Monetary policy
Minutes

July 2016

S V E R I G E S R I K S B A N K






Summary

At its monetary policy meeting on 5 July, the Executive Board of the Riksbank decided to hold the repo
rate unchanged at -0.5 per cent and to continue purchasing government bonds during the second half of
the year, according to the plan decided in April. The time of a first increase in the repo rate is postponed
somewhat. The rate is not expected to be raised until the second half of 2017, and then at a somewhat
slower rate than was previously assessed. A majority of Executive Board members decided to extend the
mandate for foreign exchange interventions introduced at the beginning of the year. There is still a high
level of preparedness to make monetary policy even more expansionary if this is needed to safeguard the

inflation target.

It was noted at the meeting that the Executive Board agreed on the picture of economic prospects and
the inflation outlook described in the draft Monetary Policy Report. Uncertainty over economic
developments abroad andinSweden had increased after the United Kingdom EU referendum. It
remains the Riksbank’s assessmentthat the global economyis continuingto improve, but the forecasts
for growth abroad andinSweden have been revised down. International inflationislowand several

central banks areexpected to conducta more expansionary monetary policy.

In Sweden, economic activity has strengthened rapidly. Activity is expected to continue to improve and
that creates the conditions for inflation to keep on rising. Next year, CPIFinflationis expected to reach 2

per cent.

Allinall, the Swedish economy has developed as expected sincethe monetary policydecisionin April
although uncertainty has increased. To maintain the risingtrendininflation, good economic growth in
Sweden needs to continue. Several central banks abroad are, however, expected to pursue aneven
more expansionary monetary policy and the inflation forecastis sensitiveto various international
factors. Againstthis backdrop, the Executive Board drew the conclusion thatmonetary policyin Sweden

needs to continue to be very expansionary.

The Executive Board agreed unanimouslyto holdthe repo rate unchanged at -0.5 per cent and to

continue to purchasegovernment bonds inthe second half of 2016 inlinewith the decisionin April.

The increased uncertainty means that the entire Executive Board considers itappropriateto postpone
the firstrepo rate increasesomewhat. The rate is not expected to be raised until the second half of
2017,and then at a somewhat slower rate than was previously assessed. Until further notice, maturities

and coupons from the portfolio of both nominal and real government bonds will be reinvested.

Againstthe backdrop of, not least, this increased uncertainty, the Executive Board was also unanimous
as regards the importance of havinga high level of preparedness to make monetary policy even more

expansionary, even between ordinary monetary policy meetings, if this is needed to safeguard



confidence inthe inflation target. A majority of Executive Board members has therefore decided to

extend the mandate for foreign exchange interventions adopted at the beginningof the year.
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§1. Economic developments

Christoffer Nordenldw from the Markets Department began by presenting the latest
developments on the financial markets. Sincethe monetary policy meeting in April,
developments on the financial markets have been characterised by uncertainty linked to the
referendum inthe United Kingdom, in which a majority voted on 23 June to leave the EU. As a
resultof this, there have been major fluctuations on the world's stock exchanges and prices of
safer assets, such as government bonds, have risen. In Europe, stock markets have fallensince
April, whileinthe United States the level is more or less unchanged at present. There have been
larger falls for bank shares, whichis partly dueto renewed unease regardingthe health of the
European bankingsector, and partly to uncertainty over the conditions for the banks’activities in

the United Kingdom going forward.

The market’s expectations of when the Federal Reserve will raisethe policy rateinthe United
States have swung back and forth since April. Followingthe UK referendum, expectations are
now significantly lower than before. Accordingto market pricing, the next policyrateriseinthe
United States is now expected in2018.In Europe, the European Central Bank (ECB) has not
launched any new measures over the period. However, followingthe referendum inthe United
Kingdom, expectations of lower policyrates inthe period ahead have increased. The shiftin
market expectations has been greatest inthe United Kingdom, where the market is now awaiting
a policyratecut from the Bank of England laterin the year. This pictureis reinforced by
statements from the Bank of England, which have signalled thatmonetary policyinthe United

Kingdom will probably need to be made more expansionary over the coming months.

The referendum resulthas led to a large depreciationin sterling. At the same time, currencies
that usually appreciate substantially when there is great uncertainty on the market, suchas the
US dollarandthelapanese yen have appreciated. The increased uncertainty has alsoled the
krona to weaken inrelation to the forecastin April.Prior to today’s monetary policy meeting, a
majority of analystsareexpecting an unchanged repo rate but that the Riksbank will postpone

the firstincreasein the rate.

Marianne Nessén, Head of the Monetary Policy Department, presented the draft Monetary Policy
Report which, inthe assessmentof the Monetary Policy Department, would gain the support of

the majority of the members of the Executive Board.

The global recoveryis expected to continue, but uncertainty has increased due to the result of
the United Kingdom referendum. Forecasts for growth have been revised down, primarily for the
United Kingdom, but also for the rest of Europe. However, itis difficultto assess the effects of
the outcome of the United Kingdom referendum. There is a risk of larger negative repercussions,
but these are at present difficultto quantifyina forecast. At the same time, monetary policy

abroadis expected to become even more expansionarythanassumedinthe April forecast, while
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inflation prospects remain largely unchanged. Following the United Kingdom referendum the
krona weakened, but is expected to gradually strengthen and return to the level forecastin April

inaround one year.

The Swedish economy is continuingto develop strongly,and unemployment is falling. However,
growth will be lower going forward, compared with 2015, and the forecasthas been revised
down, mainlyas aresultofthe UK referendum. The labour market is continuingtoimprove, with
risingemployment and fallingunemploymentin2016 and 2017. Resource utilisation, whichis
currently assessed to be normal, will thus continueto riseinthe comingyears. Household
indebtedness is increasing, and towards the end of the forecastperiod debt as a percentage of

disposableincomeis expected to be 195 per cent.

