
Staff loans 258 252
Claim on Crane & Co. Inc. 26 25
VAT recoverable 16 13
Other 5 4
Total 305 294

The claim on Crane & Co. Inc. refers to part of the
sale amount for Crane AB and will be settled by the
payment of USD 1 million in 2008 and USD 3 million
in 2011.

Note 12 Banknotes
The value of banknotes in circulation, by denomination:

31.12.2005 31.12.2004
1 000 kronor 45 496 45 561
500 kronor 47 235 45 116
100 kronor 9584 9621
50 kronor 1232 1207
20 kronor 1 659 1639
10 kronor 228 228
5 kronor 80 80
Commemorative banknotes 2 -
Total 105 516 103 452

NOTES

Note 13 Coins
The value of coins in circulation, by denomination:

31.12.2005 31.12.2004
10 kronor 2218 2 150
5 kronor 1183 1171
2 kronor 8 8
1 kronor 1214 1195
0.50 kronor 287 288
Commemorative coins 649 630
Total 5559 5442

Note 14 Deposit facility
Overnight deposits from the banks in their K-RIX
accounts at the Riksbank are reported here.

Note 15 Fine-tuning operations

This item is used to report deposits for the purpose of
fine tuning liquidity in the financial system.

Note 16 Liabilities to residents outside Sweden
denominated in Swedish kronor
Accounts in Swedish kronor that the Riksbank holds
on behalf of other central banks and international

organisations are reported here.

Note 17 Liabilities to residents outside Sweden
denominated in foreign currency

Amounts corresponding to purchase amounts received

in foreign currency for deposit repos are reported here.

Note 18 Counterpart of Special Drawing Rights
allocated by the IMF

The Riksbank's liability corresponding to the special

drawing rights allocated by the IMF is reported here.

The accumulated amount granted totals SDR 246.5

million.

Note 19 Off-balance sheet instruments

31.12.2005 31.12.2004
Gold forwards, negative value - 22
Gold forwards, positive value - -9
Gold options, negative value 2 -
Gold options, positive value -1 -
FX swaps, negative value - 150
FX swaps, positive value - -78
Total 1 85

Off-balance sheet instruments with a negative market
value are reported here. Valuation of gold option
contracts is made in accordance with an accepted
model for calculation
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The nominal amounts for the derivative contracts,
which are reported as Memorandum Items, see Note
38, are shown below:

31.12.2005 31.12.2004
Gold forwards, negative value - 683
Gold forwards, positive value - 479
Gold options, negative value 82 -
Gold options, positive value 82 -
FX swaps, negative value - 1618
FX swaps, positive value - 4 821
Total 164 7 601

Note 20 Accrued expenses and prepaid income

This item is used to show accrued expenses and pre-
paid income.

Note 21 Other liabilities

31.12.2005 31.12.2004
Accounts payable — trade 63 47
Other 19 22
Total 82 69
Note 22 Provisions

31.12.2005 31.12.2004
Pension liability 160 171
Other provisions 129 133
Total 289 304

The pension liability has been calculated by the National
Government Employee Pensions Board, SPV, and re-
lates to PA91 pensioners with a date of retirement prior
to 2003, and persons who have been granted a partial
pension from 2003 onwards or pension compensation
prior to the age of 65.

As at 31 December 2002, the Riksbank redeemed
its pension liability for those persons who at this time
had employment or entitlement to annuity at the
Riksbank.

The item Other provisions includes SEK 61 million
(61) for an as yet unpaid capital contribution to Pengar
i Sverige AB and SEK 58 million (62) for estimated
costs arising from the lease for the office in Malmo in
connection with the office being wound up in 2006.
Furthermore, SEK 7 million is included for an under-
taking to the National Property Board for neglected
maintenance for the buildings donated by Tumba
Kulturfastigheter in 2002. An additional SEK 3 million
is included for funds for competence development
and competence exchange which was decided upon
in connection with the reduction of the charge to the
Job Foundation.

Note 23 Revaluation accounts

31.12.2005 31.12.2004
Price effect 1698 1 500
Exchange rate effect 15 548 23
Gold value effect 6434 -
Total 23 680 1523

With effect from 2004, unrealised gains and losses are
reported in special revaluation accounts. If the unrea-
lised losses exceed the unrealised gains at the end of
the year, the difference is reported in the profit and
loss account. The calculation is made security by
security and currency by currency.

Note 24 Capital

The Sveriges Riksbank Act states that the Riksbank
shall have capital in the amount of SEK 1 000 million.

Note 25 Reserves

31.12.2005 31.12.2004
Reserve fund 500 500
Contingency fund 30 188 36 396
Balancing account 25125 28 421
Total 55 813 65 317

The Sveriges Riksbank Act states that the Riksbank
shall have a reserve fund amounting to SEK 500 million
and a contingency fund.

The contingency fund and the balancing account
have been used since 1988 according to guidelines for
the Riksbank's allocation of net revenue adopted that
year. It has also been used for entering the amounts
of asset write-ups. The Riksbank's gold reserve was
written up to market value on 31 December 1998
and fixed assets were entered in the balance sheet in
1994 at acquisition value minus depreciation. In 2005,
a transfer has been made from the items write-up of
the gold holding and fixed assets to allocation of net
revenue at SEK 1 160 and SEK 3 million respectively as
result of divestments during the year and amortisation
of the written-up assets. The value of the BIS shares
were written up in 1996 to correspond to the market
value of the gold paid for the share allocation the same
year. The above-mentioned allocations and write-ups
are shown in the table below:

31.12.2005 31.12.2004
Allocation of net revenue:
Exchange rate effect 6321 11938
Gold valuation effect 3 605 4196
Other profit allocation 8 386 7223
Write-up of assets:
Gold reserve 11 526 12 686
Fixed assets 115 118
BIS shares 235 235
Total 30 188 36 396

The change in the items Capital, Reserves and Result
for the year is explained by the table below:

Result for
Capital Reserves the year Total

Balance 31 December 2004 1000 65 317 -2804 63513
Transfer to the Treasury -6700 -6 700

Transfer to/from

Balancing account -3296 329 0
Contingency fund -6 208 6208 0
Result for the year 3256 3256

Balance 31 December 2005 1000 55 813 3256 60069



Note 26 Interest income

2005 2004
Foreign assets 5276 4 492
Main refinancing operations 135 274
Other 10 12
Total 5421 4778

The item primarily includes bond interest and interest
received from the main refinancing operations.

Note 27 Interest expenses

2005 2004
Foreign liabilities -315 -280
Domestic liabilities -5 -10
Total -320 -290

Interest expenses mainly consist of interest on deposit
accounts.

Note 28 Net result of financial operations

2005 2004
Price effect -299 -109
Exchange rate effect -875 -5 617
Gold value effect 58 -591
Total -1 116 -6 317

The price effect consists of realised gains and losses
on securities of SEK 497 million and realised losses on
securities of SEK -796 million.

The exchange rate effect includes realised exchange
rate gains and losses of SEK -875 million. The realised
exchange rate effect includes SEK -1 733 million for
an exchange rate recalculation of the IMF's account
for Swedish kronor. The exchange rate recalculation
has arisen due to the fact that the account has been
hedged in SDR in relation to the IMF which is regulated
by payment transactions in Swedish kronor on the
account.

The gold value effect includes a realised gain of
SEK 58 million.

Note 29 Fees and commission income

This item includes annual and transaction charges for
the RIX system at SEK 21 million and banknote and
coin delivery charges of SEK 24 million.

Note 30 Fees and commission expenses
This item mainly includes expenses for securities
custody accounts.

Note 31 Income from equity shares

Income has been received from BIS amounting to
SEK 43 million (40).

Note 32 Other income

The item Other income includes SEK 2 million for
payment for the Scandinavian Cash Pool service and
SEK 1 million for daily payment from SIDA for staff
on loan. This item is also used to report the reversal
of a provision of SEK 4 million for costs arising in
connection with the lease for the Malmé office and
SEK 1 million for the operation of the Malmé office
in the fourth quarter of 2005.

Note 33 Staff costs

2005 2004
Salaries and benefits -193 -183
Pension costs -34 -48
Social security charges -71 -68
Training -5 -6
Staff representation -1 -1
Other -4 -3
Total -308 -309

Salaries and benefits to the members of the Executive
Board amounted to SEK 12.2 million in 2005, broken
down as follows.

2005 2004
Lars Heikensten 1.5 1.5
Eva Srejber 1.8 1.8
Villy Bergstrom 1.8 1.8
Lars Nyberg 1.7 1.7
Kristina Persson 1.7 1.6
Irma Rosenberg 1.7 1.7
Qualification period salaries 2.0 -
Total 12.2 10.1

In addition, Lars Heikensten has received a board fee
of SEK 0.6 million (0.6) from the Bank for International
Settlements.

The General Council has decided that during the
statutory qualification period, of no longer than a
year after the cessation of employment, members of
the Executive Board shall receive a full salary without
obligation to perform official duties. However, a de-
duction will be made for any income from other em-
ployment during this period. The General Council has
granted Executive Board members Lars Heikensten and
Villy Bergstrom two monthly salaries, SEK 0.3 million,
and 12 monthly salaries, SEK 1.7 million, respectively
in qualifying period salary to be paid during 2006.
This expenditure has been recorded as an expense in
2005 due to it being decided that their obligation to
work should cease on 31 December 2005.

According to a decision of the General Council on
21 May 1999, regarding guidelines for pension con-
ditions for members of the Riksbank's Executive Board,
the regulation (RFS 1996:4) issued by the Administrative
Board of the Riksdag on the implementation of the
Ordinance on Pensions for Senior Government
Officials, etc. (1995:1038) shall apply to members of
the Executive Board. This regulation stipulates, how-
ever, that earlier provisions shall apply to persons
covered by the regulations that were rescinded on 31
December 1996, which means that Eva Srejber and

NOTES
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Lars Heikensten are covered by the earlier regulation
(1991:1160) on pensions for government officials, etc.
while the four other Board members are covered by
the newer regulation (1995:1038). According to the
present arrangements, Lars Heikensten also receives
some pension from BIS. This is paid to Board members
who have had a commission at BIS for at least four
years, although only when they have attained the age
of 65. The pension is calculated on the basis of the
board fees paid and amounts to 1.82 per cent of these.

During 2005, staff costs attributable to IT invest-
ments developed in-house have been included in the
acquisition value of the asset in an amount of
SEK 7 million (3).

The average number of employees (full-time equi-
valents, FTEs) in 2005 totalled 429 (420) of which
190 (189) were women and 239 (231) men. The
number of FTEs at the end of the year was 410 (434).

Sick leave in 2005 was 4.7 per cent (4.4) of the
employees’ total working hours. Sick leave over a
continuous period of 60 days or more in 2005 was
66.0 per cent (63.5) of total sick leave.

Women's sick leave in relation to total regular working
hours for women amounted in 2005 to 5.0 per cent
(6.0) while the corresponding figure for men was 4.4
per cent (3.0).

The table below shows sick leave for each age group
in relation to the total working hours for the group:

2005 2004
29 years or younger 0.6 % 15 %
30-49 years 2.0 % 1.9 %
50 years or older 9.1 % 8.6 %

Note 34 Administrative expenses

2005 2004
Information, hospitality -15 -1
Transport, travel -15 -13
Consultancy assignments -33 -37
Other external services -40 -38
IT operation -50 -49
Economics prize -18 -19
Office and property
maintenance -70 -47
Other -8 -17
Total -249 -231

Information expenses include costs for the Riksbank's
regular publications (Inflation Report, Financial Stability
Report and Annual Report, among other publications).
In 2005, the Riksbank has carried out an information
campaign to the public as certain banknotes and coins
ceased to be legal tender on 31 December 2005. This
campaign cost SEK 5 million. External hospitality ex-
penses totalled SEK 1.6 million (1.3).

The item Other external services includes costs of
SEK 22 million (30). This outcome includes expenses
for Tumba Bruk museum of SEK 10 million.

The Economics Prize item includes the prize sum of
SEK 10 million and administration costs for this prize
of SEK 8 million. The costs also cover the Riksbank’s
annual grant to the interactive internet museum de-
veloped by the Nobel Foundation.

The largest single items in the cost group office and
property maintenance consists of refurbishment and
maintenance of the Riksbank building, SEK 9 million,
repairs and upgrading of note and coin machines,
SEK 9 million, and rents for premises, SEK 17 million.
Expenses for rent of premises include the Riksbank's
offices in the rest of the country. These were only
included for three months of 2004.

Note 35 Depreciation of tangible and intangible
fixed assets

This item is used to report scheduled depreciation and

amortisation of tangible and intangible fixed assets

respectively.

Note 36 Banknote and coin expenses

Of the total cost for banknotes and coins of SEK 179
million (160), SEK 87 million (64) is in respect of the
purchase of banknotes, SEK 1 million (-) purchase of
commemorative banknotes, SEK 76 million (84) pur-
chase of coins and SEK 15 million (12) purchase of
commemorative coins.

