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Monetary policy through the looking glass...  

Quantitative Tightening 
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Unconventional Monetary Policy, in theory 

How can central banks in (large) open economies adress the Zero Lower Bound? 

 Some effects on aggregate demand 

- Interest rates lower 
- Asset prices rise 
- What is the problem, asset prices or 

liquidity? Controlling asset prices..? 

 Some/strong effects on aggregate demand 

- “Ordinary QE” can have some effect due to 
leakage. Particularly so in small open economies 

- Less regulation and restrictions on capital flows 
and investment funds necessary 

- QE in other countries’ currencies will work, but at 
what cost..? (competitiveness or expectations?) 

 (Possibly) strong effects on aggregate demand 

- QE exchanges GVB for Money, thus relaxing any 
government budget constraint for as long as the debt 
remains on the CB:s BS (fiscal pol. is sustainable) 

- “Requires” S/T or M/T fiscal expansion! 

- Key assumption: Fiscal policy is L/T sustainable! 

Exchange rate 

effects 
B 

“Helicopter 

money” 

Liquidity and 

portfolio effects 
A 

C 

Quantitative 

Easing 
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==== Quantitative Easing (QE) ====  

CB purchases GVB:s CB purchases ABS 

Are investment decisions under UMP fundamentally warranted or not?  

PD:s  (et al) buy ABS 

anticipating future CB 

purchases 

PD:s  (et al) buy GVB:s 

anticipating future FED 

purchases 

 

 

=== Yield Compression (Financial Repression) === 

Mezzanine 

debt 

High yield 

debt 

High yield 

equity 

EME debt Trade 

financing 

Housing (owning/renting) arbitrage  Easier credit 
P/E  rises (HY,  defensive)  

 
 
 
 
 

 

Emerging Market Economies 

Increased inflows to EME:s 

Credit, GDP and inflation rises 

External deficits increase 

Tenants become 

owners  

Investors become 

landlords 

House prices and, hence 

construction increases 

Cost of capital (too) low or 

expectations on incomes 

(and demand) (too) high. 

Misallocation of resources? 

Investors start searching 

for yield in all forms… 

Bad policies risk making 

EME-growth dependent 

on capital flows / credits 

  Asset prices, GDP and employment rise 

Unconventional Monetary Policy, in practice 
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...Or is the “Greater fool theory” in action..? 

DEFINITION OF 'GREATER FOOL THEORY' 
A theory that states it is possible to make money by buying securities, whether overvalued or not, and 

later selling them at a profit because there will always be someone (a bigger or greater fool) who is 

willing to pay the higher price. 

 

INVESTOPEDIA EXPLAINS 'GREATER FOOL THEORY' 
When acting in accordance with the greater fool theory, an investor buys questionable securities without 

any regard to their quality, but with the hope of quickly selling them off to another investor (the greater 

fool), who might also be hoping to flip them quickly. Unfortunately, speculative bubbles always burst 

eventually, leading to a rapid depreciation in share price due to the selloff. 



QT – Darkens the International Outlook 
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Potential growth a measly 3% y/y 

Global economic prospects are in wane... 
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Potential growth a measly 3% y/y 

...and there is no getting around the impression that the world 
economy is decelerating 
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The global economic cycle; Is the Q4 2014 number for real..? 

World economy in free fall..? 

Source: OECD, IMF. Danske Bank calculations 



11 

Weak global GDP-growth is primarily a result of  woes in (input goods producing) Emerging Market Economies  

...Well, parts of the world economy certainly are! 

Source: OECD, IMF. Danske Bank calculations 

? 
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And its the parts of the world that has contributed the most.... – hmmm... 

...Well, parts of the world economy certainly are! 

