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Introduction

Abstract In the introductory chapter, Sweden’s financial system is
presented as an example of the interaction between politics and bank-
ing. Sweden implemented banking regulations after World War II,
which initiated a new regulatory regime, and opened for a strong politi-
cal guidance of the financial sector. This chapter discusses the establish-
ment of different financial regulatory regimes from an international
perspective, as well as the nature and rationality of regulations in the
banking sector.

Keywords Sweden - Banking regulation - Macroeconomic regime

In the wake of the financial crisis of 2007-2008, there is substantial
uncertainty about the future of the international economy. Low growth
rates, low inflation, and high unemployment in developed countries
have led to large government debts, zero or even negative interest rates,
and radical monetary actions in the form of quantitative easing (QE).!
The crisis called into question the authority of the theoretical orthodoxy
that financial markets are stable and efficient and that regulations are
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2 M. Larsson and G. Séderberg

inherently harmful to the economy. This doubt, together with the fact
that the crisis originated in the banking sector, has led to a renewed
sense of urgency regarding the issue of bank regulation. On the interna-
tional level, the Basel III regulations have been hammered out in count-
less rounds of negotiations. At the time of this writing, addendums to
the Basel III regulations are still being negotiated, but they will likely be
completed by the end of 2017.

There are concerns, however, that these new regulations are inad-
equate to prevent another crisis. For example, the Financial Times
Martin Wolf quipped that Basel had “labored mightily and brought
forth a mouse.” Similar concerns have been voiced by scholars such
as Anat Admanti and Martin Hellwig, most notably in their book 7e
Bankers' New Clothes.> Conversely, others argue that the new regulations
threaten to suffocate the financial market, making it even less functional
and potentially obstructing general economic growth.*

Although new regulations have been issued, the history of banking
in the twentieth century suggests that the problem is more compli-
cated. Banking, like the economy in general, is a historically evolving
activity. As soon as regulations are in place, banks start to find ways to
circumvent them and in the process create new forms of organizations
and securities.” The epithet “shadow banking” has been coined to cap-
ture this phenomenon. A new macroeconomic regime and the banking
regulations it adopts might thus already be sowing the seeds of its own
dissolution. Edward Kane called this “regulatory dialectics,” noting that
“bureaucratic controls and market adaptation chase each other round
and round, generating additional problems, confrontations, and costs
for society at large.”®

Similar skepticism was inherent in the work of Hyman Minsky.
Minsky’s theories have experienced a renaissance after the crisis. The
Wall Street Journal in 2007 even dubbed the outbreak of the crisis a
“Minsky Moment.”” According to Minsky, the evolution of the bank-
ing sector was a fundamental aspect of the financial economy. In his
most elaborate work, Stabilizing an Unstable Economy, he wrote, “Profits
made by bankers increase as bankers discover ways of increasing the
return on their assets or decreasing the cost of their liabilities. To do
this, banks innovate by introducing new ways of financing business and
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raising funds: new instruments, new types of contracts, and new institu-
tions regularly emerge in a financial system made up of profit-seeking
units.”® The result is a “game” in which “the authorities impose interest
rates and reserve regulations and operate in money markets to get what
they consider to be the right amount of money, and the banks invent
and innovate in order to circumvent the authorities.”® Thus, according
to Minsky, circumvention of the regulations and the constant evolution
of banking caused the reemergence of financial instability in the 1970s.

For the future, the implications are clear: even if we successfully
introduce new, efficient, global and/or national banking regulations
that successfully reduce financial fragility, it is unclear how long the
regulations would remain effective before the banking sector evolved to
circumvent them.

The situation in which we find ourselves today calls for increased
empirical knowledge about the interaction between the banking sec-
tor and regulations. Moreover, it calls for a renewed assessment of past
and previous regulations unconstrained by the doctrines of pre-crisis
orthodoxy.

The Swedish Case

We argue that there is much to learn from the Swedish case in this sit-
uation. The banking regulations implemented by Sweden after World
War II were increasingly circumvented in later decades before being
dismantled entirely in the 1980s, followed by a severe financial crisis
in the early 1990s. In this book, we focus primarily on the regulation
and development of the Swedish banking system. However, no national
financial system is an island. Indeed, in our example, the Swedish finan-
cial system has been closely connected to the development of banking
in international markets, especially the European countries.

In recent years, there has been substantial international interest in the
Swedish banking sector. In his book on international banking develop-
ment, