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I. SUMMARY AND APPRAISAL
Up to the Spring of 2008, the Swedish economy boomed

1. Since 2002, Sweden thrived in buoyant global conditions, reflecting strong policies
and a composition of output—investment goods and consumer durables—particularly
favored by the boom.

2. But the same worldwide factors which supported this record also left Sweden highly
exposed to the post Fall-2007 financial crisis. Its investment goods and consumer durables
exports were hurt by weakening external demand long before the major contraction in global
trade late in 2008. And as the international financial wholesale markets closed and investor
concerns with Baltic exposures mounted, liquidity crunched. Having surfed the earlier global
wave, Sweden has been hit hard by its crash.

Policy action has steadied confidence, but the tide is still out

3. The authorities’ response was prompt and appropriate, and immediate concerns with
financial sector stability have been addressed. The full range of measures typical elsewhere
was implemented, incorporating the agreed European Union (EU) response, including on the
fiscal side, full operation of automatic stabilizers and a discretionary budget loosening

for 2009—taking the budget from a surplus of 2’2 percent of GDP in 2008, to a deficit of

4 percent in 2009. Much has been done.

4. Immediate prospects for recovery are at the mercy of developments abroad. As a
producer of goods disproportionately favored by the prior global boom, Sweden was one of
the first into the downturn. And if demand for those goods recovers slowly relative to other
components of global demand—as seems likely given large output gaps, credit constraints,
and wait-and-see behavior by investors and consumers abroad—Sweden could be one of the
last out. Accordingly, with GDP already declining slightly through 2008, staff project it to
fall by 6 percent in 2009 with recovery firmly taking hold only from the middle of 2010. In
this context, unemployment will rise significantly.

Policy for 2009—10 should continue to aim to minimize the fall

5. The ongoing integrated policy response could be strengthened in various ways, to
further boost Sweden’s resilience in this testing environment, while maintaining confidence.

Large fiscal stabilizers should continue to operate, along with the stimulus underway

6. However, the case for additional discretionary fiscal activism to offset the downturn
is not persuasive at this juncture. The scale of the fiscal action underway—as measured by
the change in the general government headline balance—is, on staff projections, already one
of the largest in the EU. Furthermore, plausible estimates of potential output yield widely



varying estimates of the structural balance and the fiscal outlook, and it is unclear how much
public debt will rise due to financial sector rescue operations that may prove to be necessary.
In addition, the stabilizers are large, the multipliers are small, and with estimates of medium-
term potential output growth being lowered globally, the long run fiscal strength, apparent at
the outset of the crisis, will need to be thoroughly reassessed when the waters settle.

7. Accordingly, the scale of the shift in the structural fiscal balance projected by staff—a
weakening of 2% percentage points of GDP in 2009, and a further %4 percentage point

in 2010—goes as far as is appropriate in providing a decisive fiscal response to a uniquely
sharp fall in demand, without compromising sustainability. The composition of the
discretionary component of the shift focuses on tax reductions, aiding supply side

efficiencies even though their immediate demand impact is likely limited.

8. On the fiscal side, the key strengthening suggested concerns operation of the fiscal
rules. The target of a surplus of 1 percent of GDP over the cycle should remain, as should the
firm commitment to the nominal spending ceilings, because these support fiscal
sustainability. But a new commitment to adjust the spending ceilings to offset the net
revenue impact of any further discretionary tax reforms on projected budget balances would
strengthen medium-term sustainability further.

Monetary policy is appropriate

9. On the monetary side, a modest undershoot of the inflation target—1 to 3 percent—is
likely this year. However, risks of sustained disinflation appear low: in particular, short and
long term indicators of inflation expectations point this way. Only if inflation is expected to
fall significantly and on a sustained basis, should consideration be given to further action.

10.  The exchange rate is probably modestly undervalued. Given the particular exposure
of Sweden to the global collapse in demand for investment and durable consumer goods, a
good part of the recent depreciation is likely an equilibrating adjustment. Accordingly, along
with the reforms to labor market structures and income taxation in recent years, it will play a
key role in containing increases in unemployment and the accompanying concerns with
hysterisis.

Additional proactivity may strengthen the financial sector further

11.  Financial sector fragilities reflect Baltic exposures, recession, and banks’ reliance for
funding from global wholesale markets.

12. These fragilities have been assessed in thorough stress tests, indicating that banks will
meet regulatory minimum requirements even in highly adverse contexts. But market
concerns about the adequacy of Swedish banks’ capital remain, indicating, as internationally,
that more remains to be done, notwithstanding the extraordinary stability support measures
that are in place.



13. Further steps to strengthen the resilience of the banks, including by boosting capital,
when needed, and developing contingency planning, are warranted as soon as possible. Such
steps would boost resilience to short term shocks, reduce risks to credit supply and to
taxpayers, and enhance an early exit from the extraordinary support measures.

14. Where specific banks appear to be at risk, enhanced supervision and (if needed) rights
issues should be considered. If such steps prove insufficient, then public equity—injected at
prices appropriate to ensure protection of taxpayer interests—and implementation of a bad-
bank model are further options.

15. Alongside, continued broader contingency planning by the authorities is also
appropriate, including further review of the toolkit for supervisory intervention to ensure
robustness. There is also scope for further increases in international reserves beyond those
already announced.

16. Beyond this, the institutional capacity of the Financial Supervisory Agency should
be boosted. Given sizable international operations of large Swedish banks, further concerted
efforts to strengthen cross-border crisis resolution mechanisms, coordinated with EU
partners, should also be made.

17. Sweden should remain on the standard 12—month consultation cycle.
II. THE CONTEXT—2004-08 '
In buoyant global conditions, Sweden thrived (Figures 1 and 2)

18. Activity rebounded strongly after 2001-03, led initially by a turn-around in exports
and the associated boost to investment. Income flows from earlier foreign investments by
Swedish banks and corporates provided an additional boost. In this context, domestic factor
markets tightened, which, alongside positive wealth effects from the associated booms in
stock and house prices, buoyed private consumption. Household debt rose sharply, and
import growth caught up with, and eventually outpaced export growth.

This has reflected and supported strong policies

19. As noted by the authorities, in the context of high household savings rates, counter-
cyclical policies helped restrain demand (Figure 3; 960). Automatic stabilizers are large and
discretionary fiscal policy is tightly constrained by rules on the overall balance and on
expenditure (Box 1). This framework has produced strong fiscal outcomes (Table 8).
Inflation remained within the 1-3 percent target band bar mid-2008 when global food and oil

! Paragraph references in sections II-IV refer to the paragraphs reporting the authorities’ views on the relevant
topic.



price developments caused a temporary surge. These policies were consistent with past staff
advice (Box 2).

Box 1. Sweden’s Fiscal Rules

The main fiscal target is to achieve a general
government surplus of 1 percent of GDP over
the business cycle. This is supported by
expenditure ceilings (rolling three-years ahead)
for central government and social security
outlays (excluding interest), and the balanced-
budget requirement for local governments. The
authorities use three indicators to assess
performance against the surplus target (See Text
Figure). The framework aims for flexibility over
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the cycle while responding to demographic
trends, thus ensuring long-term sustainability of the public finances and intergenerational
fairness.

Box 2. Implementation of IMF Recommendations

Fiscal policy and framework. Consistent with IMF recommendations, the authorities have
maintained adherence to their fiscal rules.

Monetary policy: Following Fund recommendations, prior to fall 2008, the Riksbank
maintained a tightening bias to anchor inflation expectations—which remained above the upper
bound of inflation target. Since October, the monetary policy stance has been accommodative
to keep inflation expectations from falling below the lower band of inflation target.

Financial sector: IMF calls for a dedicated bank resolution framework have recently been
implemented, but a clear PCA type framework is required, more rapid Deposit Insurance
payout arrangements, and additional resourcing of the FSA remain outstanding.




Figure 1. Sweden: The Long View, 1996-2008
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Figure 2. Sweden: The Recent Boom. 2001-07
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20. Bank profitability grew rapidly between 2002—07, reflecting domestic and foreign
lending, including in the Baltics. Overall capital adequacy was around 10 percent, while
Tier 1 capital adequacy was around 7 percent, with loan losses remaining low.

But strong growth has also reflected the composition of Sweden’s output (Text Table)

21. Sweden’s output bundle is
dominated by investment-related and
durable consumption goods—
computers, industrial machine tools,
electrical equipment, and chemicals—
and increasingly, business services.
These goods disproportionately
benefited from the global boom

after 2002. This accounts, in part, for
rapid export growth to European
emerging markets, oil exporters, and to
booming Nordic economies.

22. Alongside, Baltic entry

Sweden: Key Export Sectors, 1990—present

1990-99  2000-08

(in percent of total exports)

Food and agricultural products 6.1 5.5
Consumables, excluding durables and food 0.3 0.3
Consumer durables 8.0 8.3
Household equipment, including furniture 3.7 3.2
Chemicals and fertilizers 7.0 8.2
Intermediate capital goods 17.7 14.7
Electronic equipments and machinery 37.9 35.9
Financial Services 0.4 0.7
Travel 3.6 4.2
Computer and information services 0.6 1.7
Other business services 5.2 8.9

Sources: Eurostat, Statistics Sweden; and IMF staff calculations.

Sweden: Geographical Composition of Exports, 1995—present

into the EU in 2004 heralded a

1995 2000 2005 2006 2007

period of rapid growth in Swedish
banks’ asset acquisition there—

(in percent of total exports)

Advanced economies 83.8 83.0 79.9 79.7 78.5
largely funded on buoyant

. . . . Eurzone (EA15) 37.0 40.8 38.9 39.7 40.2

international capital markets. This o which:
: : France 5.2 5.2 4.8 4.9 5.0
generated high income reflows Gomany o8 106 103 59 104
and strong performance of the Denmark 6.4 57 6.9 7.2 7.4
iated banks’ stock . Norway 7.6 7.5 8.5 9.1 9.4
associated banks’ stock prices Japan 29 28 15 15 12
(Figure 4). USA 7.9 10.1 10.5 9.2 7.6
Emerging Europe 1/ 3.8 5.2 6.7 6.9 7.5
Baltic countries 0.7 1.0 1.2 1.6 1.7
Oil exporters 1.2 1.6 2.5 2.1 2.1

Sources: Direction of Trade Statistics; and IMF staff calculations.
Notes: 1/ Excluding the Baltic countries (Estonia, Latvia, and Lithuania).
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Figure 4. Sweden: Increasing Openness Over the Boom, 2000-08
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Competitiveness remains firm (Box 3, Figure 5)

Box 3. Competitiveness and the Equilibrium Real Exchange Rate

Last year, staff analysis suggested considerable Krona Previous CGER Estimates

undervaluation. (Text Table). 2008
Since then, notably since the Fall of 2008, the Krona has (in percent)
depreciated considerably. However, staff concerns have not Macro Balance -12
. d: indeed ther 1 d th Equibrium RER -16
increased; indeed, we are rather less concerned than we were.  gyic el stabiity 23

This reflects revisions to staff projections for exports and
investment returns. In particular, staff no longer assume that
the strength of Sweden’s exports and strong factor income in recent years was permanent.
Rather, both, in hindsight, appear to have reflected temporary surges, the first reflecting the
composition of global demand during a bubble—the 2009 Spring WEO projects growth of
fixed investment in coming years to significantly lag domestic demand in the US and Euro
areas, in contrast to earlier in the decade—and the second reflecting unsustainable returns from
bank investments in the Baltics. With durables, investment-input, and investment exports
constituting well over half of total exports, a reduction in their earlier-estimated trend growth
rate by 1/3 lowers total exports by some 1V4 percentage points of GDP by 2014. And the
revised outlook for the Baltic states may lower investment returns by some 3 percentage points
of GDP over the medium term.

Source: CGER.

Following these revisions, estimates as of May 2009 were as Current CGER Estimates
follows (Text Table). The reported range is large and all the 2009
measures are subject to uncertainty. However, the External -
Sustainability estimate may overstate the equilibrium (in percent)
: : : Macro Balance -6
exchange rate because the ongoing ageing of the population Equibrium RER 31

calls for a strengthening rather than a stabilization of the net External Stability -20
external position in the medium-term. The appreciation
implied by the RER estimate would be inconsistent with this.
And the macro balance estimate is much smaller. Accordingly, alongside other indicators,
notably the moderate level of inflation expectations, plummeting exports (like elsewhere), and
the similar goods competitiveness as was realized during the last global downturn, the staff
assessment, despite Krona depreciation since Q4 2008, is that the currency is probably not very
significantly undervalued.

Source: CGER.
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Figure 5. Sweden: External Competitiveness Remains Firm, 1996-2008
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By 2008, however, Sweden was highly exposed to external shocks

23. The global factors supporting the recent boom also increased vulnerability to the
subsequent international recession. Swedish exports felt the impact as early as Q2 2008, with
a significant acceleration in the decline as elsewhere in Q4 2008 (Figure 6). In addition,
credit growth began to fall, both to households and corporates, albeit gently, with few signs,
even in the April 2009 lending conditions survey, of rationing.

24. Meanwhile, weaker consumer confidence—reflecting tumbling equity values, rising
borrowing costs, and later, by falling employment—was reflected in greater precautionary
saving through all of 2008, and consumption fell. Subsequently, investment—already bruised
by falling exports and the global outlook—also fell starting Q2 2008. Output fell throughout
H2 2008.

Overt banking and financial sector strains also emerged

25. Banks’ profitability fell sharply in 2008—09 despite negligible exposure to US
subprime—or other structured—assets (Figures 7 and 8). Two of the largest banks, both
increasingly funded on wholesale markets and exposed to the Baltics, both saw sharp
increases in loan losses with their share prices and ratings marked down accordingly. Money
market spreads—though lower than elsewhere—tightened sharply in Q4 2008 and have yet
to return to pre-crisis levels. The stock market dropped nearly 40 percent in 2008, recovering
somewhat recently, and spreads of mortgage bonds over government bonds rose to
unprecedented highs. Alongside, solvency ratios of insurers fell (Figure 9).

Summary of the Performance and Operation of Swedish Four Major Banks
(In percent; unless otherwise indicated; end period)

Nordea SEB Handelsbanken Swedbank
2007 2008 2007 2008 2007 2008 2007 2008
Capital
Regulatory total capital to risk-weighted assets 1/ 9.2 8.6 11.0 10.6 10.4 10.6 9.3 11.2
Regulatory Tier 1 capital to risk-weighted assets 1/ 6.9 6.5 8.6 8.4 6.5 7.0 6.2 8.1
Leverage (capital as a percent of total assets) 4.8 4.3 4.0 4.2 5.6 54 4.8 5.7
Assets
Non performing loans to total gross loans 2/ 0.6 0.8 0.5 0.7 0.1 0.2 0.1 0.5
Of which: Baltic countries 0.5 1.7 0.8 27 0.5 25
Earnings and profitability
Return on equity 19.7 15.3 19.3 13.1 233 16.2 18.9 171
Liquidity
Share of wholesale market funding 25.6 23.0 225 21.6 38.0 41.5 41.9 32.8
Loans to public deposits 189.0 196.5 177.3 185.9 288.2 302.8 285.6 278.5
Memorandum item:
Total assets in percent of GDP 120.3 164.2 76.5 79.5 60.7 68.4 52.5 57.4

Sources: Banks' annual reports; and IMF staff estimates.

1/ With Basel Il transition rule.
2/ For Nordea and Handelsbanken, excludes loans to credit institutions; for SEB, includes all credit portfolios (such as
commitment and guarantees); and for Swedbank, includes credit institutions.
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Figure 6. Sweden: Into the Downturn, 2007-09
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Figure 7. Sweden: Selected Financial Indicators, 2005-09
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Figure 8. Performance of the Swedish Banking System, 2007—-09
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Figure 9. Sweden: Non Bank Financial Sector, 1990—2008
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Monetary and Financial Sector Stability policies adjusted decisively

26. Until September 2008, the Riksbank had maintained a tightening bias but the stance
has since switched to accommodating, as the severity of the deflationary impact arising from
the global financial crisis was increasingly recognized (Figure 10). The policy rate has been
cut by 425 basis points to '2 percent. Against this background, the freely floating Krona
depreciated significantly. The authorities have also taken a wide range of measures to
stabilize financial markets (Box 4).

And weaker activity was quickly reflected in budget revenue

27. Against this backdrop, a shortfall in revenue lowered the general government fiscal
surplus from 3.8 percent of GDP in 2007 to 2} percent of GDP in 2008. While expenditure
rose broadly in line with a planned increase of 4 percent, revenue rose just 1.6 percent
(compared with the budget-envisaged 4.1 percent). In addition to automatic stabilizers, the
significant decline in asset prices notably in stock market indices following the global
financial crisis took their toll on corporate income and capital income tax that had been
particularly buoyant in recent years. Excluding the cyclical and one-off factors, however,
given a small opening of the output gap, the structural balance is estimated to have improved
slightly in 2008 to about 2'5 percent of GDP. Public debt stood at 38 percent of GDP at end-
2008.

And discretionary policies will weaken fiscal outturns further in 2009

28. With automatic stabilizers at full play together with fiscal measures, a large fiscal
stimulus—6.6 percentage points of GDP deterioration in the headline budget balance—is
expected.
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Box 4. Actions Taken to Stabilize the Financial Sector

Measures to increase Krona liquidity

Since October 2008, the repo rate was cut by 425 basis points to '2 percent.

The Riksbank started fully accepting covered bonds and lowered the minimum credit rating
requirements for long-term securities pledged as collateral.

The Riksbank set up new 3, 6, and 12-month loan facilities to facilitate banks’ access to longer-
term funds.

The Riksbank established a new temporary credit facility using commercial paper as collateral
(with a maturity of up to one year) to facilitate the supply of credit for non-financial companies.

The National Debt Office issued treasury bills and invested the funds raised in covered bonds to
boost covered (mortgage) bond market.

The Riksbank granted emergency liquidity assistance facilities to Kaupthing Bank Sverige AB
and Carnegie Investment Bank AB (both SEK 5 billion). Later, Kaupthing Bank was liquidated,
while the licensing of Carnegie Investment Bank BA was revoked.

Measures to increase foreign exchange liquidity

The Riksbank and U.S. Fed set up temporary reciprocal swap facilities ($30 billion). A separate
swap facility was also established with the ECB.

New dollar term loan facilities (with the maturity of 28 and 84 days) have been offered.

The Riksbank began to restore the level of the foreign currency reserve funded by borrowing by
the National Debt Office of equivalent SEK 100 billion.

Measures to support banks’ capital and assure market confidence

The government increased the deposit guarantee from SEK 250,000 to SEK 500,000, and extend
the coverage to include all types of deposit in accounts (October 6, 2008).

In October 2008, the government approved a debt guarantee scheme for the medium-term
borrowing of banks and mortgage institutions. The total amount of guarantee was set at SEK
1.5 trillion, of which a maximum of SEK 0.5 trillion would be used for covered bonds with the
maturity of 3 months -5 years. An institution applying for the guarantee would pay fees and be
subject to restrictions on remuneration for senior management. Two financial institutions have
availed themselves of this guarantee scheme.

The bank recapitalization scheme is intended for banks and other credit institutions. The
government’s capital takes the form of shares or hybrid capital (Tier 1 capital). Participating
institutions are subject to restrictions on remuneration for senior management.

In October 2008, the government enacted “Government Support to Credit Institutions Act” which
gives the National Debt Office power to take over a troubled bank if there is a serious systemic
risk and bank capital falls below 25 percent of the regulatory requirement (Y67).

The government set up a stabilization fund to finance government measures to support the
financial system (the sources of the funds are annual fees from banks and other credit institutions).

Staff has estimated the net expected cost of all these actions at 7.7 percent of Swedish GDP.




Headline inflation has fallen sharply, below the
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Figure 10. Monetary policy, 2003—-09
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ITI. OUTLOOK AND RISKS
External factors continue to weigh on near term prospects

29. Given output and exports dominated by capital goods and consumer durables,
Sweden may be both an early and chronic victim of the global recession, if global demand
for those goods recovers slowly relative to other components of global demand. This may be
compounded by exposure to the Baltics, and the likely slow recovery of global wholesale
markets on which Sweden’s banks have hitherto depended heavily.

30. Imports of Sweden’s trading partners grew on average over 8”2 percent annually
between 200407, by just 2)% percent in 2008, and are projected to fall 11 percent in 2009,
recovering significantly only in 2011. Given strong US and Eurozone spillovers, this will
weigh heavily on the Swedish outlook (Attachment I). Accordingly, income, unemployment,
and confidence effects will depress private consumption growth through 2009—which is not
expected to return to positive territory until early 2010, and only to make a fuller recovery
well beyond that. This, and the outlook for exports, is expected to be reflected in a fall in
investment through 2009, with recovery beginning in the second half of 2010. These
developments will also be reflected in falling imports, shielding activity somewhat, though
the trade balance will likely deteriorate in both 2009 and 2010.

31. Consequently, though the authorities were somewhat more optimistic, quarterly
GDP will likely fall through 2009—with annual activity projected to shrink by 6 percent—
before recovering sufficiently to yield a flat path in annual terms by end-2010 (Text Table;
Table 2; q61). Recovery in the global economy post-2010 is anticipated to result in a quicker
growth in exports and domestic demand beyond 2011, raising GDP growth up to 3%—

4% percent during 2012—14. But on the external side, weakness in the Baltics is expected to
permanently lower income flows relative to the recent past.

32. Headline annual CPI inflation will be considerably lower through 2009 reflecting
weak demand, the impact of lower interest rates on housing costs, and global energy and
food price developments, despite the impact on prices from the Krona depreciation. A
gradual increase—corresponding to that in demand—is expected in 2010.
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Sweden: Near—term Economic Projections; 2009-10

2009 2010
Q1 Q2 Q3 Q4 Annual Q1 Q2 Q3 Q4 Annual

(percentage change; quarter-on-quarter; seasonally adjusted)

Real GDP -0.9 -0.9 -0.6 -0.5 -6.0 0.0 0.4 0.5 1.3 0.0
Private Consumption -0.4 -0.4 -0.4 -0.4 -2.3 0.2 0.5 0.5 0.8 0.4
Public Consumption 1.1 0.7 0.7 0.7 2.5 -0.8 -0.8 -0.8 -0.8 -0.8
Gross Fixed Capital Formation -5.0 -2.5 -2.0 -0.5 -11.1 0.0 0.0 0.3 0.5 -1.7
Exports -7.8 -4.0 -1.5 -1.0 -17.0 0.2 0.5 0.8 0.8 -1.4
Imports -8.4 -3.5 1.7 0.0 -16.6 0.3 0.4 0.4 0.7 -0.8

CPI 0.2 0.8 0.5 0.5 1.8 0.5 0.5 0.5 0.5 2.1

GDP Deflator -0.4 -0.2 -0.1 0.0 2.5 0.0 0.0 0.1 0.2 -1.0

Nominal GDP 0.0 -5.2 -0.7 -0.5 -3.6 0.0 0.4 0.6 15 -1.0

Sources: Statistics Sweden; and IMF staff projections.
Various downside risks are associated with this outlook

o Prolonged global financial market strains, even weaker-than-projected export
markets, and worse Baltic outturns.

o Weakening housing and property markets, along with rising unemployment, would
decrease collateral values and the supply of credit-worthy borrowers.

o Corporate financial positions are weakening. Since 2007, companies’ capacity to
cover interest payments has deteriorated.

But these are mitigated by various factors

o Global recovery could be faster than projected.

o Stabilization efforts in Baltic countries could succeed, with stronger-than-projected
activity, reducing associated uncertainties.

o The significant fiscal and monetary relaxations, including via a significant
depreciation, could cushion the projected downturn in 2009.

And the outlook for potential output is unclear

33. Recent Swedish global integration has raised growth and amplified the volatility of
output. Correct identification of the trend and the cycle is key to projections of the near- and
medium-term prospects (Box 5).
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Box 5. Prospects for Sweden’s potential output

Conventional approaches—HP filtering of real GDP or simple estimation of Solow residuals in
Cobb-Douglas framework—may malfunction given the unique depth of the ongoing recession.
In particular, application of the HP filter to the Cobb-Douglas production function does not
capture the fall in trend capital accumulation and trend growth in total working hours that may
accompany the current downturn—as they did during the early 1990s recession. Consequently, it
assigns greater part of the volatility in real GDP to the cycle, and hence, potential GDP exhibits
the least correlation with output over the last decade under this approach implying scope for a
large recovery from the present downturn. At the opposite extreme, simple HP-filtering of the
real GDP series may deliver an excessively volatile trend estimate.

To address these issues, two further exercises were conducted. First, the production function
approach was modified to allow for a deterioration in trend capital accumulation and in trend
growth in total working hours of magnitudes comparable to the early 1990s over the forecast
horizon. These ad hoc adjustments likely provide a lower bound on trend growth in factor inputs,
as reforms to labor market structures and income taxation in recent years is anticipated to limit
labor market hysteresis relative to the 1990s.

Second, a trend line was fitted to the Solow residuals from a Cobb-Douglas decomposition of
real Swedish GDP, and used to estimate potential output. The raw TFP estimates indicate
various breaks: (i) in 1975, possibly reflecting the global oil shock; (ii) in 1995, possibly
reflecting the banking crisis and associated institutional changes (e.g., floating currency, labor
market reforms enhancing productivity); and (iii) in 2006, possibly an early sign of the
unsustainable global boom then underway. So the linear representation of TFP trends, with
turning points reflecting these 3 breaks, was constructed and the resulting series applied together
with labor and capital inputs to obtain a trend GDP series (Figure 11).

These exercises underscore the fragility of the standard—and indeed other—approaches to
estimating potential output now. And even though most of them suggest medium-run potential
growth in the region of 2 percent, the uncertainty surrounding all the measures suggests that this
“average” is not a strong result. In the short term, both additional exercises described yield
estimates of the output gap which lie between the extremes yielded by the standard
methodologies. Finally, because the segmented time trend approach seems to best describe
developments during the 1990s recession, that approach has been used as the baseline case.
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Figure 11. Sweden: Potential Growth and the Cycle, 2000-14
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IV. IMPLICATIONS FOR POLICIES AND POLICY FRAMEWORKS: 2009-10

34, Even with domestic policies well cast, prospects are gloomy for an early end to the
recession that is underway. And any case for more stimulative countervailing domestic
policies should carefully weigh risks that they may backfire and so compound the downturn.

35. In that context, the immediate priority is to ensure that the financial stability
framework is ready to address downside tail risks should those materialize. Alongside, with
the medium-term focus of fiscal policy remaining strongly credible, the operation of
automatic stabilizers should proceed unimpeded. Furthermore, with inflation pressures
abruptly diminished, support for activity from monetary action—both conventional and, if
needed, unconventional—should remain aggressive. These steps will cushion the downturn,
and buttress resilience to any additional shocks.

A. Financial Sector Policy and Framework

36. Challenges to financial sector stability derive from exposure to Baltic countries
whose EU and Euro convergence aspirations have faltered, a severe Nordic (including
domestic) economic recession, and banks’ reliance on global wholesale markets—now
impaired—for their financing. All three interrelate, through market assessments of bank
capital adequacy. And the framework for handling crises requires further strengthening
(Boxes 6 and 7).

37. The authorities’ actions have addressed the immediate fallout from these strains
(9/66). Official liquidity support has cushioned the loss of wholesale finance; the increase in
bank deposit insurance limits has helped stabilize the deposit base; one domestic bank has
been resolved; others have raised capital; and the authorities’ commitment to “do what is
needed” has calmed both deposit and interbank markets. With the market still exposed to
further possible shocks, including from abroad, as the authorities pointed out, that leaves the
challenge of how and when to strengthen banks further, how to ensure that the flow of credit
does not become a bottleneck to growth, and how to eventually exit from these extraordinary
measures (§67).

Recent stress tests follow best international practice

38. The most recent step addressing these challenges was publication of stress tests by
the Riksbank and the FSA respectively. Both base case scenarios reflected 4'% percent GDP
declines in 2009, and elevating credit losses in the Baltics, with probabilities of default and
losses given default ratios based on past Swedish and international patterns. The stress
scenarios both reflected expert adjustments to those ratios, consistent with assumed GDP
contraction at twice the base case rate, along with impaired earnings. Under these
assumptions, both sets of stress tests found that all banks observed the 4 percent Tier 1
capital requirement even in the stress scenario. The severity of the underlying assumptions
used, the detailed institutional analysis, and the transparency and speed with which the
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results were reported all reflect best practice. But market concerns about the adequacy of
Swedish banks’ resilience remain, as indicated by bank stock prices, CDS spreads, and the
continued freeze in the interbank market, although financial prices have eased from their
troughs of a few months ago, in the context of the stabilization of international financial
markets.

This indicates, as elsewhere, that more needs to be done

39. Ultimately, banks’ business models, contingency plans, and capital ratios should all
signal both institutional and market resilience, even in the absence of extraordinary
stabilizing support. And significant steps towards such resilience would best be required over
a relatively short time horizon. Early action—with due regard to costs—would reduce
vulnerability to short term shocks, risks of curbed credit supply, contingent claims on
taxpayers, and it would anticipate eventual exit from the extraordinary support measures.

40. As part of this, work should continue with all banks to ensure appropriate
contingency plans. Enhanced supervisory scrutiny is the appropriate first response to
institutions most at risk. Using Basel's Pillar II approach, such banks could also be assigned a
higher capital requirement, which they would be expected to meet over time including
through new rights offerings and (as a bridge) via the government’s capitalization program.
This approach would not be procyclical. Market concern with banks’ robustness constitutes
the binding constraint on banks’ credit extension decisions now. Swift relief of that
constraint, backed by public injection of equity where necessary, will boost credit prospects.
The authorities are proceeding cautiously (67).

41. Such a strengthened preemptive strategy will require continued close cooperation of
all the domestic and host countries authorities of foreign subsidiaries of Swedish banks. And
to address risk that the strategy is overtaken by events, such as further bouts of investor
uncertainty, contingency plans should be developed alongside in coordination with relevant
regional authorities. With banks overtly stronger and contingency plans strengthened,
resilience would be enhanced. Beyond this, the institutional capacity of the FSA should be
boosted, including by prompt determination of strengthened arrangements for its ongoing
resourcing, and it should expand its mandate to deposit-taking non-bank financial
institutions.

42. The 2006 FATF assessment report suggested some weaknesses in Sweden’s
AML/CFT framework. Among several measures to address such concerns, Sweden
implemented the third EU Money Laundering Directive on March 15, 2009.
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Box 6. Is Sweden Ready to Manage Financial Instability?

Some elements of the financial stability framework could usefully be strengthened.

¢ Bank resolution framework. In October 2008, the government enacted “Government
Support to Credit Institutions Act” which gives the National Debt Office power to grant
credit guarantees, and if there is a serious systemic risk and bank capital falls below
25 percent of the regulatory requirement, take over a troubled bank The effectiveness of
this new scheme, including how and when to use intervention power, has yet to be
demonstrated in practice (67).

e A Prompt Corrective Action framework is needed, covering all banks and fully
empowering the FSA to take the full range of supervisory corrective actions.

e Supervisory capacity. The FSA has been constrained by high staff turnover, and it
would benefit from greater funding, including to allow more thorough on-site
inspections. Supervisory oversight over the leverage ratio and maturity mismatch could
be strengthened.

o Deposit insurance scheme. Under the current legal framework, deposit insurance funds
can only be disbursed after a failed bank is placed into bankruptcy, which could be a
lengthy process. Furthermore, the ability of the authorities to obtain relevant information
about the balance sheet of a troubled bank at an early stage should be clarified.

e Cross border coordination. There are major uncertainties in how a cross-border crisis
would be resolved in a coordinated way. Memorandums of Understanding on crisis
management were signed at the EU level and with three Baltic countries, but generally
lack specifics and are not legally binding.

o Emergency liquidity assistance (ELA). The design of the ELA framework is generally
sound to deal with domestic liquidity problems. Nonetheless, how ELA would work for
cross-border liquidity problems remain unclear.

e Non-bank financial institution supervision. A number of non-bank financial institutions
raise deposits, but they are not subject to FSA supervision nor reporting requirements.
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Box 7. How do the Baltic Subs Affect the Case to Support Swedish Banks?

Swedish banks’ exposures

tO the Baltic are eXtenSiVe. SEB and Swedbank: Exposures to Baltic Countries (As Of End-2008)
an an Parent's share holding Local subsidies' operations 1/
SEB and Swedbank hold
. . and lending to subsidies
significant market shares Laan s ]
. E: ian GDP 83|
there (40—80 percent in loan Suedish GDP perent 3 Bstonta
Percent of bank capital: 40 Deposits
markets and 30-85 percent Matetshare o o
in deposit markets), and the
o, . . Loans
Swedish GDP percent: 2
authorltles remain engaged Sweden Percent ofbank:a;ital: 36 > ’I\.Aa?c\(aegsé‘ta)gpercent j?
with these activities (467). M peposits
Market share 29|
Off i l f i l Latvian GDP percent 17|
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. . Lithuanian GDP 3
Sweden and the Baltics is g
. Sources: Banks' annual reports; the at.Ahorities' websites; and IMF staff Deposits
considerable. In il o v e Livuanin P pocent 19

December 2006, the
Riksbank signed a quadripartite Memorandum of Understanding with central banks of Estonia,
Latvia, and Lithuania to set an agreement on cross-border cooperation in crisis management
situations. In February 2009, with uncertainties about the external viability of Baltic countries
heightened, the Riksbank entered into currency swap agreements with Latvia (the Riksbank to
lend up to EUR 375 million) and Estonia (up to SEK 10 billion).

This reflects close Swedish-Baltic linkages:

. Direct financial linkage. Swedish banks’ equity and loan claims on their Baltic
subsidiaries at end 2008 represented 8 percent of Swedish GDP, while their loans to
their subs amounts to 3545 percent of bank capital. In addition, Swedish banks’
reliance on operating profits from Baltic operations is extensive (25 percent for
Swedbank and nearly 10 percent for SEB). Accordingly, a deterioration in asset quality
or profits in Baltic subsidies could present material risks to Swedish banks’ capital.

. Possible contagion. Retreat from the Baltic subsidiaries could damage the franchise
value of the parents, with possible contagion through the Swedish banking system, and
the region.

. Overall macroeconomic stability. A disorderly retreat from the subsidiaries could

prompt broader loss of confidence in Sweden.

Given these considerations and the risks in the Baltics, a coordinated regional
contingency plan is needed. It should address (i) the division of crisis management
responsibility; (ii) methodology for evaluating bank asset quality and diagnosing the viability
of institutions; (iii) restructuring policies; and (iv) burden sharing agreements addressing the
respective liabilities of the home and host fiscal authorities. The last will need to be carefully
considered—given various options that may be considered. A credible contingency plan would
help stabilize confidence in the Baltic region and, by extension, in Sweden itself.
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B. Fiscal Policy and Framework
The fiscal framework is strong

43.  Sweden entered the downturn in robust fiscal health. Debt was low and falling, the
framework of rules guiding policy has been consistently adhered to and the authorities have
reiterated their commitment to it even in the context of the ongoing global shock. And not
only is Sweden one of only a few countries to have completed a full long-term fiscal
balance sheet exercise, but of those, it is one of very few to have strong results even under
that most testing of examinations.

44, As the authorities underscore, that does not however establish the case for
discretionary fiscal activism beyond that which is already planned (962). First, uncertainty
over the level and path for potential output implies a substantial range of uncertainty around
estimates of the structural balance now, and therefore the consistency of the current stance
with the fiscal rule (See Box 8). Second, the fiscal stabilizers appear to be large and fiscal
multipliers appear to be small, as suggested by the 2-country version of the IMF Global
Integrated Monetary and Fiscal Model (See Text Table & Figure and Attachment III).
Furthermore, it is unclear at this point how significant the public debt implications will be of
any financial sector rescue operation, net of recoveries. And finally, the composition of any
stimulus matters.

Multiplers in Sweden Using GIMF

Budgetary Impact of a 1 Percent Change in GDP 0.8 . 9% Tabor tax out 0.8
(In percent of GDP) 0.7 -_1% public (permanent) {07
investment e e —
Denmark 0.59  Finland 048 06 - 106
Sweden 0.55 Euro area average 0.48 -
wede : ) g : 05 F 1% transfer 105
France 0.53  Austria 047 44| liquidity {04
Italy 0.53  Greece 0.47 0.3 constrained 03
Netherlands 0.53  Portugal 0.46 ' '
Norway 0.53  United Kingdom 045 027 1% transferto all 7 0.2
Belgium 0.52  Spain 0.44 041} households 1 01
Germany 0.51 Ireland 0.38 0 0
Source: OECD (2005), using 2003 weight. 1 2 3 vYear 4 5 6
Source: IMF staff estimates.
45. Given the absolute size of automatic stabilizers and multipliers, the potential burden

of the financial sector on public debt, and uncertainties about the structural balance, the scale
of the authorities’ proposals for discretionary action in 2009—10 has merit. But it will strain
efforts to remain compliant with the fiscal rule, and the composition of the discretionary
stimulus raises some concerns.
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Box 8. Implications of Various Estimates of Potential Output for the Budget

The wide range of estimates for potential GDP and the output gap imply uncertainty in assessing
the underlying fiscal stance—a range of nearly 3 percentage points of GDP for 2008—with
associated widely varying implications about the space within the fiscal rule for discretionary
stimulus. And trend output may be hit by further external shocks, with staff model-based

estimates suggesting that such output volatility could reach +1.1 percentage points of GDP a
year.