Note 37 Other expenses

The item Other expenses refers in 2004 to capital
contributions to subsidiaries and the assessed costs
arising from the lease for the office in Malmé.

Note 38 Memorandum items

Pledged collateral

Securities with a market value of SEK 10 078 million
(4 876) have been pledged in connection with the
foreign securities repos.

No gold has been lent at the end of 2005.

No securities have been lodged as marginal collateral
at the end of 2005 due to this requirement ceasing in
2005.

Contingent liabilities

Agreements under GAB (General Arrangements to
Borrow) and NAB (New Arrangements to Borrow) to
provide the IMF with a credit facility of up to

SDR 850 million (850).

Undertaking to pay BIS, if so demanded, the remaining
75 per cent of the nominal value of the Riksbank's
shareholding in BIS. This undertaking corresponded
to SEK 734 million (618) at the end of 2005.

The nominal value of outstanding FX swaps, the market
value of which is shown in note 9 and note 19, totalled
SEK 7 127 million (6 439).

The nominal value of outstanding interest swap agree-
ments, the market value of which is shown in note 9,
was SEK 271 million (-).

The nominal value of outstanding gold option contracts,
the market value of which is shown in note 19,
amounted to SEK 164 million (-).



An undertaking to pay KPA Pensionsforsakring AB
supplementary compensation if so required as a result
of index-linking the pension benefits to which the
insured is entitled. The undertaking refers to personnel
transferred from the Riksbank to AB Tumba Bruk (now
Crane AB) in 1971.

A capital adequacy guarantee for Pengar i Sverige AB
of SEK 275 million of which SEK 200 million has been
paid out and SEK 61 million recorded as a provision.
Accordingly SEK 14 million remains of the total amount
of guarantee.

Agreements where the Riksbank guarantees the value
of Swedish government bonds, Treasury bills and mort-
gage bonds pledged as collateral for intraday credits
between commercial banks and central banks in the
euro area.

Undertaking to provide the Nobel Foundation with
funds annually for the award of a prize in economic
sciences in memory of Alfred Nobel and also admini-
stration costs for this prize. This undertaking amounted
to SEK 18 million in 2005 (SEK 19 million).

NOTES
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FIVE-YEAR OVERVIEW

B Five-year overview s«muon

The five-year overview presents the balance sheet and
profit and loss account in accordance with current
accounting principles, with the exception of no trans-
lation being made for the years 2001-2003 with regard
to reporting unrealised gains and losses in special

revaluation accounts.

Balance sheet  31.12.05 31.12.04 31.12.03 31.12.02 31.12.01
Assets
Gold 22235 17393 18030 18210 17436
Claims on residents
outside Sweden
denominated in
foreign currency
Receivables from
the IMF 5729 10 148 12241 14 269 13 254
Balances with
banks and security
investments 167 429 135108 129031 133659 132321
173 158 145256 141272 147 928 145575
Lending to monetary
policy counterparties
denominated in
Swedish kronor
Main refinancing
operations 9600 17000 23800 29179 65030
Fine-tuning
operations - - - 1415 3986
Lending facility 1 2 0 87 29
9601 17002 23800 30681 69045
Other assets
Tangible and
intangible fixed assets 512 538 509 455 406
Financial assets 594 410 324 382 617
Off-balance sheet
instruments 19 - . - .
Prepaid expenses
and accrued income 2 183 1963 2 005 2558 2238
Other assets 305 294 291 226 215
3613 3205 3129 3621 3476
Total assets 208 607 182856 186231 200440 235532
Liabilities and capital
Banknotes and coins
in circulation
Banknotes 105516 103452 103675 101979 102367
Coins 5 559 5442 5265 5 005 4744
111075 108 894 108 940 106984 107 111
Liabilities to monetary
policy counterparties
denominated in
Swedish kronor
Deposit facility 23 86 49 87 48
Fine-tuning
operations 227 527 491 - -
250 613 540 87 48
Liabilities to residents
outside Sweden
denominated in
Swedish kronor 94 306 125 207 161

Balance sheet

cont. 31.12.05 31.12.04 31.12.03 31.12.02 31.12.01

Liabilities to residents

in Sweden

denominated

in foreign currency - - - - 2198

Liabilities to residents

outside Sweden

denominated in

foreign currency 10 159 4912 998 356 3548

Counterpart of SDRs

allocated by the IMF 2 797 2537 2647 2 929 3258

Other liabilities

Off-balance sheet

instruments 1 85 16 17 176

Accrued expenses

and prepaid income 111 100 81 143 143

Other liabilities 82 69 71 77 1927

194 254 168 237 2246

Provisions 289 304 396 443 394

Revaluation

accounts 23 680 1523 - - -

Equity capital

Capital 1 000 1 000 1 000 1 000 1 000

Reserves 55813 65317 80697 88268 96291
56 813 66317 81697 89268 97291

Result for the year 3256  -2804  -9280 <71 19277

Total liabilities

and capital 208 607 182856 186231 200440 235532

Profit and Loss

Account 2005 2004 2003 2002 2001

Interest income 5421 4778 5316 7 220 9197

Interest expenses -320 -290 -121 -206 -445

Net result of

financial operations -1 116  -6317 -13287 -5717 11410

Fees and commission

income 45 19 18 10 1M

Fees and commission

expenses -7 -9 -8 -3 -4

Income from

equity shares 43 42 185 39 35

Other income 10 24 5 4 1M

Total net income 4076 -1753 -7 892 1347 20215

Staff costs -308 -309 -323 -337 -279

Administrative costs  -249 -231 -228 -216 =21

Tangible and intangible

fixed assets -84 -69 -72 -69 -63

Banknote and

coin expenses -179 -160 -244 -322 -332

Other expenses - -282 -521 -474 -53

Total expenses -820 -1 051 -1 388 -1418 -938

Result for the year 3256 -2804  -9280 <71 19277



B The Riksbank's subsidiaries s« muon

Svensk Kontantforsorjning AB and subsidiaries
Besides Svensk Kontantférsorjning AB (SKAB), the
group consists of the subsidiaries Pengar i Sverige AB,
Svenska Kontanthanteringssystem AB, Swedcash AB
(dormant) and Svenska Kontanthanteringsfastigheter
AB. SKAB is 100 per cent owned by the Riksbank.
Activities in all companies in the SKAB group are in the
process of being wound up.