Sincethe monetary policy meeting in April, inflation outcomes for April and May have been
reported. The upturnininflation slowed down inrelationto March, as expected, and the
outcomes were slightly lower than the Riksbank's forecast. The risingtrendininflation thatbegin
inearly2014is expected to continue, however. The contribution to inflation fromthe earlier
krona weakening is expected to decline as the krona slowly strengthens. Instead, the upturnin
inflationisexpected to be increasingly driven by higher resource utilisation. CPIFinflationis
expected to increasefrom justunder 1.5 per cent for most of 2016 to closeto 2 per cent in the
second halfof2017. This entails a somewhat delayed upturn ininflationinrelation to the April
forecast. The mainreason for this is a changed forecastfor energy prices, which are expected to
increasemore rapidlyinthe shortterm and more slowlyin2017. Another reason for the
downward revisionintheinflation forecastis thatrents are expected to increasesomewhat more

slowly than was forecastin April.

The forecastinthe draft Monetary Policy Reportis based onthe repo rate being held at -0.5 per
cent, and on the firstincreasein the rate being postponed inrelation to the earlier assessment.

The bond purchases will continueduringthe second halfof 2016, as decided in April.

Ms Nessén noted that the forecasts inthe draft report were discussed by the Executive Board at
meetings held on 2, 15,17 and 20 June. The forecasts were also discussed atan extraordinary
meeting on 28 June inthe light of the outcome inthe United Kingdom referendum on EU
membership. The draft monetary policyreportwas discussed and tabled at a meeting of the

Executive Board on 30 June.

Ms Nessén went on to describethe discussions conducted by the Executive Board at the

monetary policy drafting meetings.

One question that has permeated the entire monetary policy drafting process on this occasion
was the uncertainty abroad, not leastthe potential consequences of various outcomes of the
United Kingdom referendum on EU membership. Other important discussions concerned the

Swedish krona, inflation prospects and the effects of monetary policy. When the outcome of the
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§2.

UK referendum was announced, the Executive Board agreed to revisedown growth forecasts,
primarily for the United Kingdom, but also for the euro area and Sweden. They were alsoagreed
that the very uncertain nature of the forecasts should be emphasised. The Executive Board
thought it important to gather information duringthe course of the work and to analyse how

other analysts havedealtwith thisissuesofar.

Ms Nessén observed that inthe discussion on monetary policy abroad and how this affects
monetary policyin Sweden, questions were raised regardingthe level of the long-runrepo rate
and how one should viewdifferences infuture policyrates in different countries and regions over
time. The effects of monetary policyabroad on Sweden and on the krona exchange rate are

described in detail inthe draft Monetary Policy Report.

Further, Ms Nessén described some of the questions raised by the Executive Board and which
have been analysedinthe draftingwork with regard to the inflation forecast. Forinstance, how
highresource utilisation needs to be in the economy to generate sustainably higher domestic
pricepressure,and how sensitivethe inflation forecastisto fluctuations in the exchange rate.
There are now signs thatthe risingresource utilisation in the Swedish economy is also
contributingto a risingrateofincreasein more domestically determined prices. Different
members of the Executive Board highlighted on several occasions theimportance of following
the development of domestic pricepressureand the relationship between resource utilisation

andthe development of inflation.

Ms Nessén noted that the monetary policy discussioninthedrafting process had concerned, in
addition to the UK referendum, the effects of a negative repo rate, the design of the repo-rate
path, the extension of the delegation decision regarding foreign exchange interventions and how
best to communicate monetary policyina very uncertainsituation. The deliberations madeand

conclusionsdrawn arereflected in the draft Monetary Policy Report.

The economic situation and monetary policy

First Deputy Governor Kerstin af Jochnick began by sayingthatshe agreed with the assessments
inthe draft Monetary Policy Report with regard to developments both abroad andin Sweden.
She also supported the draftforecastfor the repo rate, accordingto which itwill now take longer
before the repo rate begins to be raised.She also backed the proposal to extend the foreign

exchange intervention mandate.

Ms aflochnick pointed out that the Riksbank has for a longtime been highlightinguncertainty
abroad, whichis makingitdifficultto make really good forecasts of future developments. The
uncertaintyinrecent years has largely been caused by weaknesses in the financial systemand
the negative effects of excessively high public and privateindebtedness inseveral countries. Ms

aflochnicksaid thatshe considers thatthe uncertaintyin international developments has now
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increased further. Thisisin partdue to the effects of the resultof the referendum in the United
Kingdom, although there were question-marks about the strength of global growth even before
the vote took place. At this stage, itis difficultto assess whateffect Brexit will haveon the global
economy. Answers are required to many difficultquestions anditwill probablytakea long time
before the picture becomes clear. However, Ms af Jochnicksaid that,in her opinion, most
analysts agreewith the Riksbank thatgrowth inthe UK will be negatively affected inthe years
ahead. The effect on Sweden need not necessarily beso great but this remains to be seen, and

the Riksbank must be prepared to adjustits assessment.

Ms aflochnickalso noted that global developments look quite good des pite only moderate
growth and rather weak inflation. Nonetheless, the Riksbank expects the global recovery to
continue albeitata slower pace compared to the previous forecastin April. Different countries
andregions have different problems. Inthe euro area, monetary policyis very expansionary.In
addition, fiscal policy is deemed to be shiftingfromhavingbeen neutral in 2015 towards making
a weak positivecontribution to growth this year and next year. Despite this, GDP growth inthe
euro area will be rather weak duringthe forecast period. Ms afJochnickalso pointed out that
macroeconomic developments in Europe, to a high degree, are being affected by the fragility of
the bankingsystem inseveral countries. A high proportion of bad loans risks dama ging
confidence in both banking systems and sovereign countries. Structural measures aretherefore
needed inseveral countries in order to tacklethe imbalances and ensurethat the bankingsystem

is adequately capitalised sothatitcan support households and companies inthe long term.