Source: OECD, IMF. Danske Bank calculations 
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EME stabilisation is a necessary criteria for our  optimism on Swedish GDP-growth 

...But stabilisation is hopefully in the offing 

Source: OECD, IMF. Danske Bank calculations 
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% y/y
D anske 

B ank C o nsensus

D anske 

B ank C o nsensus

USA 2.4 2.5 2.5 2.7

Euro area 1.4 1.4 1.7 1.7

Japan 1.0 0.7 1.4 1.2

China 6.8 7.0 6.7 6.7

Global 3.3 3.5 3.7 3.8

2015 2016

Finally, on the right side of market consensus 

International assumptions 
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Forecasts continue to be wildly optimistic, even in the short term... 

A catalyst for additional financial and real worries 
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We have yet to understand the underpinnings to the low inflation/deflation – academics’ explanations all have their flaws...  

“Lowflation” always and everywhere – not just a unique 
Swedish phenomenon... 
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World inflation is too low and falling!  
– In spite of UM P, i.e., QE/NIRP etc 

Not just Stefan Ingves’ problem – the dis-/deflationary screws are tightening everywhere 

Source: Macrobond, National Statistics Office and Central Banks, IMF, OECD. Danske Bank calculations. Note: averages are calculated since 1998 
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Hence, extreme policies are applied! 

It is basically the BRIC:s that push international rates up – elsewhere rates are stuck at the nominal interest rate floor 

Source: Macrobond, National Statistics Office and Central Banks, IMF, OECD. Danske Bank calculations. Note: averages are calculated since 1998 
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Unfortunately, it doesn’t seem to be enough! 

The Riksbank:s NIRP is, at least at first sight, having the intended effects 

Source: Macrobond, National Statistics Office and Central Banks, IMF, OECD. Danske Bank calculations. Note: averages are calculated since 1998 
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A matter of opinion, but I tend to prefer empirically based evidences:  What is a sustainable public debt? (NBER WP 21574) 

Fiscal Policy is the answer – in theory.... 

Source: The Riksbank, IMF, OECD and European Commission. Danske Bank calculations 

http://www.nber.org/papers/w21574
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A matter of opinion, but I tend to prefer empirically based evidences:  What is a sustainable public debt? (NBER WP 21574) 

Fiscal Policy is the answer – in theory.... 
...and another problem – in practice 

Source: The Riksbank, IMF, OECD and European Commission. Danske Bank calculations 

http://www.nber.org/papers/w21574
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…The views on fiscal policy’s responsibility and ability 

to respond is one of the main contention points in the 
current economic debate! 
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 Trend growth has fallen in the wake of the great recession 
 The economic engines of the world are sputtering 

(Developing Asia, Lat Am et al) and exhuberant credit growth 
over the last years are cause for concern and are 
contributing to financial volatility.  
 However, there should be room for economic policy to 

respond in most emerging market economies 
 The developed world is policy constrained, and despite no-

/low-/dis-/deflation signs of strains are emerging  
 Politicians need to decide on bold and far-reaching economic 

reforms to improve structures (raise trend growth) and 
respond to social tensions (renewing the social contract) – 
creating equal life opportunities 

The current international situation, conclusions 



The Swedish outlook – main scenario 
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I’m with Dilbert on this one, there’s too much to focus on exact quantitative forecasts... 

On the subject of forecasting... 
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 Gradual, but slow, improvement of world economy (no new crisis) 

Financial variables, asset prices and prices on input goods behave 

according to forecast (lower rates, stronger SEK, higher SX and slightly 

higher oil prices. House prices deemed unchanged to a tad negative) 

Wage agreements slightly below last round 

Savings ratio stable (less financial savings more amortisation) 

 
Ideally, our forecast would be an unbiased, weighted, average forecast of all possible 
outcomes. In practice this is a futile objective, even under “normal” circumstances. Thus, our 
“main scenario” is instead based on a status quo-type of environment, with none of the large, 
easily, identifiable risks materialising and the world economy as well as the domestic 
economy gradually approaching a lower (than pre-crisis estimates of ) equlibria.  
The main risks are dissected in different parts of this presentation according to the agenda.  

The underlying assumptions are strong 
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The not so normal distribution 

Leptokurtotic, with a negative skew. 