During 2005, the Board has focused work on win-
ding up the remaining activity at as low a cost as
possible. A provision of SEK 39 million was made in the
accounts for 2004 for the remaining work of winding
up. SKAB's board has decided to make a further pro-
vision of an additional SEK 8 million for 2006. The
additional costs compared with the provision for 2004
are mainly attributable to the assessed cost of achieving
final agreements in a number of disputes and consult-
ancy and attorney fees.

SKAB's sub-subsidiary Fastighets AB Harnosand
Banken 1, which administers one of the previous Riks-
bank offices, was sold in April 2005. A capital gain of
approximately SEK 1 million arose on sale. In December
2005, Fastighets AB Vaxjo Lagan 22, which manages
the property of the former Riksbank office in Vaxjo,
was transferred to the Riksbank. This transfer led to a
capital loss of just over SEK 1 million in the SKAB group.
The transfer was a component in the preparations for
winding up the companies in the SBAB group.

Otherwise, work has been focused on resolving a
number of disputes with previous customers and
suppliers to the companies in the group and on dis-
posing of the remaining assets and paying redundancy
pay. All employees in the SKAB group are leaving their
employment in 2005 and all redundancy pay has been
paid. SKAB's head office in Tumba has been closed
during the year.

The most important dispute concerns Pengar i
Sverige AB's demand for insurance indemnity with
regard to the robbery of a secure transport in 2003.
This dispute has led to legal proceedings in Oslo City
Court.

Extensive parts of SKAB's and Pengar i Sverige AB's
archives were damaged by water in the storm in Jan-
uary 2005 when flooding took place at Recall AB which
keeps the companies’ records. This led to additional
expense for freezing the archive material. At the end
of 2005, the companies submitted an application to
the Tax Agency requesting to be allowed to destroy
the material.

In autumn 2005, the board prepared a winding up
of the subsidiaries Svenska Kontanthanteringssystem
AB, Svenska Kontanthanteringsfastigheter AB and
Swedcash AB, by merger with the parent company

Balance sheet (consolidated), SEK million

31.12.2005 31.12.2004
Fixed assets - 29
Current assets 75 111
Total assets 75 140
Equity capital 60 68
Provisions 11 42
Current liabilities 4 30
Total equity capital and liabilities 75 140

The Board of Directors (parent company)

Bjérn Hasselgren, Chairman

Kai Barvell

Kersti Eriksen

Heine Andersson, Employee representative (until June
2005 inclusive)

Address

Svensk Kontantforsérjning AB
c/o Sveriges Riksbank

SE-103 37 Stockholm

Tumba Kulturfastigheter AB

The company is 100 per cent owned by the Riksbank
and was acquired in December 2001 with a view to
purchasing properties and equipment from AB Tumba
Bruk (now Crane AB). The area of listed buildings in
Tumba Bruk and the immediately adjacent land was
transferred in 2002, after approval by the Riksbank
and by the Riksdag, the Swedish parliament, to the
National Property Board. The intention is to conserve
the industrial site with its unique industrial and cultural
history and its buildings for future generations.

The company participated in the preparations for
developing and inaugurating Tumba Bruk Museum in
four of the buildings in the area. The museum was
inaugurated on 4 June 2005.

Tumba Kulturfastigheter AB is now preparing for
the sale of the remaining areas of land in Tumba,
consisting of land for housing in Uttran, and a larger
area of land in Lilltumba. The land has been valued in
autumn 2005. This valuation indicates that the future
sales prices will be substantially above the book value
of the land.

Planning for the future sale of the land is continuing
in 2006.

Profit and loss account, SEK million

SKAB. The merger plan has been approved by SKAB's 2005 2004
shareholder, the Riksbank, and will be carried out in Operating income 0.0 0.4
the first half of 2006. Operating expenses -0.0 -0.0
Profit and loss account (consolidated), SEK million Operating profit/loss -0.0 0.0
2005 2004 Financial items 0.0 0.0
Operating income 2 143 Profit/loss after financial items -0.0 0.4
Operating expenses -10 -413  Tax on the year's result - -0.1
Operating profit/loss -8 -270  Result for the year -0.0 0.3
Financial items 0 -9
Profit/loss after financial items -8 -279

Tax on the year's result - -
Result for the year -8 -279

THE RIKSBANK'S
SUBSIDIARIES
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THE RIKSBANK'S
SUBSIDIARIES

Balance sheet, SEK million

31.12.2005 31.12.2004
Current assets 1.8 1.8
Total assets 1.8 1.8
Equity capital 1.8 1.8
Liabilities 0.0 0.0
Total equity capital and liabilities 1.8 1.8

The Board of Directors
Bjorn Hasselgren, Chairman
Kersti Eriksen

Address

Tumba Kulturfastigheter AB
c/o Sveriges Riksbank
SE-103 37 Stockholm

Fastighets AB Vixjo Lagan 22

The company is 100 per cent owned by the Riksbank
and was acquired in December 2005 as a step in the
winding up of the companies in the SKAB group.

Vaxjo Ldgan manages a property in the municipality
of Véxjo where the former Riksbank office was situated.
The building was transferred to the Riksbank subsidiary
Pengar i Sverige AB in 1999, as well as other properties
where the payment operations of the Riksbank were
conducted.

The property has three premises that are or have
been let. The Swedish Forest Agency rents the largest
part of the office space at the premises. The cash
management premises were let to Securitas Varde AB
until 30 June 2005, but have since been vacant. Adja-
cent premises in a separate building on the same site
have been let to a firm of locksmiths.

Véxjo Lagan has been put up for sale in recent years.
However, it has neither been possible to sell the pro-
perty nor the company for a reasonable price. The
Riksbank has made the assessment that the property,
with strategically valuable cash management premises,
should command a higher market value given the new
cash management depot structure established during
2006. The Riksbank intends to make further efforts to
sell the company in the coming year.

Stockholm, 9 February 2006

In conjunction with the transfer to the Riksbank,
the Board has drawn up a maintenance plan for the
property and had it valued. The intention is to carry
out necessary maintenance in coming years. In con-
nection with the transfer, the previous owner of the
company, Svenska Kontanthanteringsfastigheter AB,
also decided to convert the company’s debt to the
parent company into equity by an unconditional share-
holder's contribution. The equity capital of the company
has subsequently been approximately SEK 10 billion.