Sructural Fiscal Balance for Various

Measures of the Output Gap 4 Fiscal Balance: Staff Scenarios 4
6 6
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== HP trend 2 F . 12
4 F = = = Cobb Douglas 4 4 Baseline B
0 0
2t 4 {2
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. 2} 4 2
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0 ————— |
— 4 1 -4
\ 95% confidence
2r A\ 12 6 I interval {16
e w0
(Percent of GDP)
-4 -4 -8 -8
2005 2007 2009 2011 2013 2005 2007 2009 2011 2013

Source: IMF Staff estimates.

The 2009 budget appropriately anticipates sizeable fiscal support for the economy

46. With automatic stabilizers at full play together with fiscal measures, Sweden is
providing large fiscal stimulus to the
economy—>o.6 percentage points of GDP 1
in 2009, on staff estimates, on of the largest o

in the EU (See Text Figure). However, even N HHHHUU |

Change in Fiscal Balance 2008-09

on the authorities’ more optimistic
assumptions, the fiscal swings from a surplus
of 2V4 percent of GDP in 2008 to a deficit of ]

. 4 !
2% percent of GDP in 2009. L EU Countries
5 - ]
<+— SWE (Percentage points of GDP)
-6
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Source: WEO Spring 2009.
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Sweden: Fiscal Measures 2009-10
(In percent of GDP)

47. Much of the turnaround reflects the
) i ) 2009 2010
effects of the automatic stabilizers. With
relatively high tax burden to finance the Total 16 03
. . 2009 Budget Bill (Fall 2008) 12
generous welfare system, public finances in Lower income tax 0.5
: 141 : 1 percent cut in social contributions 0.4
Sweden. are comparatively sensitive to cyclical Gl rate out (rom 28 16 26.3 pereont) P
fluctuations and labor market developments. Lower taxes on pensions 0.1
. . . . . . Spending increase (education, R&D) 0.2
The Spring Bill projects a sizeable widening of 5 02
the OUtput gap m 2009 (tO 7.2 percent)' In thlS Supplementary budget (January 2009) 0.3
context, the full operation of the automatic ALMPs 0.1
. Infrastructure investment 0.0
stabilizers accounts for more than half of the Tax credits for home improvement 0.1
deterioration in general government finances. 2009 Spring Fiscal Policy Bill (April 2009) 02 03
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48 Il'l addition discretionary ﬁSC&l Source: 2009 Budget Bill and 2009 Spring Fiscal Policy Bill.
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: : : 1/ Includes lower contributions to the unemployment insurance fund,
measures are belng lmplemented’ amountlng to changes in under-pricing rules, changes in interest deductibility, and
1.6 percent of GDP. These are mostly on the widening of the CIT tax base.

tax side, including permanent cuts in personal, social contributions and corporate income tax,
amounting to 1 percent of GDP. Though these steps will yield supply-side efficiencies and
the income tax cut was well targeted to lower income households, their immediate impact on
aggregate demand is likely small. In particular, the estimated multiplier for such tax cut is
only 0.35, compared with a 0.7 from expenditure measures. In response to further
deterioration in the macroeconomic outlook, additional measures were introduced especially
to boost active labor market policies.

49. The structural balance—on the authorities’ estimates of potential output—is
projected to remain in surplus of at least 1 percent of GDP at all times through the projection
period—consistent with the fiscal rule. But the margin for error—or to allow further
adjustment if needed—is limited under the rule. On official projections, public debt rises to
46 percent of GDP in 2012 (See Text Table).

50. A larger than projected deterioration in the fiscal accounts in 2009 appears likely,
reaching a deficit of slightly above 4 percent of GDP, in part reflecting staff’s more
pessimistic view about the near-term growth outlook 61). In addition, possible official
overestimation of the structural balance in 2008—reflecting staff’s more pessimistic view
about Sweden’s potential growth in recent years—and the end of “windfall” revenues
associated with the boom in asset prices, impacting corporate and capital income, also play a
role in this difference of view. This assessment lowers even further the estimated margin for
discretionary policy consistent with the fiscal rule.
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Sweden: Comparison of Fiscal Outlook
(Percent of GDP)

2007 2008 2009 2010 2011 2012 2013 2014

Staff
Revenue 53.6 52.9 47.3 46.5 46.5 47.8 49.2 50.5
Expenditure 49.8 50.3 514 51.7 51.7 51.6 51.3 51.0
Overall balance 3.8 2.5 -4.1 -5.2 -5.1 -3.8 -21 -04
Structural balance 1.9 2.5 0.3 0.0 0.1 0.2 0.3 0.3
Gross public debt 40.5 38.0 43.5 49.2 52.5 53.4 52.2 49.4
Output Gap 1/ 0.9 -1.5 -8.7 -9.8 -94 =71 -4.2 -1.3
2009 Spring Fiscal Policy Bill
Revenue 53.6 52.9 52.1 52.3 51.7 51.2
Expenditure 49.8 50.3 54.8 56.1 54.8 53.2
Overall balance 3.8 2.5 -2.7 -3.8 -3.1 -2.0
Structural balance 2.0 3.3 1.2 1.0 1.2 14
Gross public debt 40.5 38.0 43.4 46.4 46.4 46.0
Output Gap 1/ 1.9 -1.8 -7.2 -8.7 -7.9 -6.2
Memorandum
Fiscal indicators for compliance with the fiscal target (2009 Spring Bill)

Average since 2000 1.5 1.6 1.2 0.7 04 0.2

7-year rolling average 0.7 0.2 -0.4

Source: 2009 Spring Fiscal Policy Bill and staff projections.
1/ As a percent of potential output.

51. The budget outlook is relatively robust to assumptions about prospects for aging
costs (Figure 12). Projections of these costs—2.6 percent of GDP over the period 2007-60
based on the 2009 Aging Report by the European Commission—compare with 5.2 percent
for Euro area countries). Furthermore, the public sector balance sheet approach assessing
the long-run intertemporal financial position based on staff baseline scenario shows positive
net worth through 2060, albeit by a small margin (Table 9). Accordingly, debate about
changing pension adjustments for asset returns raises concerns for sustainability. The rule
requires cuts in nominal pensions in 2010 due to low recent returns. But even a “temporary”
suspension of the rule could, de facto, become permanent if it is repeated. Adjusting the
formula to smooth the path will address these long-term risks, only if smoothing is
symmetric and the formula remains unchanged thereafter.
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Figure 12: Sweden--Despite the weaker fiscal position, fiscal policies would remain sustainable but with
smaller margin to cope with higher aging costs. 1/
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A change to the expenditure ceiling framework may be needed

52. In the current economic downturn, the established fiscal indicators (the structural
balance, 7-year rolling average and the cumulative overall budget balance measures) will
malfunction. Even if the structural fiscal balance is maintained at a surplus of 1 percent of
GDP, these indicators will flash red simply because headline budget balances, boosted by
automatic stabilizers will show such large deficits during the recession. For this reason, these
indicators should be deemphasized and an alternative means of showing adherence to the
medium-term surplus target may be needed.

53. In this context, the firm commitment to the nominal spending ceilings should be
maintained. This would also avoid a structural drift in spending especially when the
underlying fiscal position is difficult to measure. In addition, this allows automatic stabilizers
to operate unhindered on the revenue side, while accommodating considerable latitude for
this on the spending side. However, to ensure that this is consistent with the surplus target
over the medium-term, any impact on net revenues reflecting further discretionary tax
reforms on projected budget balances need to be offset by an equal downward adjustments in
expenditure ceilings. The Fiscal Council could play a useful role in monitoring compliance
with the letter and the spirit of these principles. This option remains under review by the
authorities (Attachment III; 463).

C. Monetary Policy and Framework

Inflationary pressures have abruptly eased

54. Inflation has fallen below the g 5
Inflation forecast .
lower bound of the target—2 percent 74 (Ammual percentage groway T N
-+ Riksbank forecast
+1 percent—(Text Figure). GDP is ° T°

projected to contract further and output
gap to widen. Wage growth has continued

to slow. Inflation expectations have 2
fallen, but in recent months have risen 1 T
back to a low range. In this context, 0 N °

though real interest rates measured using
the headline inflation rate have remained o v seoor s vavos S5 1009 M9 5ep9 fnio Noy-10 10
broadly unchanged, this largely reflects o st

commodities price falls and the impact of the interest rate cuts on housing costs in the
headline measure. Real interest rates measured relative to inflation expectations and to
underlying or core measures of inflation have, appropriately, fallen significantly.

An undershoot of the 2009 inflation target is now likely

55. The staft’s baseline forecast—consistent with the authorities— is for a steady decline
in inflation through most of 2009, followed by a return to a positive inflation—but still below
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the lower bound of target—by the middle of 2010 (4/64). This forecast is based on (i) the
authorities’ expansionary fiscal policy stance; (ii) subdued commodity process (WEO
projections); and (iii) the growth outlook discussed in Section III.

However, the monetary stance should be retained, for now

56. Risks of sustained disinflation appear low. Nominal wage patterns, inflation models,
market analysts’ assessments, and short and long-term indicators of inflation expectations,
including 5-10 year breakeven inflation rates, all point this way, with many of the latter
having rebounded from troughs at end-2008. This partly reflect significant depreciation of
the exchange rate since fall 2008, which has, implicitly, relaxed monetary conditions
considerably.

57.  Accordingly, the case for further immediate steps into Quantitative Easing (QE) is not
compelling. As the authorities indicate, only if inflation expectations fall below target on a
sustained basis, should consideration be given to the various QE options (Box 9; 65).
Actions to support individual credit markets, if any of these fail, should remain under review,
nevertheless.

Box 9. Options for Quantitative Easing

. Outright purchase of assets. In close coordination with the Ministry of Finance, the Riksbank
could increase purchase of government bonds at its own discretion. This measure is expected to
lower long-term government bond yields. The Riksbank could also assist specific frozen
markets, such as mortgages, to restore normal functioning of the monetary transmission
mechanism. However, risks to the Riksbank’s balance sheet as well as an exit strategy should be
considered, with the government guaranteeing the Riksbank against financial losses, if needed.

o The usage of the NDO’s treasury functions. The NDO could increase the issuance of treasury
bills in exchange of frozen market securities. This option would clarify the division of labor

between monetary and fiscal functions.

. Non-sterilization of foreign asset purchases by the central bank could be considered.

The Inflation Targeting framework serves well

58. The Riksbank is among the most transparent of inflation targeters. It publishes
policy committee minutes with two-week lag, a three-year inflation forecast, and
corresponding interest rate path. This enhances effective communication. Recently,
publication of individual votes of the Executive Board members has begun. However,

in 2007, the government-sponsored special commission proposed amendments to the
Riksbank Act, aimed at strengthening the Riksbank’s financial independence. Until now, no
follow-up actions have been taken. And, as with inflation targeting regimes elsewhere,
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there may be need in the aftermath of the global financial crisis to review if and how their
operations could be further strengthened in light of that experience.

59.  The recent decision to raise international reserves by SEK 100 billion—2 percent of
total external debt—will boost resilience (See Text Table). As the authorities suggested,
although reserves are complemented by
a swap arrangement with the

Sweden: Official Reserves

Stock of official reserves at end April 2009

U.S. Federal Reserve and ECB, given In billions of US dollar 277
. In billions of SKr 2222
that domestic and external bond In percent of:
amortization by large banks in 2009-10 potal exteral deot o
is some four times larger than M3 102
. . L. M3+deposits of Baltic subsidiaries 1/ 9.3
international Ireserves, additional In months of imports of goods and services 2.3
holdings even beyond those planned Skr 100 billion additional reserves
. In billons of US dollar (SKr 7.8289=$ 1) 12.8
would boost capacity to respond to In percent of:
. . cq. Total external debt 2.0
banking sector liquidity stresses (65). M1 6.8
. . M3 46
The need fOI‘ forelgn resources fOI‘ thlS M3+deposits of Baltic subsidiaries 1/ 4.2
purpose arises because destabilizing In months of imports of goods and services 1.0
: : L B Staff projection for end-2009
depos1tor withdrawals from subsidiaries Stock of official reserves (in billions of US dollar) 38.1
of Swedish banks could spur similar In months of imports of goods and services 2.0
withdrawals from their parents and Source: Riksbank.

. . 1/ Subsidiaries of Swedbank and SEB.
from Swedish banks in general, and

curb institutions’ access to international capital markets. In this way, banking stresses could
spill over into pressures on the Krona. Thus, to support the subsidiaries, the exchange rate
regimes of their hosts, and address possible fallout on the Krona, additional foreign
currency resources may be required.

V. THE AUTHORITIES’ VIEWS 2

60. Sustained strong policies—as reflected in low inflation, significant current account
and budget surpluses translating into long-term fiscal sustainability and low public debt, low
unemployment, and structural labor market and tax reforms aimed at increasing supply-side
efficiencies—have prepared Sweden well to face the global crisis (18-22, 43, and 58).

The economic outlook has weakened significantly

61. Given global conditions and recently revised quarterly national accounts data, the
Ministry of Finance in the Spring Bill in April projects output to fall some 4% percent

in 2009 (923-35). Downside risks are contained by expansionary fiscal and monetary
policies, the strong automatic stabilizers, Krona depreciation, and the strong and flexible

? Paragraph references in this section refer to the paragraphs reporting staff’s views on the relevant topic.
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structural characteristics of the economy. In this context, reforms to unemployment benefits,
labor market programs, and the tax regime in recent years will reduce risks of labor market
hysteresis. But options for further such measures remain under active review.

Fiscal policy—allowing scope for large stabilizers—should remain bound by rules

62. Though stimulus measures predated the intensified global financial crisis from the
Fall of 2008, they provided the stimulus needed in the face of the downturn. In this context,
given firm commitment to maintain strong fiscal sustainability, no need is apparent now for
further broad based discretionary fiscal stimulus, and the fiscal rule—targeting a 1 percent
overall surplus over the cycle and respecting the three year expenditure ceilings—remains
(9144-51).

63. The risks of the established fiscal indicators malfunctioning, even if policy remains
on course for its medium-term target, are recognized (§52). But the appropriate option to
address this difficulty remains under review. In principle, staff’s suggestion of adjusting the
expenditure ceiling mechanism would address the difficulty, but such a change runs the clear
risk of undermining a long-established and credible anchor of the fiscal framework (453). In
the authorities’ view, there is no alternative to a continued thorough annual analysis of the
budget balance, notwithstanding the uncertainties associated with measures of the structural
balance.

Interest rate cuts have successfully averted threat of disinflation

64. A further decline in the headline CPI is anticipated for the remainder of 2009, but
underlying inflation (excluding mortgage interest rates) is expected to hover around

2 percent, and inflation expectations continue to be anchored at the target level of 2 percent.
The outlook for policy remains accommodative, with the repo rate expected to stay at

2 percent through 2009—-10. The impact of monetary actions already taken remains under
review (Y 54-56).

65. Nevertheless, the preparation for possible next steps are underway, partly because
term rates remain more elevated than is desired. While the repo rate could be further
lowered—the floor is not necessarily at 2 a percent—options for the unconventional
measures included the provision of 12 month fixed rate loans at the repo rate and the outright
purchase of government bonds. Beyond that, purchase of mortgage or corporate bonds would
imply undue credit risks and distort still-functioning corporate credit markets (§57). In regard
to the exchange rate, the freely floating regime will be maintained, but increases in
international reserves are warranted, on a pre-announced schedule, to address financial
stability risks (459). The Riksbank targets inflation, but has no target for the Krona.
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Financial sector stabilization policy is comprehensive

66. Liquidity support, the guarantee program, and other steps consistent with the EU
response, have contributed to stabilizing financial markets (Box 4; 937). However, normal
functioning has not resumed and the situation remains fragile. The recent stress tests for
major banks show that loan losses are expected to rise, but banks will still meet the minimum
regulatory capital requirements even under the most stressed scenarios (38—41).

67.  The recent bank resolution law empowers the government to take over failing banks,
with recourse for the shareholders to the Examination Board of three judges strictly limited to
examine the appropriateness of the conditions—the takeover itself is not subject to review by
the Examination Board or any other legal authority. Looking ahead, as credit losses become
clearer, banks may have to raise capital to fill the shortfalls over time. If needed, banks will
be recapitalized through government capital injections of common stock. Swedish banks
have made commitments to continue to support their subsidiaries with liquidity and capital.
Since the outbreak of the crisis, the authorities have continuously been involved in a dialogue
with the major Swedish banks. It should be noted that the measures that the government has
adopted have not been ring-fenced and have thus been able to benefit entire banking groups.
Looking ahead, the government’s actions will be guided by need to safeguard the legitimate
interests of taxpayers (439—41).
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Table 1. Sweden: Selected Economic and Social Indicators

Forecast

2004 2005 2006 2007 2008 2009 2010

Real economy (in percent change)

Real GDP 4.1 3.3 4.2 2.6 -0.2 -6.0 0.0
Domestic Demand 2.0 3.2 3.9 41 0.2 -3.9 -0.4
CPl inflation 1.0 0.8 1.5 1.7 3.3 1.8 2.1
Unemployment rate (in percent) 6.3 7.6 7.0 6.1 6.2 9.2 10.2
Gross national saving (percent of GDP) 23.1 24.2 26.8 28.3 27.4 23.1 22.6
Gross domestic investment (percent of GDP) 16.8 17.7 18.5 19.4 20.0 18.9 18.6
Potential Real GDP 2.8 34 3.5 2.3 23 1.5 1.2
Output Gap (as a percent of potential) 0.0 -0.1 0.6 0.9 -1.5 -8.7 9.8
Public finance (in percent of GDP)
General government balance 0.6 2.0 2.4 3.8 2.5 -4.1 -5.2
Total Revenues 53.3 54.5 53.8 53.6 52.9 47.3 46.5
Total Expenditures 52.7 52.5 51.4 49.8 50.3 514 51.7
Structural balance (as a percent of potential GDP) 04 1.2 1.3 1.9 2.5 0.3 0.0
General government gross debt 51.2 51.0 45.9 40.5 38.0 435 49.2
Money and credit (12-month, percent change)
MO -0.2 22 0.4 -0.3 -1.0
M3 4.0 12.9 15.0 18.7 8.2
Credit to non-bank public 6.1 10.8 11.2 14.3 10.9
Interest rates (year average)
Repo rate 21 1.7 2.3 3.5 4.1
Three-month treasury bill rate 21 1.7 2.3 3.6 3.9
Ten-year government bond yield 4.4 3.4 3.7 4.2 3.9
Balance of payments (in percent of GDP)
Current account 6.7 7.0 8.6 8.6 7.8 5.0 4.6
Trade balance 8.1 7.8 7.9 7.3 7.4 71 6.5
Foreign Direct Investment, net -2.9 -4.5 0.7 -3.5 1.3 -2.1 -2.1
International reserves (in billions of US dollars) 1/ 224 26.4 28.2 30.5 30.3 38.1 38.9
Reserve cover (months of imports of goods and services) 2.0 21 2.0 1.8 1.6 2.0 2.0
Exchange rate (period average, unless otherwise stated)
Exchange rate regime Floating Exchange Rate
Skr per U.S. dollar (June 15, 2009) 7.87
Nominal effective rate (2000=100) 100.8 98.7 99.4 101.6 100.4
Real effective rate (2000=100) 2/ 89.9 85.2 82.7 86.5 85.9
Fund Position (August 31, 2009)
Holdings of currency (in percent of quota) 83.61
Holdings of SDRs (in percent of allocation) 79.92
Quota (in millions of SDRs) 2395.50

Social Indicators (reference year)
GDP per capita (in current PPP US dollars, 2006): 31,062; Income Distribution (ratio of income received by top
and bottom quintiles, 2005): 3.3; Life expectancy at birth (2005): 78.4 (males) and 82.9 (female); Automobile ownership
(2004): 456 per thousand; CO2 Emissions (tonnes per capita, 2003): 5.6; Population Density (inhabitants per sg. km.,
2005): 22; Poverty Rate (share of the population below the established risk-of-poverty line, 2005): 9%.