I.e., extreme outcomes are common. 
Skew suggests extreme negative 
outcomes more prevalent  
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An apparent deceleration in Swedish trend growth (to circa1½% y/y) 

The Swedish economy is behaving like it’s big and open... 
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A principle components analysis (the least common denominator of multidimensional data) on a number of exports indicators 

...but it is small and open 

Source: Macrobond, SCB, NIER Swedbank etc. Danske calculations. Note: the Standardization is computed on data from 2005 
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An apparent deceleration in Swedish trend growth (circa1½% y/y) 

Prospects seem... stable 
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2013 2013 2014 2015 2016
SEK bn Vol growth in %

Private consumption 1718 1.9 2.4 2.0 1.8
Government consumption 956 0.7 1.9 1.2 1.5
Fixed gross cap formation 674 -0.4 6.5 6.0 3.8
Stocks* -4 0.0 0.2 0.0 0.1
Domestic demand 3348 1.0 3.2 2.8 2.2
Exports 1722 -0.2 3.3 5.5 4.9
Aggregate demand 3344 1.1 3.4 2.8 2.3
Imports 1516 -0.7 6.5 6.6 5.1
Net exports* 206 0.2 -1.0 -0.2 0.1
GDP 3550 1.3 2.1 2.8 2.3
     - GDP, Calendar adjusted 1.3 2.3 2.5 2.1

* contribution to GDP growth

2013 2014 2015 2016
Trade balance, SEK bn 142 124 136 141
in % of GDP 3.8 3.2 3.4 3.4
Current Account, SEK bn 260 225 228 238
in % of GDP 6.9 5.8 5.6 5.7

Public sector savings, SEK bn -45 -82 -77 -42
in % of GDP -1.2 -2.1 -1.8 -0.9
Public debt ratio, % of GDP* 38.7 43.9 44.5 44.8

Unemployment, % of labour force 8.0 7.9 7.7 7.5
Hourly wages, % y/y 1.9 2.8 2.8 2.5
Consumer prices, % y/y 0.0 -0.2 0.4 1.3
House prices, % y/y 3.6 5.0 -3.0 -2.0
* Maastricht definition

Honing our sights on a new, lower, equilibria And to add some colour... 

The Swedish main scenario in numbers 

 Private consumption contributes less to 

GDP-growth going forward, which is 

mainly due to low wage growth, forced 

amortisation plans from Swedish FSA 

and foreseen necessary tax hikes 

 Still weak global economic momentum 

and, importantly, a housing market chill, 

makes investment growth less buoyant 

 Weaker SEK and an increased global 

demand imply that exports are finally, 

albeit only slowly, on the rise again. 

Paired with a more subdued growth in 

domestic demand turns net exports 

from impeding to facilitating GDP-growth  

 Still high unemployment and a hence 

low wage growth exerts continued 

downward pressures on inflation 
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Unemployment rate  

Interest rate (Riksbank repo rate)  

GDP (vol., cal. adj. where available) 

How do Danske differ..? (we are the only firm who hasn’t updated fcst H2) 

Inflation  
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What you should be watching: 

Global demand, Swedish exports, Swedish production and Swedish wage/inflation expectations 
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But the Riksbank has taken comfort from  a recent “shift” in inflation trends 

Swedish inflation is way below target... 
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But the Riksbank has taken comfort from  a recent “shift” in inflation trends 

...and so are inflation expectations, which is worrying... 
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But the Riksbank has taken comfort from  a recent “shift” in inflation trends 

...Wage expectations are “worse” – from any perspective 
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Old, proven, statistical relationships appear not to hold anymore [CPIFexE = c+aFX+bULC+e] 

Inflationary pressures are conspicuous by their absence 
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Markets are slowly coming to grips with ”new normal” 

Global demand, Swedish exports, Swedish production and Swedish wage/inflation expectations 
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...But we’re far from certain it is enough 

Will the Riksbank stand idle as its foundations flounder..?  

 First and foremost, a new centralised wage 
negotiation round is coming up... 

 ...and quite a few participants assert that 
the inflation target might not be a viable 
basis for discussion, a view which should 
make even Governor Ingves roil... 

 Especially as inflation dispersion becomes 
ever smaller, the contribution from goods 
and services is gradually decreasing... 

 ...and the Riksbank toolbox is limited 

Inflation expectations circa ¾ p.p. below median and 2012 

Wage expectations circa ½ p.p. below median and 2012 
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Riksbank vs Danske – Mind the gap! 

The Riksbank thinks wage growth will take over from weak and lagged SEK-effects come 2016. We disagree. 

CPIF ex Energy 
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The Profit Share – A redistribution in Piketty’s taste! 

The Riksbank thinks wage growth will take over from weak and lagged SEK-effects come 2016. We disagree. 
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Why? – Because demand/productivity has been surprisingly 
weak and wages – though nominally low – really high! 

IMF Global GDP-fcst, revisions and outcome 
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The Profit Share – A redistribution in Piketty’s taste! 

The Riksbank thinks wage growth will take over from weak and lagged SEK-effects come 2016. We disagree. 

IMF Global GDP-fcst, revisions and outcome 
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The Profit Share – Work in progress (Nota Bene!) 

The Riksbank thinks wage growth will take over from weak and lagged SEK-effects come 2016. We disagree. 
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 The domestic economy (Public exp, PCE, Housing inv) has performed 
as well as can be expected 
 

 To a large extent, this is the result of tax cuts > SEK bn 200 and rate 
cuts from 4¾% to -½% freeing some SEK 7000 (net) per month for 
the median household! 
 

 Neither stimuli is long term sustainable; Fin Pol due to surplus target 
(and expenditure ceiling) and Mon Pol due to nominal or real rates 
bound to rise (almost) regardless of economic scenario 
 

 As for inflation, we remain unconvinced by the Riksbank assumptions 
that companies will hike prices to safeguard their profits and that 
wage inflation will ensue (already at the upcoming wage agreements) 
 

 In our book, Swedish companies are typically price takers and wages 
should follow productivity (i.e. AD), but only when the profit share is 
restored (we’re so not buying into the structural arguments that some banks seem fond of) 

The Swedish outlook, conclusions 



Migration Migraine 
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– What’s sustainable growth? 

Sweden 
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Changing trends... 

Sweden 
Gap:  

8%!!! 
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My favourite trigger phrase: “Pent up demand” ... 

Trend: 1996-2004 
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Period Output 
Labor 

Productivity 

Hours per 

Employee 

Employment 

Rate (to LF) 

Participation 

Rate (to LF) 

Working Age 

Pop 

1980-1996 1.8 1.5 0.5 -0.4 0.0 0.3 

1996-2004 3.1 2.7 -0.3 0.3 0.0 0.4 

2004-2014 1.7 1.1 -0.2 -0.1 0.2 0.9 

...raises some important questions GDP from the “supply side”... 

...What will “finance” demand in the future? 
 

...What will “finance” demand (GDP) going forward..?  

Source: The Riksbank, IMF, OECD and European Commission. Danske Bank calculations 

  Productivity-growth is returning to (lower) 
“pre-goldilocks” levels, while working age 
population increases (More lower value added workers?) 

And participation rates are up (a nod of approval to the 

earned income tax credits?) 

