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SWEDISH INFLATION AND THE RIKSBANK; BOTH SLIGHTLY DOVISH "/

After two months of an increasingly volatile market and an October with the most negative performance since 2008, there is a
demand for alternative investments to generate a return beyond the stock market. This analysis will further describe an approach to
earn this return. Sweden is an archetypical open economy, and its export-oriented companies are doing well. There is no need to
chase the arbitrary 2% inflation target blindly. The Central Bank Of Sweden (The Riksbank) has communicated a possible interest
rate hike, either in December or in February, but there is still uncertainty regarding the rate’s development. According to the
implied probability, a clear majority (78) % of the investors are optimistic and expect an increase in February. Only 7% believes in a
hike in December. The prospect for the future is now more or less included in the market price. Through this, a potential strategy
was created as an opportunity to gain on the incorrect market valuation. This analysis is based on several macro events and predicts
that the interest rate will remain unchanged. The “already included” rate increase must be corrected, and so the bond yield should
fall, the bond price increase. The ultimate execution strategy is to buy a call-option of a futures contract with the Swedish 2-year
bond as the underlying asset. The profit would be the difference in the purchasing price and the selling price of the bond.

Analysts: Ofelia Aspemyr and Julia Hinstrém

> October inflation disappoints, which nudges the SWEDEN INFLATION RATE (CPIF):

likelihood of a rate hike a bit lower. October CPIF
inflation fell to 2.4%. The Riksbank’s forecast of 2.5% 3.0%
has proven to be too optimistic. In a comparison between
the Swedish inflation rate (SWCPYOY Index) and the
Consumer Confidence Index (SWETCI Index), it is  2.0%
possible to see a consistent correlation between the two
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(see graph page 3). Higher consumer confidence often oo

means  increased consumer spending which creates
inflation pressure in the economy. According to history, it 0.5%

is only a matter of time until the inflation decreases. 0.0°
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> The Manufacturing PMI for trading partners are
declining. The Swedish economy is characterized by a
knowledge-intensive and export-oriented manufacturing
sector. Exports of goods and services are reported as EUROZONE MANUFACTURING PMI:
almost 50 percent of GDP. Three-quarters of the premier (Index Value 50 = No change since previous month)
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trading partners exist in the Eurozone with Germany as
the bigget trading partner. Therefore, Sweden is
dependent on the development in Europe; a decreasing
GDP could result in a reduced growth in Sweden. The
purchase price index has declined in both Germany and 58
the BEurozone since 2017 and hasn’t been this low since 5 56
years ago. As a result, the GDP and inflation are about to 54
be affected. But it will also change the volumes of imports 52
they can make. Leading to fewer exports from Swedenand 59
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accordingly to lower inflation and GDP. 48
> Sweden’s gross domestic product (GDP) decreased 46 v o v Vv WV I~ &~ I~ &~ © 0 ©®
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and in comparison with the second quarter of 2018. It was B e S e S S e S
ptimarily household consumption that explained the S ® 3 3 d @™ 3 3 Jd @ oo
decline. ‘This indicates that economic growth is slowing - - -
down, which could lead to lower inflation. The krona is
making Swedes pooter through damaging the putchasing GERMANY MANUFACTURING PMI:
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game plan. strengthen krona co e export-
dependent Swedish economy particulatly hard.
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» Household’s indebtedness is sensitive to increasing
interest rates. Highly indebted households continue to o1
poses to be a great risk for the Swedish economy. The debt
itself is no reason for the Riksbank to not making the rate 56
hike as currently planned. As private consumption has
benefitted from the higher house prices the recent years, 51
the housing market poses a risk for both growth and the
inflation outlook. It can be judged as a disinflationary 40
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After a relatively strong September figure, Swedish inflation reverts to
form. The October inflation fell below the Riksbank’s target; the downside
surprise is not large but continues to be weaker than expected by forecasters.
This is the eight-month out of ten this year that the Riksbank’s forecast
turned out to be too optimistic and they have already cut their inflation
forecasts several times. The inflation tends to follow the consumer
confidence index with a delay. The last four years the consumer confidence
index has been around the bar of the benchmark, even though the inflation
continuously have increased. A consumer confidence below 100 (0 % in the
graph) indicates a pessimistic attitude towards future developments. Higher
consumer confidence normally means more household spending, which
creates a higher inflationary pressure on the economy. As the graph shows,
the consumer confidence index seems to decrease below 0O this year.
However, according to history, it is only a matter of time until the inflation
will decrease. A decrease in inflation leads to uncertainty among decision
makers within the Central Bank that might wait to increase their interest rate
— in fear of supporting an inflation below 2%. Germany is Sweden’s
biggest trading partner with a total trade of 46 503 million U.S. dollar,
compared to the second biggest which is Denmark with 22 060
million U.S. dollar as the total trade. A decrease in Germany’s PMI will affect
the country’s GDP and inflation, and therefore the imports Germany can
make. Sweden’s exports will most certainly get affected negatively, and the
GDP could decrease as well as the inflation.