Sources: Statistics Sweden; Riksbank; Ministry of Finance; Datastream; INS; and IMF staff estimates.

1/ Includes SEK 100 billion borrowing planned by National Debt Office, at June 15, 2009 market exchange rate.
2/ Based on relative unit labor costs in manufacturing.
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2007 2008 2009 2010 2011 2012 2013 2014

(percentage change, unless o.w.)
Real GDP 2.6 -0.2 -6.0 0.0 1.8 3.8 4.4 4.5
Final domestic demand 3.2 0.9 -2.9 -0.4 26 3.9 4.3 4.6
Private consumption 3.0 -0.2 -2.3 0.4 3.0 4.0 4.0 4.0
Public consumption 0.4 1.5 2.5 -0.8 0.6 2.3 2.8 2.9
Fixed investment 7.5 27 -11.1 -1.7 4.0 55 7.0 8.0
Change in stocks 1/ 0.7 -0.6 -0.6 0.0 0.0 0.0 0.0 0.0
Net exports 1/ -0.9 -0.3 -1.8 -0.4 0.2 -0.7 0.3 0.3
Exports 5.8 1.8 -17.0 -1.4 3.4 41 4.4 4.8
Imports 9.4 3.0 -16.6 -0.8 3.5 6.5 4.5 4.8
Current account 2/ 8.6 7.8 5.0 4.6 4.7 41 4.4 4.6
Inflation 3/ 1.7 3.3 1.8 2.1 2.1 2.0 2.0 2.0
Unemployment rate 3/ 6.1 6.2 9.2 10.2 9.9 9.3 8.8 7.9
Potential output 2.3 2.3 1.5 1.2 1.2 1.3 1.2 14
Output gap 4/ 0.9 -1.5 -8.7 -9.8 -9.4 -71 -4.2 -1.3

Sources: Statistics Sweden and IMF staff projections.

1/ Contribution to real GDP growth.
2/ In percent of nominal GDP.
3/ Annual average, in percent.
4/ In percent of potential GDP.



Table 3. Sweden: Financial System Structure, 2002—-08

2002 2006 2007 2008
Number of Total assets Percent of Percent of Number of Total assets Percent of Percent of Number of Total assets Percentof Percent of Number of Total assets Percentof Percent of
institutions  (in millions total assets GDP institutions  (in millions total assets GDP institutions  (in millions total assets GDP institutions  (in millions of total assets GDP
of SEK) of SEK) of SEK) SEK)
Four Major Banks
Consolidate basis
Nordea 1 2,284,713 24.9 94.4 1 3,135,677 23.1 108.1 1 3,679,361 24.6 120.1 1 5,184,540 30.7 164.2
Handelsbanken 1 1,277,514 13.9 52.8 1 1,790,008 13.2 61.7 1 1,859,382 12.4 60.7 1 2,158,784 12.8 68.4
SEB 1 1,241,112 13.5 51.3 1 1,934,441 14.2 66.7 1 2,344,462 15.7 76.5 1 2,510,702 14.9 79.5
Swedbank 1 957,503 10.4 39.6 1 1,352,989 10.0 46.6 1 1,607,984 10.8 52.5 1 1,811,690 10.7 57.4
Total top four banks 4 5,760,842 62.7 238.0 4 8,213,115 60.4 283.1 4 9,491,189 63.5 309.8 4 11,665,716 69.1 369.5
Operations in Sweden 1/
Banks 4 2,780,140 30.3 114.8 4 4,031,533 29.7 139.0 4 4,812,531 32.2 1571 4 6,007,716 35.6 190.3
Insurance companies 8 297,262 3.2 12.3 8 483,150 3.6 16.7 7 527,189 35 17.2 6 449,109 2.7 14.2
Mortgage credit institutions 3 945,606 10.3 39.1 3 1,342,257 9.9 46.3 3 1,497,436 10.0 48.9 3 1,778,099 10.5 56.3
Securities firms 3 1,181 0.0 0.0 3 7,298 0.1 0.3 3 10,753 0.1 0.4 3 4,467 0.0 0.1
Other credit market companies 5 107,520 1.2 4.4 8 162,325 1.2 5.6 8 180,480 1.2 5.9 8 172,302 1.0 55
Top four banks in Sweden 23 4,131,709 45.0 170.7 26 6,026,563 44.3 207.8 25 7,028,389 47.0 229.4 24 8,411,693 49.8 266.5
Other Banks in Sweden
Of which:
Banks 27 153,122 1.7 6.3 29 303,860 22 10.5 27 311,001 21 10.2 30 388,612 2.3 12.3
Savings banks 7 95,689 1.0 4.0 68 124,563 0.9 43 65 146,450 1.0 4.8 53 151,104 0.9 4.8
Mortgage credit institutions 1 459,923 5.0 19.0 6 486,733 3.6 16.8 4 315,522 21 10.3 4 359,177 21 1.4
Member bank 2 878 0.0 0.0 2 1,299 0.0 0.0 2 1,246 0.0 0.0 2 1,381 0.0 0.0
Other credit market companies 63 368,080 4.0 15.2 49 519,159 3.8 17.9 45 557,860 3.7 18.2 42 677,425 4.0 215
Total other banks in Sweden 180 1,077,692 1.7 44.5 154 1,435,614 143 1,332,079 131 1,577,699
Nonbank credit institutions
Insurance companies 165 1,654,032 18.0 68.3 168 2,407,598 17.7 83.0 174 2,542,983 17.0 83.0 193 2,520,239 14.9 79.8
Life insurance 38 1,289,888 14.0 53.3 40 1,960,504 14.4 67.6 40 2,063,489 13.8 67.3 45 2,032,759 12.0 64.4
Nonlife insurance 2/ 127 364,144 4.0 15.0 128 447,094 3.3 15.4 134 479,494 3.2 15.6 148 487,480 29 15.4
Pension funds 12 80,251 0.9 3.3 16 130,028 1.0 4.5 15 132,224 0.9 43 15 94,521 0.6 3.0
Mutual funds 3/ 615 565,102 6.2 23.3 728 1,368,760 10.1 47.2 793 1,416,210 9.5 46.2 837 1,017,250 6.0 32.2
Other nonbank credit institutions
Asset management firms 67 3,398 0.0 0.1 76 7,696 0.1 0.3 82 8,160 0.1 0.3 84 6,923 0.0 0.2
Securities firms 100 45,500 0.5 1.9 112 26,916 0.2 0.9 130 29,541 0.2 1.0 132 11,526 0.1 0.4
Total financial system 9,186,817 100.0 379.5 13,589,727 100.0 468.5 14,952,386 100.0 488.0 16,893,874 100.0 535.1
of which : Total banking sector 4/ 1,162.0 6,838,534 74.4 282.5 1,280.0 9,648,729 71.0 332.6 1,362.0 10,823,268 72.4 353.3 1,416.0 13,243,415 78.4 419.5
Memorandum item:
Nominal GDP (in millions of SEK) 2,420,761 2,900,790 3,063,873 3,156,881

Sources: Riksbank, Financial Supervisory Authority, and IMF staff estimates.
1/ Including parent banks' foreign branches.

2/ Not including minor local companies

3/ Market value of funds

4/ Number of institutions is computed on unconsolidated basis.

(44



43

Table 4. Sweden: Financial Soundness Indicators: Banks, 2003-08
(End-period, in percentage)

2003 2004 2005 2006 2007 2008

Capital Adequacy

Regulatory capital to risk-weighted assets 1/ 10.5 10.6 10.5 10.5 10.2 10.7
of which : Four major banks 10.0 10.1 10.1 10.0 9.8 10.2
Regulatory Tier | capital to risk-weighted assets 1/ 8.0 8.3 7.7 7.8 7.5 8.1
of which : Four major banks 7.4 7.6 7.0 71 7.0 7.6
Capital as percent of assets (leverage ratio) 5.1 4.8 4.8 4.8 4.7 4.6
of which : Four major banks 5.0 4.8 4.8 4.9 4.7 4.7

Asset quality and exposure

Nonperforming loans to total gross loans 2.0 1.2 0.9 0.8 0.6 1.1
of which : Four major banks 1.9 1.1 0.8 0.8 0.6 1.0
Nonperforming loans net of loan-loss provisions to capital 11.9 4.8 3.1 4.3 3.4 7.4
of which : Four major banks 11.5 4.0 2.7 3.9 3.1 6.5
Loan-loss provisions to nonperforming loans 49.4 66.2 69.7 56.1 58.3 491
of which : Four major banks 50.3 70.6 73.6 58.0 60.4 471
Sectoral distribution of bank credit to the private sector (percent)

Sweden 57.2 56.7 53.8 54.0 52.7 44.0
Nonfinancial corporations 24.3 23.2 21.8 20.6 20.9 191
Households 215 221 20.6 20.6 19.0 18.1
Small personal companies 6.5 6.6 6.4 6.3 6.1 5.6
Insurance companies 0.4 0.4 0.5 0.5 0.6 0.2
Other 4.6 43 4.5 6.0 6.1 1.0

Outside Sweden 42.8 43.3 46.2 46.0 47.3 55.4

of which : Four major banks 22.2 124 12.0 13.3 6.5 30.9

Earnings and profitability
Return on assets (Net income as percent of average total assets) 0.6 0.7 0.8 0.8 0.8 0.5
of which : Four major banks 0.6 0.7 0.7 0.8 0.8 0.6
Return on equity (Net income as percent of average equity capital) 125 15.9 18.1 19.9 18.5 12.7
of which : Four major banks 13.3 16.0 18.7 21.0 19.7 14.3
Net interest income as percent of gross income 64.4 58.9 52.4 49.2 52.4 55.2
of which : Four major banks 64.6 59.2 52.6 49.4 52.7 56.9
Trading income and foreign exchange gains (losses) to gross income 3.0 5.1 9.6 10.5 8.3 8.6
of which : Four major banks 3.5 5.4 10.0 11.2 9.6 9.8
Personnel expenses as percent of noninterest expenses 54.0 53.7 56.0 57.4 57.1 55.0
of which : Four major banks 55.9 55.7 58.4 60.3 60.0 59.2
Liquidity
Liquid assets as percent of total assets 4.4 5.2 5.0 5.0 5.0 4.0
of which : Four major banks 4.4 53 4.6 5.1 54 4.3
Liquid assets as percent of short-term liabilities 29.3 30.6 31.6 321 341 23.6
of which : Four major banks 32.1 34.7 33.3 37.5 43.8 30.5
Customer deposits as a percent of total (non-interbank) loans 50.6 52.6 50.2 53.8 51.4 46.1
of which : Four major banks 49.1 50.8 49.1 53.4 51.3 455
Noninterbank loans to noninterbank deposits 142.6 130.8 137.4 135.7 139.8 139.6
of which : Four major banks 150.2 139.6 145.1 143.1 148.4 149.7

Foreign exchange risk
Foreign currency-denominated loans as percent of total loans 27.9 26.6 30.9 30.8 311 36.5
Foreign currency-denominated assets as percent of total assets 33.2 36.6 38.5 38.2 39.5 39.7

Exposure to derivatives
Gross asset position in derivatives as percent of Tier 1 capital 152.6 176.7 164.7 110.7 132.0 336.8
Gross liability position in derivatives as percent of Tier 1 capital 168.2 188.5 165.2 117.3 136.1 320.7

Sources: Financial Supervisory Authority, Riksbank, and IMF staff estimates.
1/ From 2007, the calculation of capital base follows rules under Basel II.
2/ On consolidated basis
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Table 5. Sweden: Financial Soundness Indicators: Non-Banks, 2003-08
(End-period, in percentage)

2003 2004 2005 2006 2007 2008
Insurance sector
Solvency ratio (margin/required margin)
Life insurance companies 9.0 8.4 11.2 13.8 14.9 8.4
Non-life insurance companies 6.5 5.1 7.7 8.5 9.5 6.8
Households
Household financial liabilities as percent of GDP 58.9 61.8 65.9 69.0 71.6 75.1
Household interest expense as percent of disposable income 3.8 3.5 34 3.6 4.4
Corporate sector
Debt stock as percent of GDP (non-financial sector borrowing from 56.0 53.0 55.0 55.4 62.8 66.8
financial sector)
Total debt stock as percent of GDP 75.4 715 73.6 72.0 82.2 94.5
Debt to assets (percent, Swedish listed companies) 61.4 59.7 58.8 57.4 60.6 62.0 1/
Equity risk
OM Stockholm Stock Exchange Index (annual percent change) 29.2 16.0 30.5 18.7 -5.7 -39.2
Equity prices of financial institutions (annual percent change) 34.9 21.3 24.4 19.8 -9.3 -54.3
Real estate markets (prices; year on year percent change)
One- or two dwelling buildings 6.6 9.6 9.6 11.4 10.7 29
Buildings for seasonal and secondary use 7.0 10.7 10.8 121 11.6 27
Multi-dwelling and commercial buildings 3.6 12.0 5.1 7.6 16.6 3.4
Memorandum items
GDP (year on year percent change, constant prices) 1.9 4.1 3.3 4.2 2.6 -0.2
GDP bn SEK, current prices 2,515 2,625 2,735 2,901 3,064 3,158
Total financial sector assets (in billions of SEK) 13,590 14,952 16,894
of which: four major banks (in percent of total financial assets) 60.4 63.5 69.1
Total financial sector assets (in percent of GDP) 468.5 488.0 535.0
of which : four major banks (in percent of GDP) 332.8 352.1 369.5

Sources: Financial Supervisory Authority, Riksbank, and IMF staff estimates.

1/ End June 2008.
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Table 6. Sweden: Balance of Payments, 2007-14

Forecast
2007 2008 2009 2010 2011 2012 2013 2014
(in SEK billions)
Current Account Balance 264 246 151 138 148 136 154 175
Trade Balance 224 235 217 195 199 180 193 207
Exports of G&S 1,581 1,686 1,402 1,382 1,430 1,506 1,605 1,723
Imports of G&S 1,357 1,452 1,185 1,188 1,231 1,326 1,413 1,516
Factor income, net 74 54 -29 -21 -14 -5 3 12
Current Transfers, net -34 -42 -36 -36 -37 -39 -42 -44
Financial Account Balance -98 71 -149 -135 -146 -133 -152 -172
Investment Abroad 1/, 2/ -652 126 -116 -100 -94 -96 -102 -109
o/w Reserves 2 6 0 0 0 0 0 0
Investment in Sweden 1/ 554 -56 =77 -76 -79 -84 -89 -95
(in percent of GDP)
Current Account Balance 8.6 7.8 5.0 4.6 4.7 4.1 4.4 4.6
Trade Balance 7.3 74 71 6.5 6.4 54 55 55
Exports of G&S 51.6 53.4 46.1 45.9 457 45.5 45.5 45.8
Imports of G&S 443 46.0 38.9 39.4 39.3 40.0 40.0 40.3
Factor income, net 2.4 1.7 -1.0 -0.7 -0.4 -0.2 0.1 0.3
Current Transfers, net -1.1 -1.3 -1.2 -1.2 -1.2 -1.2 -1.2 -1.2
Financial Account Balance -3.2 2.2 -4.9 -4.5 -4.7 -4.0 -4.3 -4.6
Investment Abroad 1/, 2/ -21.3 4.0 -3.8 -3.3 -3.0 -2.9 -2.9 2.9
Direct Investment -8.3 -7.8 -5.5 -5.5 -5.5 -5.5 -5.5 -5.5
Portfolio Investment -10.8 -4.9 -5.2 -5.2 -5.2 -5.2 -5.2 -5.2
Other Investment -10.8 -0.3 2.4 -2.4 -2.4 2.4 -2.4 2.4
Reserves 0.1 0.2 0.0 0.0 0.0 0.0 0.0 0.0
Investment in Sweden 1/ 18.1 -1.8 -2.5 -2.5 -2.5 -2.5 -2.5 -2.5
Direct Investment 4.9 9.1 3.5 3.5 3.5 3.5 3.5 3.5
Portfolio Investment 14.3 -3.1 14 1.4 1.4 14 14 14
Other Investment 7.8 8.4 3.7 3.7 3.7 3.7 3.7 3.7
Errors and Omissions -5.3 -9.9 0.0 0.0 0.0 0.0 0.0 0.0
Exports of G&S
Value 71 6.7 -16.9 -1.4 3.4 53 6.6 7.3
Volume 5.0 2.4 -16.9 -1.4 3.4 4.1 4.4 4.8
Deflator 2.0 4.2 0.0 0.0 0.0 1.2 2.1 2.4
Imports of G&S
Value 8.9 7.0 -18.4 0.2 3.6 7.7 6.6 7.3
Volume 8.9 2.6 -16.5 -0.8 3.5 6.5 4.5 4.8
Deflator -0.1 4.3 2.2 1.0 0.1 1.1 2.0 2.4

Source: Statistics Sweden; and IMF staff projections.

1/ Includes investments in financial derivatives.

2/ Positive number indicates an accumulation of foreign assets.
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Table 7. Sweden: International Investment Position, 2007-14

Forecast
2007 2008 2009 2010 2011 2012 2013 2014
(in SEK billions)

Swedish Assets Abroad 1/ 7,292 7,963 8,114 8,521 8,951 9,407 9,891 10,407
o/w Official Reserves 206 200 200 200 200 200 200 200

Swedish Liabilities Abroad 1/ 7,579 8,273 8,358 8,612 8,891 9,194 9,519 9,866

International Investment Position -286 -310 -244 -91 60 213 372 542

(in percent of GDP)

Swedish Assets Abroad 1/ 238.0 252.3 266.6 282.8 286.1 284.0 280.4 276.8
Direct investments 66.7 72.5 80.7 87.1 89.4 90.0 90.0 90.0
Portfolio investments 94.7 96.8 105.6 111.9 112.9 111.9 110.3 108.6
Equity securities 64.2 65.6 71.6 75.8 76.5 75.8 74.7 73.6
Debt securities 30.5 31.2 34.0 36.1 36.4 36.1 35.5 35.0
Other Investment 61.3 59.8 64.4 67.4 67.2 65.9 64.2 62.6
Reserve assets 6.7 6.3 6.6 6.6 6.4 6.0 5.7 5.3
Swedish Liabilities Abroad 1/ 247.4 262.1 274.6 285.8 284.2 277.5 269.8 262.4
Direct investments 55.8 63.2 69.1 73.2 74.0 73.3 72.3 71.3
Portfolio investments 114.5 108.1 113.5 116.0 113.1 108.2 102.9 97.9
Equity securities 38.7 36.5 38.3 39.2 38.2 36.6 34.8 33.1
Debt securities 75.8 71.6 75.1 76.8 74.9 71.6 68.1 64.8
Other Investment 68.2 74.5 81.0 85.5 86.1 85.0 83.5 82.0
International Investment Position 9.3 -9.8 -8.0 -3.0 1.9 6.4 10.5 14.4

Memorandum:

Implied Rates of Return on:
Swedish Direct Investments 16.2 13.0 9.9 9.9 9.9 9.9 9.9 9.9
Swedish Equity Investments 3.0 3.2 2.5 2.5 2.5 2.5 25 2.5
Swedish Debt Investments 5.2 5.5 4.4 4.4 4.4 4.4 4.4 4.4
Other Swedish Investments 4.0 4.0 2.9 29 2.9 29 29 2.9
Swedish Reserve Assets 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Direct Investments in Sweden 11.0 10.8 10.1 10.1 10.1 10.1 10.1 10.1
Portfolio Investments in Sweden 49 4.6 3.1 3.1 3.1 3.1 3.1 3.1
Other Investments in Sweden 3.9 3.6 4.4 4.4 4.4 4.4 4.4 4.4

Sources: Statistics Sweden; and IMF staff projections.

1 . . . . .
Includes investments in financial derivatives.
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Table 8. Sweden: General Government Financial Accounts, 2007-14

Projections
2007 2008 2009 2010 2011 2012 2013 2014
Total Revenue 1,642 1,669 1,440 1,403 1,455 1,582 1,736 1,901
Direct Taxes 584 552 450 429 441 490 552 617
Indirect Taxes 516 576 520 511 532 571 618 670
Social Security Contributions 373 355 309 302 315 345 377 413
Capital income 72 77 65 64 67 71 75 80
Other income 98 108 97 96 100 106 112 120
Total Expenditure 1,526 1,589 1,565 1,559 1,616 1,709 1,809 1,916
Current Transfers 589 602 600 596 615 647 684 723
Consumption 793 835 821 815 841 886 938 994
Investment 89 99 99 98 104 110 117 125
Interest Payments 55 54 45 50 57 66 70 75
Primary balance 172 134 -80 -106 -104 -60 -3 59
Overall Balance 116 80 -125 -156 -161 -127 -73 -16
Central government 74 46 -122 -137 -135 -94 -56 -16
Pension system 34 31 5 -4 -13 -22 -1 0
Local governments 9 3 -8 -15 -13 -10 -7 0
Total Revenue 53.6 52.9 47.3 46.5 46.5 47.8 49.2 50.5
Direct Taxes 19.1 17.5 14.8 14.2 14.1 14.8 15.7 16.4
Indirect Taxes 16.8 18.3 171 17.0 17.0 17.2 17.5 17.8
Social Security Contributions 12.2 11.3 10.1 10.0 10.1 10.4 10.7 11.0
Capital income 23 2.4 21 2.1 2.1 2.1 2.1 2.1
Other income 3.2 34 3.2 3.2 3.2 3.2 3.2 3.2
Total Expenditure 49.8 50.3 51.4 51.7 51.7 51.6 51.3 51.0
Current Transfers 19.2 19.1 19.7 19.8 19.7 19.5 19.4 19.2
Consumption 25.9 26.4 27.0 27.0 26.9 26.7 26.6 26.4
Investment 2.9 3.1 3.3 3.3 3.3 3.3 3.3 3.3
Interest Payments 1.8 1.7 1.5 1.6 1.8 2.0 2.0 2.0
Primary balance 5.6 4.2 -2.6 -3.5 -3.3 -1.8 -0.1 1.6
Overall Balance 3.8 2.5 -4.1 -5.2 -5.1 -3.8 -2.1 -0.4
Central government 24 1.5 -4.0 -4.5 -4.3 -2.8 -1.6 -0.4
Pension system 1.1 1.0 0.2 -0.1 -0.4 -0.7 -0.3 0.0
Local governments 0.3 0.1 -0.3 -0.5 -0.4 -0.3 -0.2 0.0
Structural Balance 1.9 25 0.3 0.0 0.1 0.2 0.3 0.3
Fiscal Impulse (expansionary +) -0.7 -0.6 23 0.3 -0.1 -0.1 -0.1 0.0
Memorandum items:
Compliance with fiscal rule (2009 Spring Bill)
Overall balance average since 2000 1.5 1.6 1.2 0.7 0.4 0.2
Overall balance7-year rolling average (+3 years) 0.7 0.2 -0.4
Structural balance 2.0 3.3 1.2 1.0 1.2 1.4
Gross Public Debt (percent of GDP) 1/ 40.5 38.0 43.5 49.2 52.5 53.4 52.2 49.4
Nomimal GDP (in billions of SEK) 3,064 3,157 3,044 3,013 3,129 3,313 3,528 3,760
Output gap (percent of potential) 0.9 -1.5 -8.7 -9.8 -9.4 =71 -4.2 -1.3

Sources: 2008 Fiscal Policy Bill (Fall 2008) and IMF staff estimates.
1/ Excludes debt issued to raise international reserves.
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Table 9. Sweden: Public Sector Balance Sheet

2003 2004 2005 2006 2007 2008 2009
(In billions of SEK)
Assets 2,610 2,764 3,009 3,331 3,463 3,329 3,379
Financial assets 1,534 1,672 1,884 2,138 2,203 2,030 2,126
Cash & ST securities 57 57 65 87 96 146 250
Equity and mutual funds 725 785 921 1,067 1,109 904 872
Other 752 829 898 984 998 980 1,005
Capital stock net of depreciation 1,076 1,092 1,125 1,193 1,260 1,299 1,252
Liabilities 1,618 1,724 1,808 1,704 1,600 1,593 1,804
Financial liabilities 1,618 1,724 1,808 1,704 1,600 1,593 1,804
Gross debt 1,315 1,345 1,396 1,331 1,241 1,201 1,426
Other 303 379 412 373 359 393 379
Current net worth 992 1,040 1,201 1,627 1,863 1,736 1,574
NPV of future fiscal policies (50 years) 1/ 1,989 2,046 2,034 1,788 1,752 -197 33
Intertemporal net worth 2,981 3,086 3,235 3,415 3,615 1,538 1,607
Intertemporal financial net worth 3/ 1,905 1,994 2,110 2,222 2,355 240 355
(In percent of GDP)
Assets 103.8 105.3 110.0 114.8 113.0 105.4 111.0
Financial assets 61.0 63.7 68.9 73.7 71.9 64.3 69.9
Cash & ST securities 2.3 2.2 24 3.0 3.1 4.6 8.2
Equity and mutual funds 28.8 29.9 33.7 36.8 36.2 28.6 28.6
Other 29.9 31.6 32.8 33.9 32.6 31.0 33.0
Capital stock net of depreciation 42.8 41.6 411 411 411 411 411
Liabilities 64.3 65.7 66.1 58.7 52.2 50.5 59.3
Financial liabilities 64.3 65.7 66.1 58.7 52.2 50.5 59.3
Gross debt 52.3 51.2 51.0 45.9 40.5 38.0 46.8
Other 12.0 14.4 15.1 12.9 11.7 124 12.4
Current net worth 39.4 39.6 43.9 56.1 60.8 55.0 51.7
NPV of future fiscal policies (50 years) 2/ 79.1 77.9 74.4 61.6 57.2 -6.3 1.1
Intertemporal net worth 118.5 117.6 118.3 117.7 118.0 48.7 52.8
Intertemporal financial net worth 2/ 75.8 76.0 771 76.6 76.9 7.6 11.7
Memorandum items:
GDP (SEK billions) 2,515 2,625 2,735 2,901 3,064 3,157 3,044

Source: Swedisch authorities; and Fund staff calculations.

1/ Stream of discounted projected future primary fiscal balances under current policies and with the
indicated aging costs. Discount rate is the average cost of government funding.

2/ Considers only financial assets and liabilities (i.e. excludes capital stock). This measure is a
liquidity indicator whereas the comprehensive net worth is a solvency indicator.
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ATTACHMENT L. GLOBAL SPILLOVERS TO SWEDEN, AND ITS EXTERNAL VULNERABILITY.'

1. Sweden’s exposure to the global business cycle—as measured by both, trade and
financial linkages—has increased substantially over the last two decades, with a marked

acceleration in this process during the recent boom.

2. On the trade front, this is
evident from the increase in export

Sweden: Key Export Sectors, 1990—present

1990-99 2000-08
and import volumes, both in
. . in percent of total exports
absolute terms, and in relation to (np ports)
. .. Food and agricultural products 6.1 5.5
the size of the economy. ACth]ty Consumables, excluding durables and food 0.3 0.3
related to exports contributed, on Consumer durables 8.0 83
35 £ Household equipment, including furniture 3.7 3.2
average, over percent o Chemicals and fertilizers 7.0 8.2
economic growth since 1990, a Intermediate capital goods 17.7 14.7
bstantial i dt Electronic equipments and machinery 37.9 35.9
substanual Increasc Comparcd to Financial Services 0.4 0.7
the 1980s.> Sweden’s export basket  Travel 3.6 4.2
isd inated b d d . Computer and information services 0.6 1.7
1§ gominate Y £00dS ang Services Other business services 5.2 8.9
characterized by cyclically sensitive
Sources: Eurostat, Statistics Sweden; and IMF staff calculations.
demand.
Sweden: Growth in Volume of Trade, 1985—present
1985 1990 1995 2000 2005 2008
(Percentage of GDP; unless stated otherwise)
Exports 255 26.3 35.8 46.6 51.6 56.7
Imports 25.1 28.1 314 40.3 40.8 46.8
Net exports 2/ -1.6 0.3 1.6 0.6 0.6 -0.3
Memorandum item:
Real GDP 3/ 2.2 1.0 4.0 4.4 3.3 -0.2

Source: Statistics Sweden; and IMF staff calculations and projections.

1/ Constant prices.
2/ Contribution to real GDP growth.
3/ Annual percentage change.

! Prepared by Jay Surti.

* On an average contribution basis, net exports has supplied 0.8 percentage points to annual GDP growth since
1990—36 percent of the total. The comparable numbers through the 1980s were 0.1 percentage points—or 2

percent of the total.
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3. Over the last decade, the rapid development of global and EU capital markets and
products, and the recovery and growth of its own banking sector since the mid-1990s, has
resulted in large financial flows into and out of Sweden. Banks and larger NFCs have
increased borrowing from international capital markets, and in turn, this has translated into a
substantial increase in overseas assets held by Swedish institutions. For example, investment
of financial capital into the Baltic region has increased systematically over the last decade,
and particularly since 2005. The resulting income flows have bolstered the current account—
and national income—non-trivially during the recent boom.’

Growing financial linkages & income / wealth dependence

1998 2000 2004 2008

(In percentage points)

External assets-to-nominal GDP 1/ 118.0 163.7 174 .1 254.3
External liabilities-to-nominal GDP 1/ 155.2 198.8 198.5 259.2
Net factor income-to-current account -33.7 -14.3 -1.6 27.6
Net factor income-to-nominal GDP -1.3 -0.6 -0.1 2.3

Source: Statistics Sweden; and IMF staff calculations and projections.

1/ Claims on, or obligations to non-residents

4. The time pattern in the ebb and flow of financial capital appears sensitive to key
global cyclical variables, most prominently, economic growth in the U.S. and the Eurozone.

Sweden: Foreign assets and financial inflows, 1998-present
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O Other investments
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Sources: OECD, Riksbank, and IMF staff calculations.
1/ Annual percentage change

3 The turn-around in net factor income from abroad has—in a longer-term context—also benefited by the
secular depreciation in the public sector’s external liabilities.
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Spillover Channels

5. The primary objective of this note is to quantify the trade and output impact—
visually apparent in these GDP dynamics—on Sweden of cyclical fluctuations in its major
trading partners. After discussing the various spillover channels, we formally investigate
their significance via alternate VAR models.*

6. These trends suggest that global financial and economic cycles may be expected to
exert significant impact on Swedish GDP. There are at least 3 channels through which such
an impact may arise:

o Trade Channel: through the direct impact on Swedish exports due to shocks to
domestic—hence import—demand, and to GDP more generally, in Sweden’s key
trading partners. This includes the Euroarea, the Nordic countries, the U.S., and
since 1995, emerging Europe, particularly, the Baltic countries (Text Table).

Sweden: Direction of Exports, 1990 - present

1990 1995 2000 2004 2005 2006 2007

(Percent of total nominal value of annual exports)

Industrial countries 86.4 80.4 79.9 79.5 79.0 77.8 77.8
United States 9.6 7.9 10.2 11.5 10.7 10.5 9.2
Japan 22 29 2.8 1.9 1.8 1.5 1.5
European Union 60.5 59.7 59.6 57.9 58.3 58.4 59.4
Euroarea 48.9 41.0 40.4 39.3 39.4 38.8 39.6

France 5.7 5.2 5.2 4.8 4.8 4.8 4.9
Germany 15.2 12.8 10.9 9.9 10.2 10.3 9.9
Nordic countries 1/ 23.2 19.0 18.7 20.7 21.0 21.4 22.6
Exports to Denmark 6.8 6.4 5.7 6.4 6.7 6.9 7.2
Exports to Finland 7.3 5.0 5.5 5.7 5.7 6.0 6.2
Exports to Norway 9.1 7.6 7.5 8.6 8.6 8.5 9.1
United Kingdom 10.7 9.5 9.3 7.7 7.8 7.8 7.2

Developing countries 13.6 19.6 20.1 20.5 21.0 222 222
Asia 438 6.9 6.8 6.6 6.4 6.0 6.2
Europe 3.0 7.5 6.4 7.5 7.9 8.6 9.1
Baltic countries 1/ 0.0 0.7 1.0 1.4 1.2 1.2 1.6

Source: Direction of trade statistics; and IMF staff calculations.

1/ Nordic countries include Denmark, Finland, and Norway; Baltic countries include Estonia, Latvia,
and Lithuania.

* While a large number of potential domestic and external covariates will be identified, the actual specifications
will be necessarily parsimonious as the sample size is limited to 1995Q2-2008Q4. Data needs are met via time
series information on Swedish domestic demand, trade, unemployment, and GDP (Statistics Sweden); GDP for
trading partners in the Baltic region (Eurostat), the Nordic region, the Eurozone, and the U.S. (OECD); retail
sales and gross fixed investment in the Nordic countries, the Eurozone, and the U.S. (Haver); Swedish basis
spread (Haver); and the NASDAQ composite index (Bloomberg).
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J Investment Channel: directly, through cost of capital in international financial
markets where major Swedish firms borrow (e.g., cost of equity as proxied by global
stock indexes such as the NASDAQ composite), and key input costs (e.g., oil prices).
But indirectly also, through the impact on investment of movement in exports.

o Consumption Channel: through the income channel—depressed exports and
investment leading to reductions in wage o ,
Synchronization of business cycles
growth, or worse, to layoffs—and (Annual real GDP growth, in percent)

through the wealth channel—equity and 5 5
bond wealth, which in Sweden are 8
affected by global and regional equity
cycles and debt spreads. 31

7. A visual examination of Swedish, US,

and Euroarea real GDP growth indicates a high 11

degree of synchronization of their business

cycles. While Swedish growth appears to

comove with that of the Euroarea, both of the A
1996 1999 2002 2005 2008

latter appear to follow growth dynamics of the Sources: OECD; and IMF staff calculations.

U.S. economy (Text Figure).

01 ———Euroarea 10

GDP

8. The informal description above renders plausible, as a starting hypothesis, that
Swedish GDP is statistically associated with GDP in the US, the Eurozone, Nordic-Baltic
trading partners, global equity indexes—proxied throughout by the NASDAQ composite—
(positively), and with oil prices, domestic credit market conditions, and unemployment
(negatively).

0. Results are reported for a specification including in reverse order, Swedish GDP,
domestic unemployment and basis spread, Baltic GDP, Nordic GDP, Eurozone GDP, and
U.S. GDP (Text Figures). For a number of alternative specifications and variable orderings,
impulse responses of Swedish GDP are consistently of the expected sign, and quantitatively
large and persistent, with respect to innovations in U.S. and Eurozone GDP, and domestic
credit spreads. For example, a one percentage point increase in U.S. and Euroarea GDP
growth is associated with as much as 3/5 and % percentage point rise in Swedish GDP over
four quarters. For others (e.g., domestic unemployment), the impulse response was sensitive
to the specification being in-levels as opposed to in-rates-of-change, and for some (e.g., oil
prices, Nordic-Baltic GDP), impulse responses were consistently quantitatively negligible.’

> Specifications wherein the covariates were represented in terms of rates of change did not present problems of

data non-stationarity. For the in-levels specifications, vector error correction models were chosen instead of

VARs where necessary. GDP for non-U.S. trading partners is taken to mean the component of the data series
(continued)
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However, in a manner most likely reflective of the small sample size that begins in the 1990s
(1995Q1), the impulse responses are statistically insignificant for almost all specifications,
including those covariates for which they are quantitatively large (Text Figure).

Impulse Responses of Swedish GDP Growth to External Covariates

1 1 1 1
US GDP growth ., Eurozone GDP growth
05 | e S . Jdos o5} {05
o /\/\\//\ o 0 0
-0.5 4 -05 -05 | ) 4 -0.5
-1 1 1 1 1 1 1 1 -1 -1 -1
1 2 3 4 5 6 7 8 1 2 3 4 5 6 7 8
1 1 1 1
Baltic GDP growth Nordic GDP growth
0.5 | 4 0.5 0.5 4 0.5
0 et 1 0 0 — ¢
-0.5 4 -05 -0.5 | 4 -0.5
-1 -1 -1 -1
1 2 3 4 5 6 7 8 1 2 3 4 5 6 7 8

Source: IMF staff calculations.
Note: Impulse response (in percentage points) of real GDP growth (quarterly) to a percentage point
increase in covariate.

statistically orthogonal to the U.S. GDP series. Finally, exchange rate effects are eliminated by transforming all
observations into U.S. dollar equivalent series using 2000Q1 exchange rates, and level effects by using an index
for the in-levels specifications using 2000Q1 as the base quarter.
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Impulse Response of Swedish GDP to Selected Domestic Covariates

Swedish Unemployment Money market spreads RERREEE ...
(% change) (% change) -

05 | - L {105 05} {05

05| el -+ {05 05}
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1.5 15 -15 1.5
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1 2 3 4 5 6 7 8 1 2 3 4 5 6 7 8

Source: IMF staff calculations.
Note: Impulse response (in percentage points) of real GDP growth (quarterly) to a percentage point increase in covariate.

10. The negative results for Nordic and Baltic GDP may be partly explained by the fact
that the covariates are designed to be the component of these economies’ GDP that is “not
driven by” U.S. GDP, and it may well be the case that purely idiosyncratic economic shocks
to these small, open economies may not produce a tangible cyclical response.

Trade

11. GNP (or GDP) growth in trading partners may affect exports through both
consumption demand—as captured; for e.g., by retail sales—and investment demand. Credit
market conditions that affect production costs of exporters is an additional factor affecting
exports.

12.  Impulse response analysis suggests
. " Ny 12 12
strong and persistent positive association Impulse responses of Swedish exports to retail
between the level of Swedish exports and 10| sales in selected trading partners 1/ 1 10
level of retail sales in the U.S., the Eurozone, s | Nordic countries 7 s
= — — Eurozone
and the Nordic countries. ° While the impulse TUsA -
. . . 6 16
responses of Swedish exports to innovations
in domestic fixed investment in the Euro zone 4| 14
and the US are quantitatively large, they are 2 | 1>
statistically insignificant. The strong response
. . . 0F 4 0
of Swedish exports to Nordic retail sales—
uncorrected for the impact thereon, of the 2 . s 4 s s 1 s 2
U.S. consumption cycle—taken together with ,
. Source: IMF staff calculations.
the absence of a correspondlng response of 1/ Percentage change in real GDP in response to

percentage change in covariate.

Swedish GDP to idiosyncratic volatility in

% In order to deal with differing orders of integration and across-series cointegration, the retail sales relation was
assessed using a vector error correction framework. As eviews does not report standard errors for estimated
impulse responses, these are not reported in the chart.



Nordic GDP indicates that the trade effect may reflect global interlinkages rather than a

Nordic-Swedish linkage per se.
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Impulse Responses of Swedish Exports to Domestic Fixed Investment in Trading Partners

2 2 2
US investment growth Euroarea investment growth
1F \ : 1 1 :
. M\ 0 0 \
-1 F -1 -1 e
2 -2 -2
1 2 3 4 5 6 7 8 1 2 3 4 5 6 7 8

Source: IMF staff calculations.

Note: Impulse response (in percentage points) of real GDP growth (quarterly) to a percentage point
increase in covariate.

Domestic demand

13. Formal statistical analysis revealed an absence of robustness of estimated impulse
responses of both, consumption and investment, to innovations in the covariates. However,
impulse responses of Swedish consumption and investment indicate no significant direct
impact of any of the external covariates.
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ATTACHMENT II. HAVE THE RIGHT LESSONS BEEN LEARNED FROM THE BANKING CRISIS OF
THE 1990s?!

1. Sweden’s approach to its banking crisis of the early 1990s—generally perceived as
“quick action, bank nationalization, bad banks, and transparency— is widely viewed as a
success. Many suggest that this provides useful lessons for global policy now. However,
this review suggests that the lessons may be richer and more subtle than that.

A. THE ROOTS OF THE EARLY 1990S BANKING CRISIS

2. Financial market deregulation spurred a lending boom; this was compounded by
pro-cyclicality in macroeconomic policy; and the fixed exchange regime aggravated financial
system vulnerabilities.

o Financial liberalization through the 1980s lifted credit constraints, resulting in a major
boost to bank lending (Drees and Pazarbasioglu, 1998, and Attachment II Figure 1).
Banks focused on market share rather than profitability, alongside weaknesses in risk
management, governance, and internal controls (Ingves, 2002).

o Bank supervision lacked authority and capacity, and supervisory frameworks were
unprepared for deregulated markets (Ingves, 2002).

o Deregulation led to a real estate bubble in the late 1980s, which further fueled credit
expansion through increased collateral value (Lundgren, 2009).

o Monetary policy options were limited under the fixed exchange rate regime, and the
expansionary macroeconomic policy stance led to higher inflation by early 1990.
Meanwhile, the real exchange rate followed a steady upward trend.

3. In 1990, the economic boom ended, and strains in the financial system began to
emerge. Global interest rates rose in the wake of German reunification, domestic recession
began, real estate prices fell sharply, and speculative attacks began on the Krona. In response,
monetary policy was sharply tightened, compounding activity weakness. In the Fall of 1990,
financial companies faced financial difficulties, and a year later, two large banks,
Nordbanken (state-owned) and Forsta Sparbanken, announced difficulties in meeting
prudential capital requirements. The government injected capital to the former and provided
a loan guarantee to the latter. By mid-1992, volatility in foreign exchange and money
markets had heightened significantly, and increased numbers of banks and mortgage

! Prepared by Kotaro Ishi.
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companies faced financial difficulties. International capital markets were all but shut down
for Swedish banks and firms (Appendix Il Box 1).

Appendix II Box 1. Sweden: Major Events of the Swedish Banking Crisis in 1990-1996

1990: In Autumn, financial companies started to face financial difficulties. One of the major financial
companies, Gamlestaden, was taken over by Nordbanken.

1991: In Autumn, financial difficulties in Nordbanken and Swedbank became clear. The government, as the
major owner of Nordbanken, subscribed SKr 4.2 billion (% percent of GDP) of its SKr 5.1 billion new
share issue.

1992: In spring, the government bought all outstanding shares of Nordbanken (SKr 2.1 billion). Nordbanken’s
bad assets were transferred to its asset management company, Securum AB, later in 1992.

In September, the Gota Group faced severe financial problems. The government announced its intention
to present a bill to the parliament to grant a general state guarantee covering all Swedish-chartered banks
and their foreign subsidiaries (at that time no formal deposit insurance was in place), as well as mortgage
companies. Meanwhile, the Riksbank continued to supply abundant liquidity, including depositing foreign
currency funds in banks.

In December, the government approved a bill, “Measures for Strengthening the Financial System.” The
parent company of Gota Bank, Gota AB, was declared bankrupt, and the government nationalized Gota
Bank.

1993: In early year, the government took over Securum AB from Nordbanken. The BSA established an asset
management company for failed Gota Bank, Retriva, for the management of the bad assets of Gota Bank.

In February, SEB and Swedbank applied for bank support measures. However, later on, both of these
banks announced its intention to raise capital by issuing new shares and withdrew the application.

In November, the government offered capital adequacy protection support to Férningsbanken.
In late 1993, Gota Bank (the good assets) was auctioned and merged into Nordbanken.

1996: In July, the parliament approved a bill, “Ending the Bank Support,” official declaring the end of the
banking crisis.

B. “Swedish Model”

Banking crisis resolution policies

4. By mid-1992, investor confidence had plummeted. To head off the risk of a full-
blown banking and BOP crisis, in September 1992, the authorities announced a blanket
unlimited guarantee to all creditors and depositors, except share capital and perpetual
debentures, covering the entire banking system. This was followed, on December 18, 1992,
by a new bank resolution framework bill, “Measures for Strengthening the Financial
System,” a watershed move toward resolving the banking crisis.
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The key resolution measures taken:

5.

The Bank Support Authority (BSA). The government created a new agency—
separate from the Ministry of Finance (MOF), the Riksbank, and Financial
Supervisory Authority (FSA)—in order to avoid capacity constraints and conflict of
interest issues in these other organizations, and in recognition of the unique nature of
the task of bank resolution. Parliament gave the BSA an open-ended budget for
rescue operations. Furthermore, politicians left most of the implementation to
technocrats.

The upfront recognition of expected losses. Two strategies were initially
considered: one involving deferring losses and gradually writing off the loss making
assets using bank profits; the other rapid evaluation of the financial conditions of each
bank over a horizon of three-to five years, to estimate the capital shortage in banks—
a de facto stress test. Sweden took the latter approach to restore confidence quickly.

Bank classification. Based on the stress test results, the BSA grouped the banks into
three categories, Category A (strong banks with regulatory capital adequacy ratio
above eight percent), Category B (banks whose regulatory capital adequacy ratio
could temporary fall below eight percent), and Category C (nonviable banks to be
resolved).

Bad bank strategy. The government took control of a Category C bank (Gota Bank)
and splits their assets between good and bad assets. The evaluation of assets was
assisted by the Valuation Board (a body of expert auditors set up by the BSA) and
carried out purposefully to err on the side of undervaluation—but this valuation of
these assets by the BSA set floor prices in the market, contributing to maintaining
market liquidity (Ingves and Lind 2008, and Jonung, 2009). The bad assets were
transferred to an asset management company, established for each of the troubled
banks. The bad-bank approach was considered to be most cost efficient mainly
because it allowed specialization in the associated tasks.

In sum, the essence of the Swedish model was its comprehensive and systematic

nature. Sweden legislated a special bank resolution bill, which gave the authorities power to
evaluate the financial condition of troubled banks in a forward looking manner, to force bank
shareholders to recapitalize banks; and if necessary to take control, including nationalization.
Parliament also authorized the BSA to provide an unlimited guarantee to the banking system,
and political influence in the individual bank workouts was successfully held at arms length.
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End of the banking crisis

6. As soon as early 1993, confidence in the financial system began recovering. The
financial position of the banks stabilized, with profitability and assert quality improved and
loan losses decreased. At the beginning of 1993, Swedbank and SEB entered into discussions
with BSA about the possible rescue plan, but subsequently, their financial difficulties were
solved without public assistance as their shareholders injected additional capital. Through the
resolution period, overt disruption in the financial system was avoided, though credit
volumes dropped sharply.

7. Four major banks availed themselves of the government rescue package. Most of
the government’s assistance was concentrated in two of them, Nordbanken and Gota Bank,
and their associated asset management S o e CPeratons
companies (Securum and Retriva,
respectively). Chared to th
Commitment Paid out St:treg'z bu[:igeet
8. In total, the government’s Savings bank foundations
. G it 3,250 0 0
commitment amounted to SKr |n$;§sr; zl.elbsidies 1,028 1,028 1,028
Total 4,278 1,028 1,028
88 billion (5 percent of GDP),’ and the b
jordbanken
Inmifi 101 Sh bscription (1991) and hase (1992) 6,246 6,246 6,246
government initially anticipated that Snare subscrplon (1991) and purchase S S S
the resolution operations would take Toul 10:240 10:240 10:240
S
10 to 15 years (Attachment II Table 2). Guarantes (1992 and 1993) 33,000 23,000 23,000
Sh: h 1993 1,000 1,000 0
However, not all government guarantees  toa 3000 20000 23,000
> g gu
committed were paid out, and total Gotabank
Capital contribution 1993 ) 20,000 20,000 20,000
budgetary costs of rescue measures were ~ Suarantee shareholders equiy 200t 200t -
smaller at SKr 65 billion (4 percent of Retriva
o . Capital tribution 1993 3,800 3,800 0
GDP). In addition, much of these costs Guarantos 1993 3500 0 0
L. Total 7,300 3,800 0
were later recovered through dividend o
Féreningsbanken
paymentS’ priVatiZation receipts’ and Capital adequacy protection 1993 2,500 0 0
sales of bad assets at prices higher than ™" 5459 00309 00509
antlclpated Source: Ministry of Finance, 1995, "Ending the Bank Support."
0. In July 1996, the government announced the end of the banking crisis. It annulled

the 1992 bank resolution bill, removed the blanket guarantee, and dissolved the BSA
(transformed to the Deposit Guarantee Board).

C. Discussion

10. The usual summary of the essence of the Swedish model greatly oversimplifies a
much richer picture. Furthermore, key issues in assessing the implications of that model for

? GDP is an average for 1993-96.
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global policymakers now—was it the small size of the underlying financial sector credit
losses, the macroeconomic content, or the financial sector stabilization policies which
underlay “success?”’—have to be carefully considered.

Two years elapsed before decisive action.

11. The initial signs of financial system strain emerged in Autumn 1990, but until the end
of 1992 (the passage of the bank resolution bill), the government relied on ad-hoc individual
bank support measures. Nonetheless, this time lag was shorter than elsewhere (e.g. Japan in
the 1990s) and, in retrospect, intervention came quickly enough to contain crisis, as reflected
in the absence of disruption in the banking system disruption and modest fiscal costs. In
addition, to bridge the gap between diagnosis and resolution, the government also introduced
a blanket guarantee, which sustained market confidence in the interim.

Nationalization was not the centerpiece, while the bad bank approach proved effective.

12. Only one bank, Gota Bank, was nationalized. The other troubled bank, Nordbanken
(Category B), was already partially owned by the government prior to the onset of the crisis.

13. The bad bank strategy worked well for the efficient recovery of bad assets. The
relatively homogeneous nature of those assets (mainly bank loans related to commercial
property development and residential mortgages) apparently helped rapid valuation. The
amount of bad assets to be transferred to a bad bank was carefully calibrated to ensure a level
playing field between troubled (Category C) banks and other healthier banks. An immediate
sale of bad assets was considered to be more costly given the risks of fire sale at very low
prices and lack of securitization markets in Sweden at that time (Thomas 1998).

Transparency served well and regulatory forbearance was avoided.

14. The transparent upfront recognition of loan losses, based on the purposefully cautious
assessment of expert auditors, helped allay markets concerns and restore confidence in the
banking system promptly.

The modest scale of underlying credit losses may have allowed a bold and transparent
strategy to work.

15. The Swedish crisis was smaller than many others. Nonperforming loans peaked at

13 percent of total loans in Sweden, compared to the average of 25 percent for a sample of 42
crisis episodes (Laevan and Valencia, 2008). Gross fiscal costs totaled just 4 percent of GDP
in Sweden, and after dividend payments and privatization receipts, net costs were much
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smaller.'’ By contrast, other countries bore much higher fiscal costs. The larger scale
elsewhere may have been key in impeding decisive and transparent intervention.
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The macroeconomic environment may have underpinned successful bank resolution.

16.  Fear of a full blown twin crisis--balance of payments and banking--in mid 1992
prompted comprehensive macroeconomic adjustment, with measures going well beyond the
banking sector. Following the abandonment of the fixed exchange regime, the Krona
depreciated more than 30 percent in 1993. Monetary policy was eased, and interest rates fell,
supporting aggregate demand. On the fiscal front, the authorities consolidated, including:
tighter rules on transfers to households, increases in income taxes, social security fees, and
employee payroll taxes, all aimed at achieving fiscal balance.

17. With these policy shifts, Sweden also reaped the benefits of an ongoing global
economic recovery around 1992-93. The exchange rate devaluation improved external
competitiveness, and with strong global demand, exports quickly rebounded in early 1993,
and GDP growth resumed from the middle of 1993 (Appendix II Figure 2). In contrast,
despite substantial measures taken in the banking sector, bank lending did not recover until
the middle of 1995. This suggests that economic recovery helped banking resolution, rather
than vice versa.

D. Lessons from the earlier experience for global—and Swedish—policymakers now

18. Determination of the appropriate lapse of time before decisive fundamental
corrective action is taken should balance two considerations—difficulties should not
fester overlong, but adequate time for diagnosis and preparation is required. It is
notable that the lapse of time between Fall 2007, when the current global crisis broke out,

' The costs are not calculated on a net present value basis.

60%
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and now, is shorter than the lapse of time before decisive action in Sweden in the 1990s.
From that perspective, global policymakers have moved promptly in the current context.

19. Blanket guarantees can play a useful role in bridging the lapse of time between
diagnosis and action, when they are credible. Credibility requires both strong fiscal
backing, political will, and an exit strategy—in particular to ensure that they do not
accommodate undue delay in corrective action. Though the EU has now abjured their
explicit use on competition grounds, implicit guarantees are widely perceived and have
achieved similar stabilizing effects. This lesson from Sweden appears, to that extent, to have
been learned. And while many decisive corrective steps have been taken globally, it remains
to be seen if the premium on avoiding undue delay in corrective action is fully reflected in
policy now.

20. Similarly, liquidity provision to troubled banking systems can be key to
preserving stability, but may also thereby inadvertently impede consensus building on
measures to correct the underlying problems. Sweden in the 1990s was able to
circumvent this problem because the macroeconomic stress signals were so transparent that
political will for strong action was roused promptly—and action to restructure banks was
tied to those macroeconomic coat-tails. Globally, now, similar factors may appear to be at
work with macroeconomic stress indicators prompting calls for substantial change in
banking practices. But, as above, it again remains to be seen if, like Sweden in the

early 1990s, those calls for change can be effectively channeled into action to remedy the
underlying problems in the financial sector.

21. Context also appears to be critical. Though in the heat of the moment, the size of
underlying credit losses is typically poorly known (indeed, that is often a key root of crisis),
a crisis with small underlying credit losses will clearly be more manageable. In that sense,
the Swedish experience does not afford clear lessons for all other cases: where the
underlying losses are much greater, acting decisively and transparently would be a greater
challenge.

22.  As particular examples of the role of contextual issues, consider which assets
should be transferred into bad banks, and at what price. The former requires detailed
“bottom up” information about loan portfolios, which is not always available quickly,
especially if banking sector problems are widespread across many asset classes and
institutions, rather than, as in the earlier Swedish case, concentrated in domestic commercial
and residential estate. And all authorities facing financial sector emergencies face conundra
with pricing of assets—be it plummeting real estate prices in 1990s Sweden, or structured
assets for which markets have disappeared now. But whereas the Swedish 1990s case
suggests the benefits of purposeful low-pricing of bad assets, to identify capital shortages
robustly and drive efforts to fill those gaps, it is striking that in the present global crisis,
neither the Swedish nor the global authorities have taken that approach. At least as concerns
their stress testing, central estimates of losses are reported in each scenario, rather than the
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losses one or two standard deviations below the central estimates for each of the stress
scenarios that are considered. This approach may be holding back efforts to drive capital
raising efforts now.