Alas, the employment rate and average 
hours worked are both down… 

Hard to discern what will drive GDP-growth 
going forward as demographics are behind 
all variables but (or?) labour productivity… 

Pertaining to the production of ICT-equipment? 
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Kalman filter estimates (Nota Bene, preliminary results)  

Details: R. J. Gordon: “A New Method of Estimating Potential Real GDP Growth” (NBER WP 20423) 

USA 



52 

 Trend growth has been structurally damaged by (developments 
leading up to) the crisis, id est, both a shift and lower inclination 
 

 The large influx of prime working age from both domestic (2/3) and 
external (1/3) sources are a boon. Population forms potential GDP, 
keeps utilization rates of public infrastructure etc up and, as long as 
they do any (even very low-productivity) work, they strengthen public 
finances. But Migration, of course, has an element of initial sunk cost 
investments  
 

 Incentive policies are the only way to adress current woes, and helps 
both domestic outsiders and immigrants 
 

 From an economic standpoint, current policies are doomed to fail 

Migration migraine, conclusions 



A prelude to trade war 

Currency wars 
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NiGEM-simulation: Demonstrating why Sweden is at a risk 

Assuming EUR bn 1100 (shift, no QE-exit or ZLB) and an interest rate depressing effect 
of app. 1 p.p. (calibrated on effects since annonuncement and first few purchases) 

NiGEM reveals that absent further Riksbank policy measures, the SEK will strengthen 

approximately 6% (0.5 krona) to the EUR in the face of ECB QE-measures. (In T-W 
terms the SEK strengthens by more than 4% as it also strengthens to the USD, albeit 
not as much) 

Mainly because of an appreciating exchange rate Swedish inflation falls by as much as 

½ percentage points in the near term (1-2 years). But the negative inflation impact 
dissipates as the Riksbank keeps rates ”lower for [even] longer” and the inflation 
differential eventually turns positive to keep Swedish nominal GDP in line with trend 

Nota Bene, econometric simulations assumes confidence in economic policy (inflation 
target) is intact. Should that assumption be relaxed, Riksbank response must be made 
proportionally more aggressive 
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Currency wars at the ZLB, in theory and in practice 

  There are ample empirical and theoretical research showing that at the ZLB real and 

financial variables become more volatile (since mon pol becomes less potent). But results 

differ depending on if: 1) Unconventional Monetary Policy (UMP) is employed, and/or; if 2) the 

ZLB is considered binding or not 

  UMP is mostly effective, at least in empirical studies (and in theoretical studies where 

confidence in economic policy is intact (or ZLB not binding) – Hence Bernanke’s famous quip 

”The problem with QE is that in works in practice, but it doesn’t work in theory” 

Manipulating the currency, however, works both in practice and in theory. The academic 

discourse on this subject is more focused on whether it is ”beggar-thy-neighbour” policy or 

not. Those in favour for a non zero-sum view often use the no-cost change of inflation 

expectations and a devaluation to commodities as main arguments 
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Debating the currency (I) 

The NiGEM-simulations performed above suggest that the Swedish economy is in for a 
rough ride as the Euro Area tries to wrestle its way out of a liquidity trap 

Additional simulations, calibrated to negate the negative impact from ECB QE pictured 
above, propose that the Riksbank needs to achieve a ”permanent” weakening (credibly 
promise to behave irresponsibly) of the EUR/SEK to  at least10.50  in order to reach 
the inflation target within a two-year horizon 

But the Riksbank and the majority of the economic analysts feel this is unattainable, 

championing the apparent weakness of the SEK from a fundamental perspective: 
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Debating the currency (II) 

But if the SEK is so blatantly weak, why are Swedish exports performing so poorly..? 
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Could it be that the ”traditional” measures of the exchange rate are misleading..? 
We can construct a theoretically more satisfying measure of the real exchange rate 

by deflating the exchange rate with unit labour costs (ULC). 
  And it paints a completely different, and intuitively more consistent, picture of 

post-crisis exchange rate movements – Relatively high wage growth (and low 

productivity) vis-à-vis our competitors (mainly Euro Area) 

Alas, it seems, the Swedish economy is hostage to poor analysis rather than 

suffering from a lack of monetary policy options at the ZLB! 

Debating the currency (III) 
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Period Output 
Labor 

Productivity 

Hours per 

Employee 

Employment 

Rate (to LF) 

Participation 

Rate (to LF) 

Working Age 

Pop 

1980-1996 1.8 1.5 0.5 -0.4 0.0 0.3 

1996-2004 3.1 2.7 -0.3 0.3 0.0 0.4 

2004-2014 1.7 1.1 -0.2 -0.1 0.2 0.9 

Debating the currency, conclusions 
 

Pertaining to the production of ICT-equipment? 