Inaddition, Ms af Jochnick said thatthere are also financialimbalances in China, primarily a high
level of indebtedness in the corporatesector, which is contributing to the uncertainty aboutthe
strength of future growth. Furthermore, several commodity-producing countries, such as Brazil

and Russia,facemajor challenges.

She also pointed to the fact that the weak global recovery and the market’s interpretation of
signalsfrom, for example, the Bank of England mean that we can expect many central banks to
continue to pursue a very expansionary monetary policy. Market participants havealso madethe
assessmentthat the Federal Reserve will postponefurther rate rises.She also noted that as far as
Sweden andthe Executive Board’s decisions areconcerned, there is a great deal to suggest that
the global risks haveincreased and thatgrowth abroad will belower than previously forecastby
the Riksbank.Accordingto Ms aflochnick,itis therefore reasonableto revisegrowth down

slightly for both abroad and Sweden.

Inaddition, she pointed out that itis difficultto judge what effects Brexit would have on the
global economy and Sweden. Ms af Jochnickemphasised that the Riksbank mustcontinue to
monitor developments closelyand discuss howthe Swedish economy might be affected. Inthe

longrun, itis a question of ensuring that monetary policyis well balanced in order to achievethe
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inflation target of two per cent. Greater uncertainty abroad and weaker growth now justify a

postponement inthe forecast fora firstraterise.

Ms aflochnick noted that CPIF inflation has developed more orless inlinewith the Riksbank’s
forecastin April. The adjustments now being made are relatively minor. CPIFinflationis expected
to increasefromjustunder 1.5 per cent for most of 2016 to closeto 2 per centinthe second half
of 2017. The upturn ininflationisslightly delayed compared with the previous forecastandis
primarily dueto the expectation that energy prices will increase more quicklyinthe shortterm
but more slowlyin 2017.The Riksbank’s assessmentis thateconomic activity will continueto
improve, creating the conditions for inflation to continue to riseand stabilise closeto the target

in2017.

She also pointed to the successiveimprovement inthe labour market and the fact thatinsome
industries, companies arestartingto find it difficultto find labour with the right skills. According
to Ms af Jochnick, this should lead torising wage and salary costs for certain groups. At the same
time, she noted that many consumer-related companies inthe Riksbank's Business Survey say
that competition is tough, not leastfrom eCommerce, and that this will continueto dampen price
growth. However, there are many indications thatunderlyinginflationisrisingalbeitata slow

pace.

Ms aflochnickasserted that one threat to the development projected by the Riksbankis that
development abroadcanbe worse thaninthe forecast. Accordingto Ms af Jochnick,a worse
international scenario cannotberuled out as a resultof the downside risks identified in thedraft
Monetary Policy Report. On the other hand, it is positive for the development of inflation that
inflation expectations in Sweden, especially over fiveyears, seem to be stabilisingjustunder 2
per cent. She pointed out, however, that there is naturallya concern that the heightened

uncertainty seen above all inthe UK may spread and also affect expectations in Sweden.

With low interest rates even longer than previously expected by the Riksbankand without
further measures from other authorities, the risks on the Swedish housing market will increase,
accordingto Ms afJochnick.The measures previously called for by the Riksbankin order to make
the housing market function more efficientlyandto stem household indebtedness therefore
continue to be of pressingimportance.In Ms af Jochnick’s view, failureto take further measures
canleadto greater imbalances, which can ultimately threaten economic stability. Itis her opinion
that monetary policy for a long time has taken responsibility for stimulating the Swedish
economy and for ensuringthatinflationrisestowards the target. Accordingto Ms af Jochnick, it
is now high time for other policyareas toactwith the aimof ensuringthat both the housing

market and householdindebtedness can develop ina way that will benefitthe national economy.

Deputy Governor Cecilia Skingsley began by supportingthe forecasts, deliberations and draft
monetary policyinthe report. She highlighted the factthat the deliberations leadingup to

today’s Monetary Policy Report have been dominated by the effects up to now and conceivable
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future effects of the United Kingdom EU referendum and thought that the wording of the report
mirrored these deliberations very well. However, Ms Skingsley wished to add two comments
concerningthe referendum that are important for her as regards the view of developments in
Sweden inthe period ahead: One on the economic consequences and one on the importance of

institutions for long-term favourable economic development.

Regarding the economic consequences, the dramatic market reactions indicate that the outcome
was a considerablesurpriseto most people. One positiveaspectis thatthe financial markets
continued to function, despite a largeturnover and substantial pricechanges in many assets over
ashort period of time. Concerns expressed from the financial market that recent new
international regulations haveimpaired market functions were notrealised. Regardless of one’s
opinion of the actual resultof the referendum, itis Ms Skingsley’s assessmentthatitraises
different types of risk premia not only for the UK economy but also for uncertain future political
events, which will then subdue growth. Greater uncertainty will dampen both investment
decisions andjob creationincompanies, as well as household consumption. Ms Skingsley expects
more cautious future plans amongboth companies and households especiallyin the UK, but also
among many neighbouring countries and as a resulta weaker recovery than previously projected
by the Riksbank. At the same time, we should bear in mind that the focus has thus far been on
the negative risks intheform of greater uncertainty and impaired trading conditions. Ms
Skingsley also highlighted the potential positive economic effects of the UK’s stanceina long-
term perspective, i.e. many years ahead. But this is a perspective that lies beyond the normal

forecasthorizon of central banks.

