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Coronavirus will hit Sweden hard, force Riksbank to cut rates

The Riksbank indicated a wait-and-see approach when questioned by the Riksdag’s Committee on Finance.

However, we expect the increasing risks and rapid actions by other central banks will cause the Riksbank to

switch strategy and opt to do too much, rather than too little. Therefore, we foresee both a 25bp repo rate cut

and preferential lending to banks with a requirement for on-lending to companies by the April meeting at the

latest, but probably before then. The spread and duration of the virus, as well as the response in terms of pol-

icy, will determine the depth and length of the decline. A likely scenario is that Sweden will have zero growth

this year, and that unemployment will rise to almost 8 percent at year-end.

Major risk of recession

The economic impact of the coronavirus’s spread is
becoming increasingly apparent. Production in
China has plummeted, the whole of Italy is in quar-
antine, air travel has decreased drastically, and un-
certainty on the financial markets has increased dra-
matically. On top of this, the oil price has collapsed.
The continuing spread and duration of the virus, as
well as the response in terms of policy, will determine
the depth and length of the decline. Given the ex-
treme uncertainty about the economic trend, we an-
alyse two possible scenarios with the aid of the Ox-
ford Economics global model.

e Scenario 1: Contained outbreak. The spread
of the coronavirus tails off quickly, and economic
activity in China, South Korea and lItaly starts to
normalise during the second quarter. In this sce-
nario, which is only marginally more serious that
the government’s latest assessment, growth in
Sweden will be 0.4 p.p. lower this year due to the
coronavirus.

e Scenario 2: Pandemic. The infection continues
to spread rapidly in many countries in the first
half of the year. Quarantine, travel bans, and
generally increasing uncertainty hit production
and consumption hard. These developments
lead to a global recession. In Sweden, growth
will be more than 1 p.p. lower this year due to
the coronavirus, and given that growth prospects
were subdued even before the coronavirus out-
break (0.7 percent in our January forecast),
growth will be negative this year. Production
shutdowns and sharply declining demand mean
that redundancy notices and the unemployment
rate will increase dramatically.

The first scenario is increasingly looking like an ex-
pression of hope, while the more serious scenario is
now thundering towards us. At the time of writing, we
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are probably about halfway between the two scenar-
ios. Using our January forecast, this indicates that
there will be zero growth this year, and that unem-
ployment will rise to almost 8 percent at year-end.

The sharp fall in the oil price also means that the in-
flation rate may be zero or even negative later this
year, which will further increase the pressure on the
Riksbank to take action. However, the impact of the
lower oil price on growth will probably be limited.
Normally, in oil-importing countries such as Sweden,
lower fuel prices lead to higher consumption and
growth. However, the fall in the oil price will exacer-
bate uncertainty on the financial markets, dampen-
ing growth. In addition, it is doubtful whether lower
fuel prices will have a major positive impact on con-
sumption, as long as the coronavirus continues to
create uncertainty among households.

Coronavirus scenario — effects on 2020 GDP
Deviation from Handelsbanken’s Jan. forecast, percentage points
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Source: Oxford Economic global model and Handelsbanken.

Riksbank will be “forced” to cut repo rate...

In the past, we have argued that, for the Riksbank to
consider a rate cut, not only would unusually low in-
flation and inflation expectations be needed, but also
a considerably weaker economy. All factors suggest
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that we are rapidly approaching this situation. In ad-
dition, the Riksbank is under considerable pressure
from the fact that more and more central banks have
cut or are expected to soon cut their policy rates, in
order to calm the financial markets and dampen the
economic effects of the coronavirus.

The Riksbank will focus on measures to ensure li-
quidity in the financial system and facilitate the pro-
vision of credit to non-financial companies. We ex-
pect the Riksbank to launch a programme to support
banks’ lending to the corporate sector, similar to the
programme announced by the Bank of England on
Wednesday.

We also believe the Riksbank will be forced to
change its stance, and cut the repo rate by 25bp.
With low inflation and a weak economy, it will be dif-
ficult not to steer monetary policy towards a more ex-
pansive direction. If the spread of the infection con-
tinues and a pandemic materialises (scenario 2), the
Riksbank may cut the repo rate to -0.4 percent in the
first half of the year, and also start to purchase mu-
nicipal, mortgage and corporate bonds.

... but the government has many more tools
at its disposal

The Riksbank’s ability to ease the economic effects
of the coronavirus outbreak will be limited. There-
fore, the Swedish government will take the main re-
sponsibility for helping the economy to survive the
coronavirus outbreak and stimulating it when the
outbreak has tailed off.

Even in times of crisis, the government usually at-
taches great importance to the surplus target, and
respect for EU regulations. In addition, not all the cri-
sis measures are available, which means that, in
some cases, it may take several months before the
actions can be implemented. Therefore, there is a
tangible risk that the stimulus measures will arrive
too late, and that they will be insufficient, meaning
that the decline will be deeper and the recovery
slower.

The government has announced that it will present
an extra Spring Supplementary Budget in the near
future. This will include more money for public au-
thorities, care services, companies, etc. In conjunc-
tion with the Spring Budget Bill, further crisis
measures will probably be presented, if the situation
continues to worsen.
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Possible crisis measures during the coronavirus
outbreak
e More money for municipalities, regions and
public authorities, so that the health services
and other authorities have sufficient resources.

e Giving reasonable compensation to com-
panies that are in quarantine or are signifi-
cantly affected by quarantine, so that they do
not have acute liquidity problems or need to
make staff redundant.

e Giving reasonable compensation to indi-
viduals that are in quarantine or are signifi-
cantly affected by quarantine. This may also
contribute to more social stability and greater
acceptance of various types of quarantine
measures.

e Liquidity-enhancing measures to avoid
bankruptcies in small and medium-sized
enterprises:

o Capital contributions and increased
credit lines for Almi Invest loan providers
and the Swedish Export Credits Guaran-
tee Board.

o Grace periods for tax payments, as re-
gards both employer’s contributions and
VAT.

e Short-time work. The government aims to
broaden the current system for support in the
case of short-time work during difficult eco-
nomic times, so that it also applies when inter-
national events cause temporary crises in indi-
vidual companies or sectors. The principle is
that employees take a cut in working hours
(max. 60%) instead of being made redundant.
The cost of this is split between the employer,
the employee and the state. However, intro-
ducing this proposal is not deemed to be pos-
sible for another month or so — which could be
too late. However, if the economic downturn is
so deep that the National Institute of Economic
Research’s economic tendency survey dips
below 80, the current system for short-term
work could be activated.
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