Profit and loss account, SEK million

2005 2004
Operating income 1.5 1.8
Operating expenses -1.2 -1.1
Operating profit/loss 0.3 0.7
Financial items 0.0 0.0
Profit/loss after financial items 0.3 0.7
Tax on the year's result -0.1 -0.2
Result for the year 0.2 0.5
Balance sheet, SEK million
31.12.2005 31.12.2004
Fixed assets 9.5 9.7
Current assets 0.9 1.3
Total assets 10.4 11.0
Equity capital 2.8 0.1
Liabilities 0.6 10.9
Total equity capital and liabilities 10.4 11.0

The Board of Directors
Bjorn Hasselgren, Chairman
Kersti Eriksen

Kai Barvell

Address

Fastighets AB Véxjo Lagan 22
c/o Sveriges Riksbank

SE-103 37 Stockholm
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Stefan Ingves
Governor

Eva Srejber

First Deputy Governor
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Kristina Persson
Deputy Governor

Irma Rosenberg
Deputy Governor

Lars Nyberg
Deputy Governor
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Svante Oberg
Deputy Governor



PROPOSAL FOR THE
ALLOCATION OF
PROFITS FOR 2005

B Proposal for the allocation of profits for 2005

The Riksdag approved in connection with its
consideration of the Riksbank’s management
for the year 2004 (2004 /05 F1u:23) that the allo-
cation of profits for 2004 should be based on the
1988 principle of allocation of profits with the
supplements to the principle made since then,
which was the proposal put forward by the
General Council. The principle of allocation of
profits entails 8o per cent of the average profits
for the past five years, excluding exchange rate
and gold evaluation effects, being transferred
to the Treasury.

The General Council noted in its considera-
tion of the proposal for the allocation of profits
in 2004 that as the principles for the Riksbank’s
accounting had changed, as of 2004 unrealised
gains were no longer included in the Riksbank’s
reported financial result. This meant that the
General Council included the unrealised price
effect gains on debt securities reported in the
revaluation account when calculating the trans-
fer to the Treasury in order to continue applying
the 1988 principle for the allocation of profits.
The General Council applies the same basis for
calculation for the year 2005.

Pursuant to Chapter 10, Article g of the
Sveriges Riksbank Act (19088:1385), the General
Council has received a report for the financial
year 2005 from the Executive Board. The
General Council observes that the Riksbank
with the application of the current accounting
principles reports a profit for 2005 amounting
to SEK g 256 million. In accordance with the
1988 principle on the allocation of profits, the
following adjustments are made to the reported
result when calculating the result on which the
transfer to the Treasury is based:

1. The reported result is adversely affected by a
realised exchange loss of sEx 875 million. In
accordance with the allocation of profits
principle, this loss is excluded when calculating
the result on which the transfer to the Treasury

1s based.

2. The Riksbank has reported a realised gain of
sEK 58 million as a result of sales of gold during
2005. The General Council considers that as a
consequence of the profit allocation principles,
the realised gold effects should be treated in
the same way as realised exchange rate gains
and has therefore also excluded this gain when
calculating the allocation of profits.

3. An unrealised price effect gain on the bond
holdings of sEk 198 million is included in the
calculation of the result used as a basis for
the transfer, in accordance with the above-
mentioned adjustment resulting from the
change in accounting principles.

The General Council proposes as described
below a transfer to the Treasury of sk 5 300
million.

As the proposed transfer is larger than the
profits reported for the year, it is proposed that
SEK 157 million be transferred from the contin-
gency fund and sek 1 887 million be transferred
from the balancing account.

The Audit Unit of the General Council has
examined the basis for calculating the profit
allocation proposal. The Audit Unit did not find
any reason for objections.

The General Council decided on 10 February
2006 to submit the following proposal for the
allocation of the Riksbank’s profits.

The profit before appropriations for 2005
amounts to SEK § 256 million.

The General Council proposes that:

SEK Million

Transfer from the contingency fund 157
Transfer from the balancing account 1887
Transfer to the Treasury 5300
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AUDITOR'S REPORT

B Auditor’s report

The Swedish National Audit Office (Riksrevi-
sionen) has audited the Annual Report of
Sveriges Riksbank, approved by the Executive
Board of the Riksbank on g February 2006, for
the financial year 2005.

The Executive Board of the Riksbank is re-
sponsible for the annual accounts.

It is the responsibility of Riksrevisionen to ex-
amine the Riksbank’s Annual Report in accor-
dance with generally accepted auditing standards
with the aim of reaching an assessment of
whether the Annual Report and the underlying
documentation are reliable, that the accounts
are true and fair, and whether the Executive
Board’s administration has observed applicable
regulations and any special decisions.

The audit has been carried out in accordance
with generally accepted auditing standards.
This means that the audit has been planned
and performed with the aim of obtaining rea-
sonable grounds for making an assessment of
whether the Annual Report is true and fair.
The examination has accordingly included a
selection of significant transactions and admi-

nistrative decisions.

The audit gives reasonable ground for the
statements set out below.

The Annual Report has been prepared in
accordance with the Sveriges Riksbank Act and
with the application of the principles for book-
keeping and annual accounts adopted by the
Executive Board of the Riksbank.

It is the opinion of Riksrevisionen that the
Annual Report gives a true and fair view of the
Riksbank.

Riksrevisionen recommends to the Swedish
Parliament (the Riksdag) that the balance sheet
and the profit and loss account be adopted.

Furthermore, Riksrevisionen recommends
to the Swedish Parliament that the General
Council of the Riksbank be discharged from
liability for operations and that the Executive
Board be discharged from liability for admini-
stration of the Riksbank in 2005.

The decision in this matter was made by
Lennart Grufberg, Auditor General. The audit
was presented by Filip Cassel, Audit Director.

Stockholm, 10 February 2006

Lennart Grufberg  Filip Cassel



B The Riksbank's consultation

Every year, the Riksbank makes responses to a large
number of consultation documents. The Executive
Board has delegated to a Deputy Governor of the
Riksbank to prepare these responses that are to be
decided upon by the Executive Board or the General
Council and to reply to other consultation documents.
The Deputy Governor is assisted in this work by a
consultation group consisting of representatives of
the departments that respond to most consultation
documents. These representatives are appointed by
the respective head of department. The responses are
usually submitted by the Deputy Governor who leads
this work. Responses involving major matters of prin-
ciple or which are otherwise of great importance for
the Riksbank are dealt with by the Executive Board
instead. Matters that are of importance for the General
Council are dealt with by that body.

In 2005, the Executive Board adopted new guidelines
for work with consultation responses that clarify the
forms of work and provide guidelines for the Riksbank’s
approach to responses in some of the bank’s key areas
of activities. Consultation work during 2005 has been
dominated by matters relating to financial stability. To
a great extent, this has concerned the incorporation of
EU regulations in Swedish legislation or regulations from
Finansinspektionen. Otherwise, there are normally a
number of consultation documents in the field of
monetary policy, although there have only been a few
consultation documents in this area in 2005. However,
the Riksbank has responded to a number of consulta-
tion documents relating to information security and
emergency preparedness. In these areas, the Riksbank
ensures in its consultation work that consideration is
taken to the Riksbank's responsibility for the stability
of the financial system, in particular, matters relating
to the security and protection of the payment system.

The following consultation responses were made by
the Executive Board of the Riksbank in 2005. Unless
otherwise stated, decisions have been made by Deputy
Governor Villy Bergstrdm who was responsible for
preparing matters relating to consultation documents.

Ministry of Finance

20-12-2005

Comments on the consultation document concerning
the memorandum on the right of transfer of pension
savings.

12-12-2005

Comments on the memorandum on extension of the
transitional period for certain financial undertakings
(Fi2005/6048).

08-12-2005

Comments on the memorandum Consumer protection
in the financial sphere (12-09-2005) (Fi2005/1958).
A decision in this matter has been made by the
Executive Board of the Riksbank.

07-10-2005

Comments on the consultation document of the
National Debt Office's proposed guidelines for mana-
gement of central government debt. A decision in
this matter has been made by the Executive Board of
the Riksbank.

responses

04-10-2005

Comments on the consultation document Consequen-
tial changes resulting from the ministerial memorandum
Simplified accounting rules, etc.

12-09-2005

Comments on the consultation document Responsibility
for prospectuses — final report by the Prospectus
Commission (SOU 2005:18).

18-07-2005
Comments on the memorandum Certain tax-related
issues arising from the new Companies Act, etc.

17-06-2005

Comments on the Committee Report A reformed
system for the deposit guarantee (SOU 2005:16).
A decision in this matter has been made by the
Executive Board of the Riksbank.

02-05-2005

Comments on the memorandum on proposed new
legislation on special supervision of financial conglo-
merates and on additional amendments to existing
legislation in the sphere of the financial market

(Ds 2005:1).

24-02-2005

Comments on the Ministry of Finance's memorandum
on a reformed survivor protection in the premium
pension system.

13-01-2005
Comments on the memorandum on changed fees for
the deposit guarantee.

13-01-2005
Comments on the interim report Implementation of
the Occupational Pension Directive (SOU 2004:101).

12-01-2005
Comments on the Ministry of Finance's memorandum
Certain issues relating to coupon tax.

Finansinspektionen

21-11-2005

Comments on the consultation document — Accounting
of technical provisions (FTA) and new information in
insurance companies with activities relating to occu-
pational pension insurance and on leasing in legal
entities.

03-11-2005
Comments on the consultation document Adaptations
to IFRS of accounting rules for the 2006 financial year.

27-10-2005

Comments on proposed amendment of Finansinspek-
tionen's regulations and general guidelines FFFS
2003:10 on capital adequacy and large exposures.

07-10-2005

Comments on the consultation document Proposed
amendments and adjustments of accounting guidelines
arising from the fair value option and the Swedish
Financial Accounting Standards Council's norms.

THE RIKSBANK'S
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THE RIKSBANK'S
CONSULTATION
RESPONSES

26-09-2005

Comments on the consultation document concerning
Regulations and general guidelines on internal risk
classification (IRK) and regulations on operational risk.

Ministry of Defence

20-12-2005

Comments on the final report Information security
policy — Organisational consequences (SOU 2005:71).

27-10-2005
Comments on the consultation document Adaptations
to defence intelligence activities (Ds 2005:30).

04-10-2005
Comments on the interim report Secure information —
a proposed information security policy (SOU 2005:42).

07-07-2005

Comments on the consultation document of The
development of emergency preparedness — the
Swedish Emergency Management Agency's (KBM)
documentation for the 2005 Emergency Preparedness
Bill and KBM's overview of Ordinance (2002:472) on
Measures for Peacetime Crisis Management and
Increased Preparedness.

Ministry of Justice

19-12-2005

Comments on the ministerial memorandum Europe
Co-operative (Ds 2005:45).

12-12-2005

Comments on the memorandum Electronic submission
to the Swedish Companies Registration Office
(Ju2005/10549/L1).

12-09-2005
Comments on New rules for public offers
(SOU 2005:58).

25-08-2005

Comments on the memorandum on the advanced
date of application of the new valuation regulations
in the Annual Accounts Act.

10-03-2005
Comments on the memorandum Simplified accounting
rules, etc.

25-02-2005

Comments on the memorandum on payments to
senior executives in limited companies and insurance
undertakings

Swedish Emergency Management Agency
14-04-2005

Comments on the consultation document of the report
Swedish emergency management in international col-
laboration.

11-02-2005

Comments on the consultation document of the
Swedish Emergency Management Agency's planning
documentation on emergency preparedness.

03-02-2005

Comments on the consultation document of the
Swedish Emergency Management Agency's review of
Ordinance (2002:472) on Peacetime Emergency
Management and Increased Preparedness.

Ministry of Industry, Employment and
Communications

11-04-2005

Comments on the consultation document of the report
Strategy to safeguard the Internet's infrastructure.

National Post and Telecom Agency

12-01-2005

Comments on the consultation document on the need
for secrecy on information relating to transmitters
(base stations) for mobile telephony.

Riksdag Administration

18-11-2005

Comments on the Riksdag Administration's Committee
Report on the introduction of certain provisions of
the Budget Act on the Riksdag's agencies. A decision
in this matter has been made by the Executive Board
of the Riksbank.

12-05-2005

Comments on the Riksdag Administration's consultation
document on the Act concerning Security Protection
of the Riksdag and its agencies.

Swedish Agency for Administrative Development
06-04-2005

Comments on proposals concerning the regulations
on security of information for 24-hour agencies.

Ministry for Foreign Affairs

21-11-2005

Comments on the ministerial memorandum
(Ds 2005:37) on the accession of Bulgaria and
Romania to the European Union.

10-03-2005

Comments on the memorandum Treaty on the
drawing up of a constitution for Europe (Ds 2004:52)
part 1-4.



B Glossary

Balance of payments The statistical reporting of a
country's economic transactions with the rest of the
world.

BIS The Bank for International Settlements. Sometimes
known as “the central banks' bank" and acts as bank
and cooperation organisation for the central banks in
55 countries. BIS has its head office in Basel.

Consumer price index (CPI) Official price index esta-
blished each month by Statistics Sweden regarding
price trends in consumption. The development of the
CPI forms a base for the Riksbank’s definition of its
price stability target.

Duration A measure of how the value of a securities
portfolio changes when interest rates change.

ECB The European Central Bank. The ECB is a joint
central bank for the twelve EU member states who
have adopted the euro. The ECB is situated in Frankfurt.

EFC The EU's Economic and Financial Committee.
Advises the Ecofin Council within the EU on economic
policy and financial matters.

EMU Economic and monetary union. Cooperation
within the EU aimed at adopting the euro as single
currency. Decisions on monetary policy are then trans-
ferred from the national central banks to the ECB
Governing Council. Twelve of the EU member states
have adopted the euro so far.

ESCB The European System of Central Banks. This is
the generic term for the ECB and the 25 national
central banks in the EU countries.

Eurosystem Term referring to the ECB and the national
central banks in the twelve EU member states that have
adopted the euro.

Exchange rate The price of a currency expressed in
units of another currency.

Exchange rate policy A central bank’s actions to influ-
ence its own currency's exchange rate against other
currencies.

Foreign currency reserve A central bank's holdings of
foreign currency to enable intervention when necessary
and to affect the value of the country’s own currency
in relation to other currencies.

Foreign exchange intervention When a central bank
buys or sells currency in the foreign exchange market
with the aim of influencing its own country's exchange
rate.

G10 The Group of Ten. An association of industrial
nations, eleven in total, to promote cooperation on
international financial issues and to support the IMF
with liquidity for its loans. Sweden is a member of the
G10. Finance ministries, financial supervisory authorities
and central banks are involved in various forms of
cooperation. A number of G10 committees have sec-
retariats in the BIS and work on developing standards
for financial activities that can strengthen international
financial stability.

IFRS International Financial Reporting Standards.

IMF The International Monetary Fund (IMF). The
International Monetary Fund was formed in 1944,

to promote trade and growth by fostering economic,
monetary and financial stability. The organisation cur-
rently has 184 member countries and the Riksbank
serves as the contact body for Sweden.

Inflation General price rises that cause a reduction in
the value of money. The opposite is known as deflation.

Key interest rates The interest rates the Riksbank sets
for deposits from and loans to the banking system.

Long-term interest Interest on loans with a longer
duration than one year.

Modified duration A measure of risk that states how
sensitive the value of the currency reserve is to changes
in the interest-rate level, i.e. by how many per cent the
value of the currency reserve will change when the

interest-rate level falls or rises by one percentage point.

Monetary policy The Riksbank's actions to influence
the interest rate level and, indirectly, the price level.

Money market A market consisting of banks and
other financial institutions that accept short-term
deposits and grant short-term loans for a period of
one day up to one year.

Payment system The systems, routines and regulations
needed to implement payments.

Price stability A fixed value of money. According to the
Riksbank's definition, price stability means keeping CPI
inflation at 2 per cent +1 percentage point.

Real-time gross settlement A settlement system where
payments are mediated and settled in real time (con-
tinuously) as the orders are received (without netting).

Repo A repurchase transaction whereby the Riksbank
lends money to the banks through so-called monetary
policy repos. A monetary policy repo means that the
Riksbank supplies funds to the banking system by
buying securities from the banks and at the same
time agreeing to sell back the securities to the banks
after one week (among market participants this is
known as a reverse repo). The Riksbank then receives
back the funds, and the securities are returned to the
original owner. The Riksbank usually carries out repos
every week.

Repo rate The interest rate banks have to pay when
borrowing from the Riksbank through a repo trans-
action.

Riksbank reference rate An interest rate set half-yearly
by the Riksbank and corresponding to the Riksbank's
repo rate at the end of the previous half-year, if
necessary rounded off to the nearest half a percentage
point.

GLOSSARY
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RIX The Riksbank's system for the settlement of
large-value interbank payments. The system settles
payments both in kronor (K-RIX) and in euro (E-RIX)
in accordance with the principle of real-time gross
settlement. E-RIX is linked to Target (see below).

SDR Special Drawing Rights. International reserve
asset created by the IMF for allocation to member
states. See the Riksbank's balance sheet. The value of
the SDR is based on a basket of dollars, euro, yen
and sterling.

Settlement The final regulation of a debt, that is to say
when money or assets are transferred from one party
to another. In RIX settlement occurs by transferring
funds between two participants’ accounts.

Short-term interest rate Interest on loans with a
duration of less than one year.

TARGET The EU's common payment system to which
member states' national payment systems for pay-
ments in euro are connected. It links together the
central banks in the EU and around 5 000 commercial
banks.

Underlying inflation A measure of cyclical inflation.
The Riksbank usually uses UND1X as a measure of
underlying inflation. UND1X is defined as the change
in the CPI excluding household mortgage interest ex-
penditure and the direct effects of changes in indirect
taxes and subsidies.

Value dating A physical transaction whereby cash is
placed in/distributed from the Riksbank’s cash stocks
on behalf of a bank or the Swedish Cashier Service
(Svensk kassaservice). The cash is thereby deposited
in/withdrawn from the bank’s account at the Riksbank
and the calculation of interest for the bank in question
changes.

VaR (Value at Risk) A measure of the estimated market
risk in a portfolio of assets, based on historical corre-

lations and variations in the market value of different
assets in the portfolio.

B Publications

The Riksbank produces a number of publications
each year. These include:

The Inflation Report is published four times a year.
The report forms a basis for monetary policy decisions.
It is also intended to make the Riksbank's assessments
generally accessible in order to stimulate interest in
and facilitate understanding of monetary policy.

The Financial Stability Report is issued twice a year. The
report describes the Riksbank's view of developments
in the financial system and what these developments
entail for stability. The aim is to promote better stability
in the financial system and to stimulate discussion re-
garding issues concerning the stability of the payment
system.

Sveriges Riksbank Economic Review is issued three
times a year and contains articles on subjects in the
Riksbank's field of activities.

The Annual Report provides an account of monetary
and foreign exchange policy during the past year and
an account of how the Riksbank has worked to pro-
mote a safe and efficient payment system. The Annual
Report contains the Riksbank's annual accounts.

The Working Paper Series presents reports connected
to the Riksbank's field of activities that are also consi-
dered to be of interest to parties outside the bank.

Publications from the European Central Bank, ECB

All of the Riksbank's publications are available on its
website (www.riksbank.se). The majority of them are
published in both Swedish and English. The simplest
way to order them is through the order function on the
website. The Riksbank also publishes press releases,
speeches, articles and minutes from its meetings of
the Executive Board and the General Council on its
website.