Sweden’s gross domestic product (GDP) decreased by 0.2 percent in
the third quarter, seasonally adjusted and compared with the second quarter
of 2018. It was primarily household consumption that explained the decline,
but also inventories, and imports. This indicates that economic growth is
slowing down, which could lead to a lower inflation. The GDP is often used
to measure economic performance and is the market value of all final goods
and services produced in a given period of time. A lower GDP indicates a
slow economic growth and therefore a low inflation number in the future.

Household’s indebtedness is sensitive to increasing interest rates. As
the graph shows, the household debt divided by GDP has increased sharply
since a few years back. Household loans often have a floating rate and this
rate is directly correlated with the interest rate, set by the Riksbank. Which
means that it is highly affected by monetary decisions. With a larger amount
of debt a possible rate hike becomes more precarious.

As a result of this analysis, based on several macro events and external
factors, the Central Bank might not go through with their increase of
the interest rate. The inflation could be about to decrease due to a
lower consumer confidence, an unstable indebted housing market, a
weak Swedish Krona and a decreasing economic growth in Europe. If
the Central Bank chooses to stay with the interest rate at the current level,
the expectations of a rate hike in February needs to be adjusted, which affects
the 2-year Swedish Government Yield. This report suggests buying a call-
option on a futures contract that has a 2-year government bond as the
underlying asset, preferably with a maturity date of three months from now
(March). Using a call-option decreases the downside risk of the position. The
downside will be the amount paid for the premium, not the possible decrease
in price in a scenario where the interest rates are increased. The upside will be
the difference in the purchasing price and the selling price of the bond, less
the premium payments. We have chosen the 2-year government bond, since it
is short-term compared to the 10-year government bond, and therefore get
affected to a higher extent by the Riksbank’s monetary actions.
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Ansvarsbegrinsning

Analyser, dokument och all annan information som hérrér frain LINC Research & Analysis (LINC
R&A) dr framstillt i informationssyfte och dr inte avsett att vara radgivande. LINC ér en ideell
organisation (organisationsnummer 845002-2259) och analyser eller annan information som hérrér frin
LINC R&A ska inte betraktas som investeringsrekommendationer.

Informationen i analysen ér baserad pa killor, uppgifter och personer som LINC R&A bedémer som
tillf6rlitliga, men LINC R&A kan aldrig garantera riktigheten i informationen. Den framatblickande
informationen 1 analysen baseras péd subjektiva beddmningar om framtiden, vilka alltid 4r osdkra och
dirfor bor anvindas forsiktigt. LINC R&A kan aldrig garantera att prognoser och framatblickande
estimat kommer att bli uppfyllda. Om ett investeringsbeslut baseras pa information fran LINC R&A
eller person med koppling till LINC R&A, sa fattas dessa alltid sjilvstindigt av investeraren. LINC
R&A fransiger sig dirmed allt ansvar fér eventuell forlust eller skada av vad slag det dn ma vara som

grundar sig pa anvindandet av analyser, dokument och all annan information som hérrér fran LINC
R&A.

Intressekonflikter och opartiskhet

For att sikerstilla LINC R&A’s oberoende har LINC R&A inrittat interna regler, utver detta s dr alla
studenter som skriver f6r LINC R&A skyldiga att redovisa alla eventuella intressekonflikter. Dessa har
utformats f6r att sikerstilla att Finansinspektionens féreskrifter och allminna rdd om

investeringsrekommendationer riktade till allmidnheten samt hantering av intressekonflikter (FFFS
2005:9) efterlevs. Material frin LINC R&A ska aldrig betraktas som investeringsrekommendationer.

Om skribent har ett innehav dir en intressekonflikt kan anses foreligga, redovisas detta 1
informationsmaterialet.

Surigt

LINC R&A har ¢j mottagit betalning eller annan ersittning fOr att gbra analysen.

Upphovsritt
Denna analys 4r upphovstittsskyddad enligt lag och dr LINC R&A’s egendom (© LINC R&A 2017).
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