Regarding the institutionalimportance, she noted that the referendum result implies major
challenges. Inthe short-term perspective, the Bank of England must shoulder great responsibility
withinits remit to safeguard financial stability and continued pricestability in theBritish
economy. Thorough preparations havebeen made by the authorities, in which UK banks, for
example, have been instructed to take in more capital and liquidity sothatthe bankingsystem
canmanage to absorb the downturn ineconomic activity, rather than the bankingsystem

exacerbatingit.

For Ms Skingsley, the economic, politicaland central government upheavals inthe UK area
reminder of the importance ofSweden also safeguardingits own well-functioninginstitutions
which, within their various remits, aredelivering on their objectives. The Riksbank’s price stability
objective, defined more closelyas aninflation rateof 2 per cent, is for her a cornerstone of good
economic development. In the same way, reassuringrules and supervision of banks actas a
shock-absorber.So pricestability and financial stability become even more important when many
other things inthe world are changing. Ms Skingsley then left the issueof the UK referendum by

noting that revision tendencies for international growth were already pointingin a weaker
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direction even before 23 June. She then highlighted the prospects of both the euro area and the

United States.

Sincethe April meeting, however, the Swedish economy has developed approximatelyas
expected , with strong domestic demand, even though growth is gradually slowing compared
with 2015. The Riksbank’s negative policy rateand bond purchases areraising some questions
and comments, but have sofar hadan effect, with respect to Swedish growth, the labour market
andinflation, thatis goingin the right direction. Ms Skingsley was very keen to highlightthe
recent survey of money market participants, which showed that their long-term inflation
expectations are backat 2 per cent and that the inflation expectations of other groups of
economic agents areone tenth of a per cent below. The continued policy of low interest rates is
not without risk, however. Itisimportantthat the Riksdagandthe Government continue to work

to improve the housing market, the financial dimension of which constitutes a major stability risk.

She also considers itreasonableatthis meeting to make certain downward revisions to the
economic prospects, whilemaking itclear that there are risks and opportunities emanating from
the international difficulties thatcannotbe quantified,at leastnot yet. For the monetary policy
decision today, the proposal is to delay the startof forthcoming rate rises. Giventhe strong
Swedish economy, supportingthe proposed repo rate forecastwas not a foregone conclusion for
Ms Skingsley. But againstthe backdrop of the elevated uncertainty and that the forecast risks
dominate on the downside, she considers the advantages of a prolonged low interest rate to be

greater than the disadvantages.

Finally, Ms Skingsley was of the opinionthatthe krona exchange rate will continueto be an
important factor to monitor going forward. Even if the Riksbank’s forecastis thatthe krona will
gradually strengtheninthe comingyears,itisimportantthatthe appreciationisonlygradualand
does not become a threat to the development of inflation. Shetherefore supported an extended

delegation to the Governor and Deputy Governor to take actionifneeded atshortnotice.

Governor Stefan Ingves began by statingthat, in his opinion, the Monetary Policy Report
mirrored the state of the Swedish economy and the monetary policy deliberations very well. He
noted that he could confine himself to supporting the report and not say anything further, but

thatit was also customary to make some additional comments.

To begin with, he noted that the Riksbank’s inflation targeting policy is delivering oniits
objectives. Since the negative policy rateand government bond purchases were introduced at
the beginningof 2015, inflation has risen andis now closeto the target. Furthermore, long-term
inflation expectations have picked up againand arenow backto 2 per cent. The Riksbank now
estimates that Swedish CPIFinflation willincreasefrom 1.5 per cent in 2016 to around 2 per cent

in2017 and 2018.
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Mr Ingves also highlighted the fact thatitis impossibleto control inflation sothatitis always at
exactly 2 per cent. It will be perfectly sufficientifthe Riksbankcan pushitup to around 2 per
cent. Reintroducing some kind of interval around 2 per cent would facilitatediscussions,
accordingto Mr Ingves. He alsoreminded the meeting that inflationisverylowin several other
countries. HICP inflationintheeuro area was —0.1 per centin May. Alsoin France, Italyand
Spain,inflation was negativein May. In Germany inflation was 0.0 per cent. But several countries
outsidethe euro area alsohavelowinflation.Inthe United Kingdom it was 0.3 per cent, in
Denmark -0.1 per cent and in Switzerland -0.5 per cent. Inan international environmentwith
low inflationin many developed countries, the fact that Swedish inflationisonits wayup and is

expected to approachthe target must be seen as a success.

Mr Ingves also noted that the referendum inthe United Kingdom resulted in a vote to leave the
EU and that this is contributingto a high level of political uncertaintyinthe shortterm with
economic consequences that aredifficulttoassess inthe longer term. Itis difficult,evenin
normal cases, to make assessments of political decisionsand to forecasttheir economic effects.
After the outcome of the referendum, itis particularly difficultto quantify the international
forecastand anappropriate strategyis to make gradual adjustments as the picturebecomes
clearer.The Riksbank estimates that the United Kingdom will bear the brunt of Brexit insofar as
its GDP level at the end of the forecastperiod will be 2 percentlower than ifit had voted to
remainin the EU. But one must also consider the spillover effects to other countries.
Internationally, the Riksbank still predicts a recovery, albeitata slower pace, and expects
monetary policy abroad to be more expansionaryinorder to counteract the negative

consequences.