Address

Sveriges Riksbank

SE-103 37 Stockholm
Sweden

Telephone +46 8 787 00 00
www.riksbank.se



B Tumba Bruk Museum

The Tumba Bruk Museum was inaugurated on 4 June 2005 as part of the Riksbank's
commemoration of the 250th anniversary of Tumba Bruk. Tumba Bruk Museum displays

the history of the Riksbank’'s banknotes and of Tumba Bruk.

The Riksbank established a paper mill for bank-
notes in Tumba in 1755. Since the early 1970s,
there has also been a printing works for bank-
notes in Tumba. Tumba Bruk has been operated
since 2001 by the US company Crane&Co, a
company which, among other things, has manu-
factured paper for US dollar banknotes since the
end of the nineteenth century.

Tumba Bruk Museum is located in an historical
industrial environment where staff housing, the
paper mill and the printing works still comprise
a living industrial environment. The museum
has a comprehensive exhibition of banknotes,
conference facilities, and a cafeteria. During its
first year of operation from June to December
2005, Tumba Bruk Museum had approximately
11,000 Visitors.

Tumba Bruk Museum is run by the Royal
Coin Cabinet. Its operations are financed by a
grant from the Tumba Bruk Foundation, to
which the Riksbank has contributed capital,
after approval by the Riksdag. The industrial
area with land and buildings is managed by the
National Property Board after the Riksbank
donated the land to the state in 2002.

COMMEMORATIVE BANKNOTE

AND ANNIVERSARY STAMP

In May 2005, the Riksbank issued a commemo-
rative banknote in a denomination of 100 kronor
to commemorate the 250th anniversary of
Tumba Bruk. The banknote was printed by
Crane AB in accordance with the current agre-
ement with the company. The banknote includes
motifs from earlier Swedish banknotes and de-
picts scenes from banknote manufacture in past
times and from Tumba Bruk. Around 19,000
examples of the banknote have been sold. An
anniversary stamp was issued at the same time as
the commemorative banknote in collaboration
with the Swedish Post Office, Posten aB. The
stamp shows motifs from the commemorative

banknote and is in the denomination of 15 kronor.

The Riksbank issued a
commemorative banknote
to mark the 250th anni-
versary of Tumba Bruk.
The post office issued a
commemorative stamp on
the same date.

TUMBA BRUK MUSEUM

T R Ay
AWl
Tumba Bruk museum has
a comprehensive collection
of banknotes, conference

facilities and a cafeteria.

0]
A

SVERIGES RIKSBANK 2005



(0]
N

SVERIGES RIKSBANK 2005

THE RIKSBANK'S PRIZE
IN ECONOMIC SCIENCES

B The Riksbank’s Prize in Economic Sciences 2005

Sveriges Riksbank's Prize in Economic Sciences in Memory of Alfred Nobel was awarded in 2005

to Robert J. Aumann at the Center for Rationality, Hebrew University of Jerusalem, Israel and

Thomas C. Schelling at the Department of Economics and School of Public Policy, University

of Maryland, College Park, MD, USA. They were awarded the prize "for having deepened our

understanding of conflict and co-operation through game theory analysis"”.

Thomas C. Schelling and
Robert J. Aumann received
Sveriges Riksbank’s Prize
in Economic Sciences in
Memory of Alfred Nobel
in 2005.

2 )
Thomas C. Schelling and Robert J. Aumann

-
Previous prize-winners

The prize has been awarded every year from 1969 as follows:

1990 H.M. Markowitz, M.H. Miller
and W.F. Sharpe
1991 R.H. Coase
1992 G.S. Becker
1993 R.W. Fogel and D.C. North
1994 J.C. Harsanyi, J.F. Nash Jr
and R. Selten
1995 R.E. Lucas, Jr.
1996 J.A. Mirrlees and W. Vickrey
1997 R.C. Merton and M.S. Scholes
1998 A. Sen
1999 R.A. Mundell
2000 J.J. Heckman
and D.L. McFadden
2001 G.A. Akerlof, A.M. Spence
and J.E. Stiglitz
2002 D. Kahneman and V.L. Smith
2003 R.F. Engle and C.W.J. Granger
2004 F.E. Kydland and E.C. Prescott
2005 R.J. Aumann and T.C. Schelling

1969 R. Frisch and J. Tinbergen
1970 P. A. Samuelson
1971 S. Kuznets
1972 J.R. Hicks and K.J. Arrow
1973 W. Leontief
1974 G. Myrdal and F.A. von Hayek
1975 L.V. Kantorovich and
T.C. Koopmans
1976 M. Friedman
1977 B. Ohlin and J.E. Meade
1978 H.A. Simon
1979 T.W. Schultz and A. Lewis
1980 L.R. Klein
1981 J. Tobin
1982 G.J. Stigler
1983 G. Debreu
1984 R. Stone
1985 F. Modigliani
1986 J.M. Buchanan Jr
1987 R.M. Solow
1988 M. Allais
1989 T. Haavelmo

Sveriges Riksbank’s Prize in Economic Sciences
was established in connection with the Riksbank’s
gooth anniversary in 1968. In making its donation,
the Riksbank committed itself irrevocably and
for all time to enable the prize to be awarded by
putting at the disposal of the Nobel Foundation
each year a sum for the prize money and a sum to
cover the Foundation’s costs for management and
finance. The Government has established the
statutes governing Sveriges Riksbank’s Prize in
Economic Sciences in Memory of Alfred Nobel.

The prize is awarded every year to a person
or persons in the field of economic sciences who
have produced work of outstanding importance.
The Royal Swedish Academy of Sciences appoints
the economic prize-winner(s) according to the
same principles as for the Nobel Prizes. The prize
amount is also the same as for the Nobel Prizes,
sEK 10 million, and is paid by the Riksbank. If
there is more than one prize-winner, the prize
money is shared between them.

Robert J. Aumann was born in 1930 in Frank-
furt, Germany (Israeli and us citizen). PhD in
Mathematics in 1955 at Massachusetts Institute
of Technology (m1T), Cambridge, MA, UsA.
Professor at the Center for Rationality, Hebrew
University of Jerusalem, Israel.

Thomas C. Schelling was born in 1921 in
Oakland, ca, usa (us citizen). PhD in Econo-
mics in 1951 at Harvard University, Cambridge,
MA, UsA. Distinguished University Professor
Emeritus at the Department of Economics and
School of Public Policy, University of Mary-
land, College Park, mp, usa and Lucius N.
Littauer Professor Emeritus in Political

Economics at Harvard University.
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