23. And the apparently dominant role of macroeconomic imbalances in the genesis
and resolution of the 1990s Swedish banking crisis may also qualify broader
applicability of the remedial measures for the financial sector used in Sweden then. In
essence, macroeconomic policies (including depreciation) rather than bank resolution
actions may have been largely responsible for the earlier Swedish success, and the bank
restructuring elements may not be so applicable in other contexts. On the other hand, if the
global economy recovers soon, the context for resolving global financial sector strains will
be greatly eased. Perhaps an implication from Sweden in the 1990s is that macroeconomic
problems have to be addressed before those targeting the financial sector can be fully
effective, whether or not the financial sector was at the root of the macroeconomic
difficulties.

24. The 1990s Swedish experience also yields negative lessons. The abolition of the
special bank resolution framework after the crisis ended left Sweden unprepared for strains
which emerged following the Fall of 2007. Furthermore, the difficulties in the regulatory
framework, which had contributed in part to the genesis of the problem, remained even
though they were identified by an official review which followed the crisis.

25. This raises a fundamental question for global policymakers—to understand
why lessons which are learned during a crisis are then forgotten. The 1990s Swedish
case seems to underscore clearly that as crisis eases, political focus moves elsewhere. This
seems to imply that actions to correct long-run weaknesses in the financial stability
framework should be taken immediately, even while efforts are focused on containing the
immediate crisis. In the case of Sweden now, this consideration points to urgent need to
reform the resourcing arrangements for the supervisor.

26.  And even so, in light of current Swedish banking strains, the final implication
for global policymakers suggested by the 1990s Swedish case is that “never again” is a
hope too far. Banking and financial crises will recur.
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Appendix Il Figure 2. Sweden: Economic Indicators Around Crisis Period
January 1990 - December 1996 1/
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ATTACHMENT III. SHOULD THE FISCAL RULE REMAIN?!

1. Since its introduction in 2000, the fiscal rule has played a key role underpinning
Sweden’s fiscal framework. The main fiscal target is to achieve a general government
surplus of 1 percent of GDP over the business cycle. Achievement of this objective is
supported by expenditure ceilings (three years ahead) for central government outlays
(excluding interest payments) and social security spending and by a requirement that local
governments maintain balanced budgets. The framework aims at strengthening public
finances to provide a buffer to cope with economic fluctuations and the impact of
demographic changes to ensure long-term fiscal sustainability and intergenerational
fairness.

2. To avoid problems in precisely dating business cycles (especially ex-ante), the
Swedish authorities have adopted three indicators to assess actual budget performance
relative to the fiscal target. These indicators are (i) the average overall budget balance

since 2000, the year in which the target was first applied; (ii) a seven-year rolling average of
the overall budget balance centered on the current year; and (iii) the structural overall budget
balance, the budget balance adjusted for cyclical and other one-off and temporary effects.

3. The firm implementation of the framework has contributed to Sweden’s strong fiscal
performance in recent years. Excluding 2002 and 2003, when the economy was affected by a
global economic slowdown, the overall budget balance has consistently been in surplus. As a
result, public debt declined from 65 percent of GDP in 1999 to 38 percent of GDP in 2008.
The strong fiscal performance has been achieved primarily through expenditure reduction
rather than higher taxes. Lower social transfers, reflecting a tightening of criteria for sickness
and disability payments, were a key contributing factor. In addition, lower interest payments
have contributed. The nominal expenditure ceilings, introduced in 1997, also have played a
role in restraining spending growth; since being introduced, they have been consistently met.
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Model Simulations
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5. The first set of simulations SuggeSt 1/ Expressed in gap terms. Deviation fromthe level

that when the automatic stabilizers are consistent w ith meeting the fiscal surplus target.
allowed to operate fully without any

discretionary policy, on average, the 1 percent of GDP fiscal surplus target is met over the
business cycle. 95 percent of the time the cumulative debt at the end of each cycle would be
within +4 percentage points of GDP of the debt level consistent with attaining the target
precisely over each cycle. However, this does not necessarily ensure long-term sustainability
of the fiscal position. The small deviation in debt levels over each cycle could cumulate
resulting in a substantial deviation in debt to GDP away from what might be sustainable.

6. Because of the problems in estimating the intensity and duration of each business
cycle ex- ante and the need to assess long-term sustainability, a second set of simulations test
the performance of the 7-year rolling average indicator. Simulations suggest this indicator is
appropriate, especially since the model suggests that the average length of business cycles in
Sweden has been close to 7 years. In these simulations, under the full operation of the
automatic stabilizers only, 95 percent of the time the indicator is within £0.5 percent of GDP
with 0 average, while the cumulative debt at the end of each simulation (50 years ahead)
would be within £8 percentage points of GDP of the debt level consistent with attaining the
target precisely over the simulation period. This is well within plausible tolerance limits.

7. However, Sweden is a small open economy, and its sensitivity to external shocks is
enhanced by its relatively large banking sector with significant cross-boarder exposure.
Accordingly, a case might be made for building a safety margin into any indicator used as a
guide for achieving the fiscal target. In a third set of simulations, a small discretionary fiscal
adjustment (’2 percent of GDP) is introduced in periods when the economy is above trend
and expected to remain so over the succeeding three years. Accordingly, in these simulations,

% See Berg and Laxton (2006) and Honjo (2007) for a detailed description of the model.
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on average the level of debt is 8 percentage points lower at the end of the simulations,
eliminating the concern of a debt drift.

The Fiscal Rule and the Current Economic Downturn

8. However, the intensity of the current Distribution of Output Gaps
economic downturn lies well outside the range of Average 05
average historical experience. For example, 0.4 h {04
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0. In these circumstances, even if the only

fiscal action is to allow automatic stabilizers to operate, both the cumulative average surplus
and the 7-year rolling average indicators are expected to deviate substantially from the target
over the next 5 years. In addition, uncertainties regarding estimates of the output gap at
present and going forward make it difficult to estimate the structural budget balance with any
kind of reasonable degree of confidence. And finally, trying to meet the fiscal rule could be
highly procyclical.
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10. This situation raises two questions:
o What is the appropriate fiscal policy?

o What is the appropriate indicator to monitor fiscal performance?
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Appropriate fiscal policy

11. Reflecting the high tax burden in Sweden and a generous social safety net, the
automatic stabilizers—the budgetary impact of a given change in output—are relatively
large. The most recent OECD estimates (OECD 2005) of the impact of a 1 percent change in
output on the budget balance as a percent of GDP (semi-elasticity) is 0.55 for Sweden,
compared to an OECD average of 0.44 and an Euro area average of 0.48. In addition, Flodén
(2009) estimates the budget elasticity including active labor market measures, the recent cuts
in income tax, and regular unemployment benefits shows that automatic stabilizers have
remained broadly unchanged at 0.62. Further he finds no clear evidence that the elasticity in
Sweden has declined during the last decade (see Text Figures).

Automatic Stabilizers: Semi Elasticities Sweden: Budget Elasticities
0.6 0 08 0.8
—
07 b -~ Including 4 0.7
0.5 } {05
ALMPs
N~ .
06 | 406
04 1 104 _x/\___\
05 F Unemployment 105
0.3 0.3 compensation only
¥Yugsg<drtIozEOoExo J
zgﬂﬁtﬂowum:&)nﬁmw&f
Op L Z>mQAQ < oo oW 0.4 0.4
1998 2000 2002 2004 2006 2008
Source: OECD (2005). Source: Flodén (2009).
12. At the same time, the impact on the economy of discretionary fiscal measures in

Sweden tends to be small. Estimates of the fiscal multipliers for Sweden using the 2-country
version of IMF’s Global Integrated Monetary

and Fiscal model’ suggest that a temporary Multiplers in Sweden Using
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3 See Kumhof, M. and D. Laxton (2007) for more detailed description of the model.
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permanent reduction in labor income taxes would only boost output by 0.35 percent in the
first year. In contrast, being small and open implies Sweden benefits from measures
introduced in the rest of the world. A temporary 1 percent increase in public investment in
the rest of the world boosts Sweden’s output by 0.6.

13. With stabilizers large and multipliers small, the case for discretionary fiscal action is
attenuated. Furthermore, long-term sustainability issues and current risks associated with
contingent liabilities in the banking sector counsel further caution.

o The outlook for productivity growth and potential output is unclear. With a
substantial range of uncertainty around estimates of the structural balance, it is
difficult to correctly assess the consistency of the current stance with the fiscal rule.

J Political difficulty in adjusting pensions during downturns in accordance with

Sweden’s defined-contribution plan financed on a pay-as-you-go basis raises a
concern about the sustainability of the pension fund.

o The government at present faces considerable contingent liabilities owing to both
explicit and implicit guarantees provided to the banking system arising in particular
from the banks’ exposures in the Baltics. The heightened risk calls for keeping the
fiscal powder dry.

14. Finally, once the uncertainty surrounding Sweden’s growth potential and the
cyclical position is reduced, the surplus target will need to be reviewed to ensure long-term
sustainability can be maintained.

Appropriate monitoring

15. The key question in the short term is how to try to ensure that there is not a
significant deterioration in the underlying fiscal position during this period when it is
difficult to measure that position and when using the rolling average and the cumulative
budget deficit measures to assess policy could misstate the underlying position. One way to
prevent a drift in the fiscal balance would be to retain the expenditure ceiling. However, any
discretionary cuts in taxes would have to be offset by equal downward adjustments in the
expenditure ceilings.

16. Given the current circumstances, a further extension could be to use the expenditure
ceiling as a “guideline” and not as a strict limit. Strictly adhering to the ceiling in the event
the recession is worse and more protracted than envisaged could impede the working of the
automatic stabilizers on the expenditure side. Also, since the ceiling covers only central
government spending, there could be an incentive to meet it by cutting transfers to local
governments, compounding procyclical fiscal policy as these entities are required to meet
balanced budgets. If this possible “softening” of the ceiling was adopted, any important
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deviation from the ceiling would need to be accounted for in a transparent fashion. On the
other hand, if there is a high risk that a breach of the ceiling could seriously undermine the
credibility of the fiscal framework, there may be a case for strictly observing the ceilings.
The Fiscal Council could play a useful role in publicly monitoring compliance with the
letter and the spirit of the fiscal framework.
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ATTACHMENT IV: FISCAL SUSTAINABILITY

Baseline scenario

In the baseline scenario, the underlying fiscal position is projected to improve slightly over
the medium-term to about 4 percent of GDP reflecting the impact of recent reforms to
reduce welfare expenditures. After the cyclical downturns expected for 2009-2011, the public
debt-to-GDP ratio declines from a high 53.4 percent of GDP in 2012 to 49.4 percent of GDP
in 2014. With a primary surplus of about 1'% percent of GDP and a declining public debt
ratio in 2014, Sweden’s fiscal position is expected to remain strong.

In the alternative scenarios, a one time shock to contingent liabilities and lower-than-
expected output growth constitute key risks to the baseline scenario. Given the relatively low
level of public debt (38 percent of GDP in 2008) in the context of strong fiscal performance
in recent years, the impact of higher interest rate is projected to be small. In addition, the
portion of the government’s liabilities denominated in foreign currencies is small

at 20 percent share, which would imply a modest impact from a sudden depreciation in the
real exchange rate. A confluence of shocks—lower growth, higher real interest rates and
weaker primary balance—would pose some threats to the debt reduction plan but the impact
would remain modest at about 4 percent of GDP.

External risks

o The impact of a permanent 2 standard-deviation shock to the interest rate—a
0.7 percentage point increase from the baseline—would increase public debt by
2 percentage points to 51 percent of GDP in 2014.

o A one-time 30 percent depreciation in the REER (in 2010) would immediately
increase public debt but the impact is not large, by about 4 percentage points to
53.2 percent of GDP. Debt would subsequently fall at a pace envisaged in the
baseline to 53.2 percent of GDP in 2014.

o A one-time 10 percent of GDP shock to contingent liabilities (in 2010) would
increase public debt to 55.2 percent of GDP. Assuming the baseline case of speed of
debt reduction thereafter, public debt would lower to 58.7 percent of GDP in 2014
(about 10 percent of GDP higher than the baseline).

Domestic risks

o A Y5 standard deviation shock to primary balance, which lowers primary balance by
nearly 1 percent of GDP each year during the forecast period, would translate into a
more gradual debt reduction going forward. Debt in 2014 would be higher by
4'4 percentage points of GDP (to 54 percent of GDP) in 2014 relative to the baseline.
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o A ' standard deviation shock to growth would bring average projected annual
growth down by 0.8 percent. The impact on public debt is substantial, rising it to
57 percent of GDP in 2014 due to adverse debt dynamics.

o One-quarter standard deviation shocks to growth, real interest rate, and primary
balance (i.e., compared to the baseline, lowering output growth by 0.4 percent a year,
raising real interest rate by 0.35 percent a year, and reducing the primary balance by
72 percent of GDP a year) would bring public debt to 53.4 percent of GDP in 2014—
an increase of 4 percentage points of GDP from the baseline.

Public sector balance sheet

Despite the weaker underlying fiscal position over the medium-term reflecting fiscal
measures, Sweden’s current fiscal policies remain sustainable over the long-run. Sweden,
like most industrialized countries, faces significant challenges associated with population
aging that have significant budgetary implications. However, the projected increase in
spending with aging (2.6 percent of GDP) is relatively small compared to other European
countries (5.2 percent in the euro area). Using a public sector balance sheet approach to
calculate the long-run intertemporal financial position based on the staff baseline scenario
suggests that the net worth constraint continues to be met by 2060, albeit with a smaller
margin to absorb upside risks to the aging costs.
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Figure 13. Sweden: Public Debt Sustainability: Bound Tests 1/
(Public debt in percent of GDP)
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1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks.
Figures in the boxes represent average projections for the respective variables in the baseline and scenario
being presented. Ten-year historical average for the variable is also show n.

2/ Permanent 1/2 standard deviation shocks applied to real interest rate, grow th rate, and primary balance.

3/ One-time real depreciation of 30 percent and 10 percent of GDP shock to contingent liabilities occur in 2010,
w ith real depreciation defined as nominal depreciation (measured by percentage fall in dollar value of local

currency) minus domestic inflation (based on GDP deflator).
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ANNEX I. SWEDEN: FUND RELATIONS
(As of May 31, 2009)

L. Membership Status: Joined 08/31/1951 Article VIII

1L General Resources Account: SDR Million Percent of Quota
Quota 2,395.50 100.00
Fund holdings of currency 1,932.80 80.68
Reserve position 462.70 19.32

I1I. SDR Department: SDR Million  Percent of Allocation
Net cumulative allocation 246.53 100.00
Holdings 197.28 80.02

IV.  Outstanding Purchases and Loans: None
V. Financial Arrangements: None

VI.  Projected Obligations to Fund:
(SDR Million; based on existing use of resources and present holdings of SDRs):

Forthcoming
2009 2010 2011 2012 2013
Principle
Charges/Interest 0.11 024 024 025 0.24
Total 0.11 024 024 025 0.24

17 When a member has overdue financial obligations outstanding for more than
three months, the amount of such arrears will be shown in this section.

VII. Exchange Arrangements: The Krona has been floating freely since
November 19, 1992. Sweden has accepted the obligations of Article VIII (Sections
2(a), 3, and 4) and maintains an exchange system free of restrictions on payments
and transfers for current international transactions, apart from those imposed for
security reasons, as notified to the Fund by the Riksbank in accordance with
Executive Board Decision No.144-(52/51).
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IX.

2009 Article IV Consultation: A staff team comprising P. Doyle (head, EUR), J.
Surti, K. Honjo (EUR), and K. Ishi (MCM) visited Stockholm during June 4—

15, 2009 to conduct the consultation discussions. Mr. Henriksson, Sweden’s
Executive Director, attended the concluding meeting.

Outreach: The team met with the labor federation, the employers association of
industry, the four largest banks, think tanks, and the Fiscal Policy Council.

Press conference: The mission held a press conference in the Riksbank after the
concluding meeting.

Publication: The staff report will be published.

Last Article IV Consultation: Discussions for the 2008 Article IV consultation
were held in Stockholm on May 23-June 2, 2008 and the staff report was issued
on August 11, 2008 (IMF Country Report 08/278). The consultation was
concluded by the Executive Board on August 1, 2008.

Technical Assistance: In connection with the 2007 Article IV consultation, LEG
and MCM provided technical assistance on bank resolution frameworks (Aide

Memoire, March 16, 2007).

Resident Representative: None



Statement by the | MF Staff Representative
July 22, 2009

I. This statement contains information that has become available since the Staff Report
was circulated to the Executive Board on June 30, 2009. This information does not alter

the staff’s board assessment of policy issues and recommendations contained in the staff
report.

2. Recent economic indicators provide mixed signals regarding prospects for recovery in
the near-term. Euro values for merchandise exports and imports, as well as industrial
production have continued to decline—falling 33, 35, and 22 percent respectively in the
twelve months to May—but data on new foreign and domestic orders, though still at a low
ebb, appear to have stopped falling.

3. In this context, the Riksbank has revised its baseline forecast since it was last
published in April (paragraph 61 of the staff report). It now projects a 5.4 percent reduction
in real GDP in 2009—about 1 percentage point weaker than in April—on account of both,
lower domestic demand and weaker anticipated recovery in key export markets. This brings
the forecast closer to the staff’s assessment (paragraph 31 and Table 2 of the staff report).

4. In part reflecting this revision, the Riksbank lowered its policy rate by

0.25 percentage points to 0.25 percent on July 1. As a result, bank deposits at the Riksbank
now earn a modestly negative nominal interest rate, though such balances are normally
modest as excess funds are typically absorbed in a weekly repo auction. The Riksbank has
forecast that repo rate will remain at 0.25 percent until the autumn of 2010.

5. In addition, the Riksbank has supported the signal inherent in the policy rate cut by
providing up to SEK 100 billion in fixed rate loans to banks at a 12 month maturity (see
Paragraph 65 in the staff report). The associated auction on July 13 was oversubscribed with
the rate set at a premium of 20 basis points over the policy rate.
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Public Information Notice DEPARTMENT
Public Information Notice (PIN) No. 09/102 International Monetary Fund
FOR IMMEDIATE RELEASE 700 19" Street, NW
August 7, 2009 Washington, D. C. 20431 USA

IMF Executive Board Concludes 2009 Article IV Consultation with
Sweden

On July 22, 2009 the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation with Sweden."

Background

Sweden has been hit hard by the global financial crisis. Two of its banks built up large
exposures in the Baltics that significantly increased loan losses beyond normal recessionary
levels. Liquidity crunched in the wake of dysfunctional wholesale funding markets on which
these banks increasingly relied, and extensive public guarantees only partly mitigated market
unease about their capital adequacy. Sweden was particularly vulnerable to the global
recession that followed the crisis given the dominance of its output bundle by investment goods
and consumer durables. Exports turned sharply negative in the fourth quarter after weakening
throughout 2008, and with investment following them down, this led to large reductions in
economic activity and inflation. Driven in part by increased risk perception, the Swedish krona
depreciated substantially, albeit, to the extent that the composition of global demand that
favored Swedish exports during the recent boom was temporary, this depreciation has probably
resulted in only a modest undervaluation.

In response to the crisis, the authorities have taken wide-ranging measures to stabilize the
financial system and support demand. The measures included expansion of Riksbank’s lending

"Under Atrticle IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202-623-6772 « www.imf.org



facilities, often at lengthened maturities at fixed interest rates and via extension of the eligible
collateral; expanded deposit and credit guarantees; and a new bank recapitalization scheme.
Considerable policy stimulus has also been injected into the real economy. A decisive relaxation
of the monetary policy stance led by a reduction in the policy rate to ¥4 percent has recently
been complemented by the imposition of a penalty on banks’ excess reserves at the Riksbank’s
deposit facility. On the fiscal side, full operation of large automatic stabilizers and a discretionary
budget loosening for 2009 is underway taking the budget from a surplus of 274 percent in 2008
to a deficit of 4 percent in 2009.

These steps have supported the economy and helped address downside tail risks, but
prospects for recovery are very much dependent on developments abroad. If global demand for
Sweden’s output bundle recovers slowly relative to other components, Sweden could have a
late exit out of the current recession. Staff projects the economy to contract by 6 percent in
2009, with a modest recovery beginning in the middle of 2010.

Executive Board Assessment

Executive Directors noted that the Swedish economy has been relatively harder hit by the global
crisis, owing to its export composition and the regional role of Swedish banks. Directors
welcomed the authorities’ prompt and appropriate policy responses, which have allayed
immediate concerns with financial sector stability, and helped cushion domestic demand.
Immediate prospects for recovery are, however, highly dependent upon developments abroad,
and downside risks remain. Accordingly, Directors encouraged the authorities to adapt their
integrated policy response as necessary to this testing environment.

Directors considered securing confidence in financial sector stability to be a key immediate task,
given the impact of recession on asset quality and Swedish banks’ exposure to Baltic
economies. While recent stress tests indicated that regulatory capital requirements would
continue to be met by all major institutions, market doubts persist. Thus, steps to strengthen
banks further—including raising private capital where necessary—should be undertaken as
soon as possible. Where private capital proves insufficient, public investment—at prices
ensuring protection of taxpayer interests—alongside implementation of a bad-bank model, could
be considered. Directors encouraged the authorities to review the current toolkit of supervisory
intervention as part of contingency planning, with increases in the Financial Supervisory
Agency’s capacity. It would also be important to continue efforts to strengthen coordinated
cross-border financial oversight and crisis resolution mechanisms.

Directors welcomed the authorities’ aggressive monetary easing, noting that inflation
expectations remain well anchored in low, but positive, territory. Further immediate steps into
quantitative easing should remain under review, ready for use should risk of sustained deflation
rise.

Directors noted the staff assessment that the krona is probably modestly undervalued. Recent
steps to raise international reserves, combined with swap arrangements with other central
banks, will boost the Riksbank’s capacity to respond to financial sector liquidity stresses.



Directors endorsed the significant fiscal stimulus provided by the 2009 budget, notably via full
play of the large fiscal stabilizers and the planned discretionary measures—which has been
made possible by Sweden’s strong fiscal performance in recent years. The composition of the
discretionary component would assist supply-side efficiencies. Directors considered that further
fiscal stimulus should be weighed carefully reflecting the importance of maintaining fiscal
sustainability and recognizing the uncertainties about the public debt burden resulting from
financial sector fragilities. Most Directors did not see a need for additional discretionary fiscal
action at present. In this context, Directors suggested that the current fiscal rules should be
retained, and many Directors considered that the nominal spending ceilings could be supported
by a new commitment allowing for adjustments to the spending ceilings that offset the revenue
impact of any further discretionary tax reforms.

Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's
views and analysis of economic developments and policies. With the consent of the country

(or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations
with member countries, of its surveillance of developments at the regional level, of post-program
monitoring, and of ex post assessments of member countries with longer-term program engagements.
PINs are also issued after Executive Board discussions of general policy matters, unless otherwise
decided by the Executive Board in a particular case. The staff report (use the free Adobe Acrobat
Reader to view this pdf file) for the 2009 Article IV Consultation with Sweden is also available.
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Sweden: Selected Economic and Social Indicators

Forecast
2004 2005 2006 2007 2008 2009 2010
Real economy (in percent change)
Real GDP 4.1 3.3 4.2 2.6 -0.2 -6.0 0.0
Domestic Demand 2.0 3.2 3.9 41 0.2 -39 -04
CPl inflation 1.0 0.8 1.5 1.7 3.3 1.8 21
Unemployment rate (in percent) 6.3 7.6 7.0 6.1 6.2 9.2 102
Gross national saving (percent of GDP) 231 242 268 28.3 27.4 231 226
Gross domestic investment (percent of GDP) 16.8 17.7 185 19.4 20.0 189 186
Potential Real GDP 2.8 34 3.5 23 23 1.5 1.2
Output Gap (as a percent of potential) 0.0 -0.1 0.6 0.9 -1.5 -8.7 -9.8
Public finance (in percent of GDP)
General government balance 0.6 2.0 2.4 3.8 2.5 -4.1 -5.2
Total Revenues 53.3 545 538 53.6 529 473 46.5
Total Expenditures 527 525 514 49.8 503 514 517
Structural balance (as a percent of potential GDP) 0.4 1.2 1.3 1.9 25 0.3 0.0
General government gross debt 512 51.0 459 40.5 38.0 435 492
Money and credit (12-month, percent change)
MO -0.2 22 0.4 03  -1.0
M3 40 129 15.0 18.7 8.2
Credit to non-bank public 6.1 108 11.2 14.3 10.9
Interest rates (year average)
Repo rate 2.1 1.7 2.3 3.5 4.1
Three-month treasury bill rate 21 1.7 2.3 3.6 3.9
Ten-year government bond yield 4.4 3.4 3.7 4.2 3.9
Balance of payments (in percent of GDP)
Current account 6.7 7.0 8.6 8.6 7.8 5.0 4.6
Trade balance 8.1 7.8 7.9 7.3 7.4 71 6.5
Foreign Direct Investment, net -29 -4.5 0.7 -3.5 1.3 21 -2.1
International reserves (in billions of US dollars) 1/ 224 264 282 30.5 30.3 381 389
Reserve cover (months of imports of goods and services) 2.0 2.1 2.0 1.8 1.6 2.0 2.0

Exchange rate (period average, unless otherwise stated)

Exchange rate regime Floating Exchange Rate

Skr per U.S. dollar (June 15, 2009) 7.87

Nominal effective rate (2000=100) 100.8 98.7 994 1016 1004

Real effective rate (2000=100) 2/ 899 852 827 86.5 85.9
Fund Position (August 31, 2009)

Holdings of currency (in percent of quota) 83.61

Holdings of SDRs (in percent of allocation) 79.92

Quoata (in millions of SDRs) 2395.50

Social Indicators (reference year)
GDP per capita (in current PPP US dollars, 2006): 31,062; Income Distribution (ratio of income received by top
and bottom quintiles, 2005): 3.3; Life expectancy at birth (2005): 78.4 (males) and 82.9 (female); Automobile ownership
(2004): 456 per thousand; CO2 Emissions (tonnes per capita, 2003): 5.6; Population Density (inhabitants per sq. km.,
2005): 22; Poverty Rate (share of the population below the established risk-of-poverty line, 2005): 9%.

Sources: Statistics Sweden; Riksbank; Ministry of Finance; Datastream; INS; and IMF staff estimates.
1/ Includes SEK 100 billion borrowing planned by National Debt Office, at June 15, 2009 market exchange rate.
2/ Based on relative unit labor costs in manufacturing.



Statement by Jens Olof Henriksson, Executive Director for Sweden
July 22, 2009

On behalf of my Swedish authorities, I would like to convey their appreciation to staff for
constructive discussions in Stockholm and for a well written report.

The Swedish authorities broadly agree with staff’s overall assessment of the Swedish
economy. The Swedish economy exhibits sound long-term prospects but is currently in a deep
recession. The authorities also agree with the view that monetary and fiscal policy have been
well designed for dealing with the current crisis: an accommodating monetary policy and
strong automatic stabilizers at full play together with additional fiscal measures in line with
the European Union Recovery Plan and specific labor market policies to avoid unemployment
persistence. Staff concludes that policy actions have strengthened confidence but should
continue to aim at minimizing the downturn of the Swedish economy. The authorities agree
with the view that strengthening the financial sector is of particular importance. Staff
furthermore expresses concerns regarding the developments of public finances and the
financial market as well as the surveillance of the financial market. These concerns are partly
shared by the authorities.

Near term outlook and risks

The authorities agree with staff’s broad near term picture of the Swedish economy, i.e. that
the Swedish economy has been hard hit by the current crisis and that it will take time for the
economy to recover. But also that many factors, including the expansionary fiscal and
monetary policies, strong automatic stabilizers and the flexible characteristics of the economy,
have helped cushion the downturn. The authorities believe that these same factors will also
contribute to turn around the economy.

The main differences between staff and the authorities regarding the near term macro outlook
concern the economy’s recovery dynamics where the authorities have a somewhat more
optimistic view on output growth and the support from global growth. Staff’s forecasts of
GDP and output gaps are on average more pessimistic than those of the authorities. Staff’s
forecasts include estimates of larger output gaps than the authorities in the near term. This
difference may be due to differences in estimates of both actual and potential GDP. It may
also be due to a difference in methodology regarding trend forecasting, i.e. estimates of
potential GDP.

The authorities agree with staff that potential output has been adversely affected by the crisis.
Staff suggests that potential output has decreased mainly due to a permanent change in
demand for Swedish exports. The authorities recognise the concern of staff about Sweden’s
heavy dependence on export developments and the fact that the composition of Swedish
exports is rather unfavourable at the present juncture. However, the authorities have a more
optimistic view of the developments of exports than staff, and - actually - already during the
last two months export orders have increased and the Purchasing Managers Index (PMI) for
Sweden is now back in the area of growth and well above the PMI both in the USA and the
EU. Staff similarly has a more pessimistic forecast for imports. Despite both forecasts of
lower imports and lower exports, forecasts for net exports and the current account are lower
than those of the authorities. Staff forecasts higher inflation during 2009 and 2010. With
regard to final domestic demand and unemployment, staff’s forecasts are, on the other hand,
generally more optimistic than those of the authorities.



The authorities agree with staff that the Swedish krona is likely to appreciate somewhat in the
years to come. However, staff suggests that the weakening of Swedish exports due to the
downturn of global demand and the composition of Swedish exports combined with
weakening net factor income have lowered the equilibrium real exchange rate.

The authorities largely agree with the view concerning both the downside and upside risks
and have considered these in various alternative scenarios in different reports and bills.
However, the household sector or the weakening housing and property markets are not
regarded as considerable risks. According to stress tests of the household sector carried out by
the Riksbank, the Swedish households’ debt servicing ability is only slightly affected by
increased unemployment. These stress tests show that households in general have the capacity
to manage an economic downturn, with rising unemployment and higher interest rates. Lower
house prices do not automatically mean that the household sector constitutes a threat to
financial stability, as the effects are likely to be contained and households still will be able to
pay off their loans.

Financial sector policy and framework

Sweden has in accordance with the European Council Conclusions from October 2008
implemented a framework for dealing with problems in financial institutions and for restoring
confidence in the financial markets. The legal framework includes a possibility to give
support to troubled credit institutions, an increase and widening of the deposit guarantee, a
guarantee scheme for bank borrowing and a recapitalization scheme to support lending. The
National Debt Office has been appointed as Support Authority. As a result, an acute
confidence crisis has successfully been avoided.

The authorities are prepared for possible further negative outcomes. Fragilities have been
assessed, as concluded by staff, in thorough stress tests by the authorities, and contingency
plans have been developed and discussed by the Standing Committee consisting of the
Ministry of Finance, the Riksbank, the Swedish Financial Supervisory Authority
(Finansinspektionen), and the Swedish National Debt Office (Riksgdlden). The banks’
operations in the Baltic countries continue to be a cause of concern. Lending to the Baltic
countries accounts for a non-trivial part of total lending for two of the Swedish banks. The
risk of a sharp macroeconomic deterioration in these countries has now materialised.
However, stress tests show that the banks should be able to stay above minimum required Tier
1 ratios even if the situation were to further deteriorate in the Baltic countries.
Notwithstanding, in line with staff’s conclusion, market concerns about the banks’ resilience
will probably require banks to raise more capital. Such action would also reduce risks of
curbed credit supply. In case the banks are not able to raise capital on their own, they can
apply for capital in the recapitalization scheme.

The government agrees that it is important that the supervisory authority has adequate
resources. The Swedish FSA has continuously been given increased resources from the
government during the past years. For both 2008 and 2009 the resources were increased by
more than 10 percent. It is, however, also important that the supervisory authority has the
right focus. The Swedish Agency for Public Management (Statskontoret) - on commission of
the Swedish government - has reviewed the operations of the Swedish FSA and come to the
conclusion that additional resources are not a priority, but there are other issues, primarily



governance issues, that need attention. The government is currently considering what the next
step should be.

The FSA does indeed play an important role in a banking crisis situation, and also in the
continued supervision of a bank subject to authority measures. However, the FSA cannot be
expected to handle all issues related to crisis management. Therefore, the government has
appointed the National Debt Office as Support Authority.

Fiscal policy and framework

The government broadly agrees with staff’s view of the fiscal position and the appropriate
fiscal policy stance in the current economic situation.

Sweden entered the downturn in robust fiscal health and as staff points out the government’s
commitment to the budgetary rules — the surplus target and the nominal expenditure ceiling —
is here a key factor. The deep recession does not change the government’s view of the need to
adhere to these targets. One basis of the government's policy in the severe recession is
keeping public finances in good order to ensure that the deficits are temporary and
manageable. In this way, households and firms can continue to have confidence in economic
policy and the foundation on which welfare rests.

The initial strong fiscal position has permitted the government to let the automatic stabilisers
operate fully besides leaving room for some additional discretionary measures. Along with the
measures presented since the 2009 Budget Bill, the government is allocating a total of SEK 45
billion in 2009 (1.5 percent of GDP) and SEK 60 billion in 2010 (2 percent of GDP) in
response to the crisis. Besides structural tax cuts, these measures include increased
municipality grants, preventing the municipalities to act pro-cyclically, and increased
resources to the labor market, preventing people from becoming long-term unemployed and
improving conditions for those most detached from the labor market. The size of the
discretionary package is fully in accordance with the European Union Recovery Plan. Similar
to staff’s projections, the fiscal stimulus — discretionary measures and automatic stabilisers
taken together - is one of the largest in the EU.

Even if the government’s view is that the fiscal position is strong in the long-term and the
government’s ambition is to keep deficits temporary and manageable, it must be underscored
that the development of the budget balance in the near future is highly uncertain due to the
crisis, which staff also points out. Tax revenues have fallen dramatically due to the economic
downturn and the strong automatic stabilisers make the budget balance very sensitive to a
more prolonged recession. In addition, there is no guarantee that the budget balance
automatically reaches the surplus target when the economic situation becomes more
favourable. This relates in part to the fact that the crisis may affect potential output in a
negative way. The government agrees with the conclusion that policy decisions, in this highly
uncertain situation, should not rely only on estimates of the structural budget balance, but also
on close monitoring of the development of the actual budget balance. As staff points out,
plausible estimates of potential output yield widely varying estimates of the structural balance
and the fiscal outlook. In addition, as staff also points out, it is unclear how much public debt
will rise due to financial sector rescue operations that may prove to be necessary.

The government will continue to closely monitor and examine the situation when making its
policy choices. The current assessment, in line with staff’s, is that there is very little room for



further reforms. The government will continue to tackle the crisis, weighing each measure for
the effects it will have on the jobs and the public finances.

Regarding the expenditure ceiling, staff suggests that it should be more closely linked to the
surplus target by allowing the ceiling to be adjusted if tax rates are cut after the ceiling has
been settled. The government agrees with staff that the principles for how the expenditure
ceiling is determined might be improved, but this involves a lot of difficulties that need to be
more closely looked into. The issue, together with the formulation of the surplus target, is
currently under review.

Monetary policy and framework

The Riksbank welcomes staff’s conclusion that the Riksbank is one of the most transparent
central banks, that the transparency has increased credibility and enhanced communication,
and that its inflation targeting framework has worked well. This is indeed an aim that is given
high priority by the Riksbank. The Riksbank agrees with staff that in the aftermath of the
crisis it will be necessary to evaluate the functioning of the framework as well as the
effectiveness of the different policy actions taken.

The Riksbank also agrees with staff that the risks of sustained disinflation in the Swedish
economy are low and that monetary policy can and should currently focus on mitigating the
downturn as well as on enhancing resilience to any additional shocks. Staff suggests that
monetary policy, conventional and unconventional, if needed, should remain aggressive.

According to the Riksbank’s latest forecast inflation will, during 2009, fall below the lower
bound of the target, remain within the bound of the target in 2010 and rise above the upper
bound of the target in 2011. Inflation expectations remain steady around the target in the long
run. At the last monetary policy meeting of the Riksbank the repo rate was cut to 0.25 percent
and the announced repo rate path was supported by the Riksbank offer of loans to the
monetary policy counterparties at a fixed interest rate and with a maturity of approximately 12
months. These actions are in line with staff suggestions concerning monetary policy.

Staff expresses concerns regarding the foreign reserves and although the Riksbank has
recently raised its reserves by SEK 100 billion, and has swap agreements with both the
Federal Reserve and the ECB, staff sees a need for further strengthening of reserves. This is,
according to staff, motivated by possible banking sector liquidity stress and possible spillover
effects on the krona. The Riksbank is currently not planning any further actions to strengthen
reserves and does not have an explicit target for the exchange rate.

Final note

I look forward to conveying the outcome of the Board discussion to my authorities. This will
complete the constructive dialogue in which they have been involved with the Fund’s staff
during this consultation. On behalf of the authorities, I also look forward to a fruitful
cooperation in the years to come. The authorities intend to authorize publication of the staff
report, in accordance with normal Fund procedures.