Mr Ingves also noted that growth is beingadjusted down slightlyintheeuro area. But the
Riksbank expects the euro area to continueto expand ata moderate rate. Growth will be
supported by a weaker euro and a continued highly expansionary monetary policy. But there are
alsoclearrisksinthe financial sector. The decline in bank equities in several countries in the euro
area after the referendum is a reminder of how great the vulnerabilityis.Inaddition, the
conditions for growth inthe euro area are generally weaker than in Sweden, a consequence of a
remaining need to adaptinanumber of areas.The US economy slowed atthe end of 2015 and
startof 2016. However, incomingstatisticssincethen indicatea recovery inthe second quarter
of the year. Over the lasttwo months, however, employment has slowed noticeably, although

thisis deemed inpartto be temporary.

Allinall, MrIngves agrees with the assessmentin the draft Monetary Policy Reportthat the
recovery inthe global economy will continueinthe mainscenario,albeitata slighter slower
pace. Even the Swedish economy will be affected by Brexit. GDP growth in Sweden was high in
2015, underpinned by strong domestic demand and strong exports. Resource utilisationis now

closeto normal.The Riksbank has made a slightdownward revision of GDP growth for the period
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ahead, but economic activity continues to strengthen and resource utilisation willincreaseduring

the forecastperiod. This creates good conditions for inflation to continue rising.

CPIF inflation has been rising since2014 and covers priceincreases in goods, services and food.
Even though the inflation forecasthas beenrevised down by 0.1-0.2 percentage points per year
for 2017 and 2018, the conditions arein placeforrisinginflationin theperiod ahead. The
Swedish economy is growingat a good pace and resourceutilisationisrising. With a stronger
development on the labour market, wages are expected to increase more quickly. Higher
demand should make iteasier for companies to raisetheir prices. The sharp depreciation of the
kronain2014-2015 has contributed to this.In the period ahead, increased resource utilisationis
expected to contribute to an ever-greater degree to risinginflation whilethekrona’s contribution
will gradually waneas the exchange rate gets stronger. Itis notleastimportant that services

prices then riseto a sufficient degree.

Mr Ingves pointed out that there are various risks associated with Brexit and developments
abroad as he has noted previously.Since April, the krona has been weaker than the Riksbank’s
forecast.The reactions arein parttemporary but the krona is expected to be weaker inthe year
ahead compared with the previous forecast. The krona is expected to appreciatein the period
ahead, but we must be prepared thatitcanbe both stronger and weaker than inthe main

scenario.

An event that has an unexpected outcome, such as Brexit, leads to greater uncertainty and shows
how importantitis to have one’s own house inorder. The Riksbankis currently pursuinga very
expansionary monetary policy to contribute to strong domestic demand that leads toinflation
risingtowards the target. The policyis nowstartingto work. At the same time, however, the
pursued policy presupposes thatthe risks on the housing market are tackled by other policy

areas.

Rising housing prices and ever higher household indebtedness pose ever-greater risks to
economic stability. Finansinspektionen has taken certain measures such as the introduction of an
amortisation requirement, a loan-to-valuelimitand a risk-weightfloor for mortgages. Further
measures are required, however, to mitigate the risks.twas therefore unfortunate that the
political party discussions on housing policy were concluded without cross-party agreement, Mr
Ingves noted. If no further measures aretaken, the imbalances willincrease. Households’loans
arerisingconsiderably faster than their incomes. If there were alsotobe afinancialcrisisin
European banks, the funding options of Swedish banks may also be adversely affected. Mr Ingves
asked how both the Swedish mortgage market and the share prices of Swedish banks would cope
should that be the case. The fall is naturally greater than for, say, Deutsche Bank, whose share
were tradingat about 30 per cent of their book valuea few days (28 June) after the Brexit vote,
while Swedish banks were tradingat about 130 per cent of their book value. But sentiment can

shiftvery quickly, he added.
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A sharplyincreased repo rate today would certainly slow down the build-up of debt, but with
negative rates abroad, itwould probably occur atthe cost of a rapid appreciation of the krona,
lower inflation and higher unemployment. For this reason,itis extremely important that
macroprudential policy and other measures restrictthe accrual of debt by households. Overall,
Sweden currently has an unbalanced policy mix. The collectiveinability to manage the housing

market may well cost us dearly later on.

Mr Ingves rounded off by presenting his conclusionsregarding monetary policy. A continued
highly expansionary monetary policyis needed to provide continued supportto the Swedish
economy andrisinginflation. Mr Ingves backed the proposal to hold the repo rate unchanged at
—0.5 per cent and to adjustthe forecastfor the repo rate sothatit takes slightly longer before an
initialrateriseis implemented. The Riksbank will continueits purchases of nominal and real
government bonds inthe second halfof 2016 as decided at the previous meeting. He also
supported the proposal to extend the delegation mandate for foreign exchange interventions. In
anuncertain world, the Riksbank needs to be ready to use all the tools atits disposal. And, if

necessary, even between the ordinary monetary policy meetings, he concluded.

Deputy Governor PerJansson stated thatthe major event sincethe previous monetary policy
meeting in April is of coursethe referendum inthe United Kingdom and the resultthat a majority
of the British population voted to leave the EU. However, Mr Jansson wanted to begin by giving
his views on current inflation conditions, which arebased on data gathered prior to the
referendum and therefore not affected by it. Sincethe meeting in April, two new inflation
outcomes have been reported, for April and May. Compared with the outcome in March, the
inflation rate has slowed down somewhat in recent months. In May, CPIFinflation was 1.14 per
cent, while CPIF inflation excluding energy prices was 1.42 per cent. The correspondingfigures
for March were 1.50 and 1.86 per cent respectively. That the inflation ratewould declinein April
and May was in linewith the forecastinthe April Monetary Policy Report. However, the

slowdown was slightly bigger than expected, he noted.

The outcomes in April for both CPIFinflationand CPIFinflation excluding energy prices were
scarcely a tenth of a percentage point lower than forecast. This still applied with regard to CPIF
inflationin May, but for CPIFinflation excluding energy prices, the forecastingerror had
increasedto almost0.2 percentage points. The somewhat lower rate of increasefor CPIF inflation
excludingenergy prices was due to a weaker development inboth goods and services prices. The
impacton the forecasts of CPl and CPIFinflation was counteracted by energy prices risingslightly
faster than expected. Allinall,inflation developments have thus been slightly poorer than was
assumedinthe April Monetary Policy Report. But Mr Jansson pointed out that the forecasting

errors are fairly smalland therefore do not give any great causefor alarm.

He went on to say that sincethe monetary policy meeting in April,two new outcomes for

inflation expectations havealsobeen published. With regard to expectations among money
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market participants, which aresurveyed by Prospera every month, one can be satisfied with
risinginflation expectations on all horizons in both May and June.® The important expectations of
where the inflationratewill befiveyears from now, which can be regarded as a measure of
credibility for the inflation target, were when rounded off to one decimal place, 2.0 per cent for
both of these months. Mr Jansson noted thatitis 30 months ago, in November 2013, that the
five-year inflation expectations among money market participants were lastatthe inflation

target.

The developments for other respondents, which areshown in Prospera's quarterly surveys, were
also positive, emphasised Mr Jansson. Compared with March, expectations of inflation fiveyears
aheadrose for all groups inJune. This continues to provide scopefor the Riksbankto “see
through” various temporary priceshocks. He asserted, however, that as both inflationand
longer-term inflation expectations have been lower than the inflation targetfor along time,
there is still a risk of even initially temporary priceshocks having unusually largeand sustained

effects on inflation.

Given this, Mr Jansson summarised currentinflation conditions asreasonably bright. Inflation
developments suffer setbacks from time to time, but the Riksbank has emphasised allalongthat
this is unavoidable. The important thing is thatthe trend riseininflation, which has been under
way sinceearly 2014, continues andis broad-based. He noted that confidence inthe inflation
target has strengthened sincethe Riksbank has had a clearly stronger focus oninflationand also
some success in pushingtheinflation rateup. The factthat inflation has shown a rising trend for
a couple of years and the inflationtarget is perceived as credibleis of course reassuring. Butthis
positivedevelopment needs to be sustained and to continue going forward, Mr Jansson pointed
out. His assessmentis that over the coming years a relatively rapid growth inthe Swedish
economy will beneeded to ensure inflationrises as expected. From this perspective, the resultin

the UK referendum is of coursea serious complication, hesaid.

Mr Jansson stated that at present, itis very difficultto assess the politicaland economic
consequences of the outcome of the referendum. Initially, there were very strong reactions on
financial markets. There were considerablefluctuations on stock exchanges, fixed-income and
foreign exchange markets. But the most acute concern was short-lived and market functioning
was not under any great threat. However, he underscored that a number of difficultquestions
remainto be dealtwith and that there is always a possibility of new unease arisingalongthe way.
With regard to the effects on macroeconomic developments, the forecastinthe draft Monetary
Policy Report implies sizeable consequences for economic developments in the UK but more

limited consequences for Sweden and other countries.? At the same time, the report points out

1 According to TNS Sifo Prospera, see http://www.prospera.se/inflation-expectations/.
2 For a more detailed discussion, see the article “The result of the United Kingdom referendum on the EU creates

uncertainty”, MonetaryPolicy ReportJuly 2016, pages 12-13.
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that there is ariskoflarger negative repercussions, butthat these are at present difficultto
quantifyina forecast. Mr Jansson felt that this approach, with a requirement for well -founded
forecastrevisions, is wiseand the best route to take. In this situation,one must quite simply
accept that further informationis needed before one can make more definitiveassessments, he

said.

Mr Jansson went on to say that difficulties in assessingthe consequences for the macroeconomy
alsomean, of course, complications whenitcomes to figuring out how monetary policy should
react. But even ifitis not possiblerightnow to quantify the economic effects very precisely,itis
clear that the resultof the UK referendum is a negative event for Sweden and other countries, he
reasoned. In Mr Jansson's view, it is thus also clear thatthe event, all elsebeingequal,increases
the probability of further monetary policy stimulus fromthe Riksbank.Possible measures include
cutting the repo rate further, making supporting changes to the operational monetary policy

framework, purchasing moresecurities and intervening on the foreign exchange market.

Mr Jansson emphasised thatas far as the near term is concerned the Riksbank has already
maximum preparedness to take further measures. This has been the casethroughout 2015 and
sofarduring2016, andis also stated once againin the current draft Monetary Policy Report. He
noted that the need to take further measures inthe short term will of coursebe affected by how
other central banks, primarily the ECB, the Federal Reserve and the Bank of England, choose to

act.

Withregard to the more long-term need for further monetary policy easing, the draft Monetary
Policy Report draws the conclusionthatitis at present appropriateto postpone the firstincrease
inthe repo rate somewhat andalsotoallowthe repo rate to riseata slightly slower pacethan
was forecastin April. Accordingto Mr Jansson,itis possiblethatthese changes infuture
monetary policy will proveinsufficientto counteract the negative consequences of the result of
the UK referendum. However, the Executive Board has ample opportunity to reviseits policy
responseas the consequences for the forecastbecome clear. Given this background, he
supported both the forecastandthe monetary policy presented in the draft Monetary Policy

Report.

Mr Jansson concluded with a few more specific comments on how the resultof the referendum
may affect the krona exchange rate and what this may mean inturn for monetary policy.
Developments sofar have been relatively favourable, with a weakening of the krona in
competition-weighted terms. However, itis far fromclear that the weakening will persist, he
said.The forecastinthe draft Monetary Policy Reportis thatthe krona will strengthen gradually
andin anorderly manner, and then around one year from now return to the path forecastin
April.But this forecastis of course highly uncertain. If the strengthening were to be larger or
faster than expected, itwould worsen both growth prospects and conditions for attainingthe

inflation target. An important factor in this context is that the point of departure is now less

13[19]



favourable, as the Riksbankis assumingslightly lower growth and inflation than was forecastin

April.