A low current productivity suppress corporate profits, especially in the presence 

of nominal rigidities and a perhaps nominally low, but high ”real”, wage growth – 

This is most likely what has happened in Sweden and why the SEK  – contrary to 

common knowledge – is too strong to help our exports industry (which, to make 

things worse, mainly consist of price takers) 

After a central bank race to the bottom of interest rates and in the absence of a 

global growth spurt of some unknown origin, this implies that economies are now 

left at the whim of the exchange rate impact from direct (FX-intervention) or 

indirect (QE/LSAP etc) currency manipulation by central  banks 

Nonetheless, from a strictly Swedish perspective, boosting the Riksbank FX 

reserve would be a much less risky experiment than any  of the alternatives! 

 



Conclusions 
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Inflation is low and monetary policy close to the ZLB; It’s crunch time for the grandest policy experiment ever!  

QT is darkening the outlook by the day... 

Source: The Riksbank, IMF, OECD and European Commission. Danske Bank calculations 
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What is your take on this issue..? 

And how about that fiscal policy..? 

Source: The Riksbank, IMF, OECD and European Commission. Danske Bank calculations 
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Summary: Risks and chances? 

 GDP-growth should be the one focal point going forward. Activity 
must accelerate! (Since stabilisation policy has now run dry.) 

 …If not, asset prices (id est, expectations on future incomes) are a 
bubble and public debt and deficits even worse than feared! 

 As inflation is virtually zero and rates are at the ZLB, we shall 
soon be released as either real or nominal interest rates will rise 

 Debt-deflation is bad, but ”now-flation ” is worse – the proof of 
permanent damage from the ”great recession” 

 The combination of inflation, high debt, and loss of confidence 
spells disaster: ”Bang-Moment!” 

 Innovation; keeping up productivity and real growth would solve… 

 – Well: EVERYTHING! 
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Summary: Base scenario 

 Standard assumption is stronger international growth, but this 
has run into some resistance. How hard will QT hit? – FED..? 

 Alas, Swedish (goods) exports have not demonstrated any 
cyclical (and the usual) upswing – demonstrating how weak the 
global capex cycle is. We believe this about to change… 

 …Fortunately, the domestic economy is firing on all cylinders; 
consumption and housing investments have been the (unusual) 
benefactor for Sweden (together with tourism) 

 The Riksbank is thus expected to stay put (until…) 

 Worringly, even with a more optimistic outlook, fiscal policy is 
overly expansionary by some SEK bn 100-120 (NIER). Using our 
own views on NAIRU (7%) and pot GDP (1½%) we wind up with 
estimates closer to SEK bn 200! 

 A balance target lessens the need to save by SEK bn 30-40 
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Summary: A word (or two) of caution 

• Concentrate on production – not speculation 

• – Cash is King – Stay liquid, become solvent! Multiply funding sources, try to lock 
in your financiers and dissect customer (access to) liquidity (– can you help?) 

• Reconstruct supply chains to withstand abrupt FX or relative price changes 

• Increase flexibility in terms of both labour and capital 

• Lower required rate of return, but keep capacity constrained – or admit to 
raising risks 

• Stress test investments – “What if..?” [Keynesian uncertainty] 
— Longer period of deflation 
— Hyperinflation 
— Regulatory changes, social unrest, capital controls, large movements in FX and relative 

prices etc 

• Take advantage of new business opportunities arising – but be more 
geographical and demographical aware! 

— Invest in young democratic markets 
— Invest in companies and industries exposed to young democratic markets 
— Beware financial and institutional immaturity of young democratic markets! 
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– Thanks for listening! 

Follow Charon back and forth 
on the Acheron at: 
 

http://twitter.com/r_josefsson 

http://chefekonomen.se 
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