Given this, Mr Jansson believed itwas good that the Executive Boardis now takingthe decision
to extend the mandate that facilitates a quick intervention on the foreign exchange market. He
said thatthis does not necessarily mean that he favours interventions on the foreign exchange
market as the best means, or at least not as the only means of trying to counteract an overly
large, or rapid, krona appreciation. Several of the Riksbank's empirical analyses indicatethata
combination of different measures may often be mutually reinforcing. Therefore, foreign
exchange interventions can have better chances of success if combined with, forinstance, further
cuts inthe repo rate. Depending on circumstances, extended or broader purchases of securities

may also bea good supplementary measure, claimed Mr Jansson.

Deputy Governor Martin Flodén began by supportingthe proposal to hold the repo rate
unchanged and to continue bond purchases duringthe autumn in accordance with the Riksbank’s
earlier plan.He also backed the draft Monetary Policy Report and the forecastcontained within
it. Mr Flodén pointed out that, like Mr Ingves, he had littleto add to what was alreadyinthe draft

report.

Mr Flodén continued by noting that the Riksbank has highlighted the referendum inthe United
Kingdom as an uncertainty factor prior to the most recent monetary policy meetings. He also
noted that the uncertainty has unfortunately not abated despite the resultof the referendum
now being known. The onlything, accordingto Mr Flodén, that has become clearer after the vote
is that there is noplanfor how to deal with the result. This has sinceled to widespread economic,
and, to an even greater degree, political uncertainty. This, off course,applies firstand foremost

to the UK economy, butalsotothe rest of Europe.

Mr Flodén also noted that monetary policy naturally cannotresolvethe sources of this prevailing
uncertainty. The challenges ensuing from the referendum must be dealtwith politically. Before
there is greater clarity,itis alsonaturaland unavoidable, accordingto Mr Flodén, that
fluctuations will occur on the financial markets. Central banks can, however, help to manage any
acute disturbances to the functioning of the financial markets if the uncertainty causes such
disturbances to occur. But so far, the markets have continued to function despite the increased

uncertainty and resulting pricevolatility.

Furthermore, Mr Flodén pointed out that monetary policy may also need to react to the effects
on economic activity andinflation resulting fromthe referendum, althoughitis,as said,
uncertain what these will be. Especiallyin lightof the situation in which Swedish monetary policy
already finds itself, with the repo rate closeto its effective lower bound, adjustment to the policy
is presently not appropriate,accordingto Mr Flodén. In his view, itis probable, however, that the

result of the referendum will lead to growth in Sweden and our neighbouring countries being
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somewhat lower inthe coming years,and monetary policy abroad becoming somewhat more

expansionary. ltwill then take alittlelonger before itis appropriateto raisethe repo rate.

Mr Flodén also noted that the situation for banks in some euro countries is another uncertainty
factor highlighted by the Riksbank for some time. He noted that the banks arenot of course
benefitting from recent revisions of growth prospects. That thisis animpending problemiis
illustrated by sharply declining stock prices for many banks inthe euro area. The economic
recovery inthe euro areais already being hampered by bankingsystems with structural problems
and a weak capital base. Ifthe problems deepen, the recovery may stagnate, accordingto Mr

Flodén, and this could ultimately causea slowdown in Swedish growth as well.

Mr Flodén also noted that, prior tothe UK referendum, both the global and the Swedish
economies had developed in linewith the Riksbank’s forecastin April. The Swedish inflation
outcomes for April and May were marginally lower thanin the Riksbank’s forecast, but the recent
trend of strong growth andrisinginflation has nevertheless continued. If the spillover effects
from the referendum to the euro area and Sweden are limited, as projected inthe Riksbank’s
current assessment, Mr Flodén sees continued good conditions for Swedishinflationtorise

towards the target over the next yearor so.

Finally, Mr Flodén commented on the proposal for an extended mandate for interventions on the
foreign exchange market. He is againstthe proposal and his justificationis thesame as when the
previous delegation decisions were taken inJanuaryand February. Factors weighing on Mr
Flodén’s opposition to the decision arefirstlythathe considers the use of tools that only have an
impactvia the exchange rate to be dubious.This is particularly truesincethe Swedish economy is
developing well inrelation to our neighbouring countries, the krona is relatively weak and
monetary policyabroadis alsolimited by the policy rate's lower bound. Any positive effects of a
currency intervention on Swedish inflation arethen probably offset by negative effects on
inflation abroad. Secondly, Mr Flodén doubts the effectiveness of currency interventions. In his
view, itwould require extensive interventions over a longperiod of time to have a clearimpact
on the exchange rate. But this would entail considerablerisks for the Riksbank's balance sheet
and equity, particularly giventhat the kronais expected to strengthen somewhat over the
coming years. Mr Flodén did not ruleout a scenario where foreign exchange interventions are
justified, but he does not think that the Swedish economy is closeto sucha scenarioatthis

present time.

Deputy Governor Henry Ohlsson began by supportingthe proposals to hold the repo rate
unchanged at—0.5 per cent and change the repo rate pathso thatafirstrateriseis postponed
and subsequent rises takeplaceat a slower pace. He also backed the proposal to extend the

delegation of decision-making with regard to foreign exchange interventions.
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Mr Ohlsson noted that the inflation ratewas still showingan upward trend. The monthly
outcomes arevaryinginanirregular manner; they are strongly affected by temporary factors.In
some months, the outcomes are higher than expected, andin other months they are lower. The
upward trend is still clear, however. The inflation targetis a cornerstone of economic policy, but
itisalsoimportanttorealisethatachievingitcantake time, he said. The most recent outcome in
June showed the expected annual rateof inflation fiveyears ahead to be 2.0 per cent, according
to money market participants. Itis satisfying thatinflation expectations arenow back on the
inflationtarget. The June outcome is the highest since November 2013. At the same time, he
noted that inflation expectations oneand two years ahead arebelow the inflation target, but also

showinga risingtrend.The June figures are 1.3 and 1.7 per cent respectively.

Mr Ohlsson also noted that GDP in Sweden is growingrapidly. Growth will be well over the
historicalaverageinthe coming year accordingto the forecastinthe draft Monetary Policy
Report. Growth will also continueto be highin the followingyears.The labour force surveys (LFS)
for May 2016 report an unemployment rate of 7.6 per cent (not seasonally adjusted). This
indicates a continued decliningtrend in unemployment, whichis a welcome development.
Accordingto Mr Ohlsson, however, unemployment is still too high. Overall resource utilisationin
the Swedish economy is closeto normal and expected to be even higherin the comingyears.

Inflation should riseas resource utilisation increases.

All these indicators taken together might suggest that monetary policy could beslightlyless
expansionary, Mr Ohlsson said. Butthen came the result of the United Kingdom referendum on
membership of the European Union. The decision to leavethe EU was unexpected and has
therefore led to major shocks sincethe vote took place. His assessmentis that Brexit will lead to
permanently negative effects for the British economy. UK consumers’ real purchasing power will

declineinthe long run.

The effects for other economies, however, will be more limited and temporary inthe coming
years,accordingto Mr Ohlsson. Initially, the financial markets reacted very negatively but many

have sincerecovered.

At the same time, there are a number of weaknesses elsewhere inthe global economy,
weaknesses that, as a result of external shocks, can trigger economic problems. An example of
such a weakness is the number of non-performing loans among many European banks.In a
negative scenario, Brexitcould havean indirecttrigger effect and causethese weaknesses to turn

into economic crises.

This,accordingto Mr Ohlsson, forces himto change his opinion of the direction of monetary
policyinthe coming years.Inthe currentsituation, hethinks that aninitialreporate risemust be
postponed and that subsequent rate rises mustoccur at a slower pace than shown by the repo

rate path adopted in April.
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Too rapidanappreciation of the krona can threaten the chances of attainingthe inflation target.
Although monetary policy does not have a target for the exchange rate, developments inthe
exchange rate affect developments ininflation. Mr Ohlsson’s assessmentis thatthere are
situations whereinterventions on the foreign exchange market are the best alternativeto
counteract a development where the krona appreciates too rapidly. Finally, Mr Ohlsson also

supported the draft Monetary Policy Report.

Governor Stefan Ingves then summarised the discussion. Henoted that the Executive Board
agreed on the picture of economic development and the outlook forinflation described in the
draft Monetary Policy Report. Uncertainty over economic developments abroadandin Sweden
hadincreased after the United Kingdom EU referendum. It remains the Riksbank’s assessment
that the global economy is continuing to improve, but the forecasts for growth abroadandin
Sweden have been revised down. International inflationis lowand several central banks are

expected to conduct a more expansionary monetary policy.

In Sweden, economic activity has strengthened rapidly. Activity is expected to continue to
improve and that creates the conditions for inflation to keep on rising. Next year, CPIF inflationis

expected to reach 2 per cent.

Allinall, the Swedish economy has developed as expected sincethe monetary policydecisionin
April although uncertainty has increased. To maintainthe risingtrendininflation, good economic
growth in Sweden needs to continue. Several central banks abroad are, however, expected to
pursue an even more expansionary monetary policy and the inflation forecastissensitiveto
various international factors. Againstthis backdrop, the Executive Board drew the conclusion that

monetary policyin Sweden needs to continue to be very expansionary.

The Executive Board agreed unanimouslyto holdthe repo rate unchanged at -0.5 per cent and to
continue to purchasegovernment bonds inthe second halfof 2016 inlinewith the decisionin

April.

The increased uncertainty means that the entire Executive Board considers itappropriateto
postpone the firstreporate increasesomewhat. The rateis not expected to be raised until the
second halfof2017, and then at a somewhat slower rate than was previously assessed. Until
further notice, maturities and coupons from the portfolio of both nominal and real government

bonds will be reinvested.

Againstthe backdrop of, not least, this increased uncertainty, the Executive Board was also
unanimous as regards the importance of havinga high level of preparedness to make monetary
policy even more expansionary, even between ordinary monetary policy meetings, if thisis
needed to safeguard confidence inthe inflation target. A majority of Executive Board members
has therefore decided to extend the mandate for foreign exchange interventions adopted at the

beginning of the year.
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§3.

§4.

§5.

Decision on the Monetary Policy Report and the repo rate

The Executive Board decided

¢ to adopt the Monetary Policy Report accordingto the proposal, Annex A to the minutes, and

¢ to hold the repo rate at -0.50 per cent.

Decision on the mandate for foreign exchange interventions

Special minutes were taken.

Other decisions

The Executive Board decided

¢ to publish the Monetary Policy Report and decisions under Sections 3 and 4, apartfrom Annex
B to the special minutes,at09.30 on Wednesday 6 July 2016 with the motivation and wording

containedina press release,and
¢ to publish the minutes of today’s meeting on 19 July 2016, at09.30.
Sections 3 - 5 were verified immediately.

Minutes taken by

Sophie Brauner

Verified by:
Stefan Ingves Martin Flodén Per Jansson
KerstinafJochnick Henry Ohlsson Cecilia Skingsley
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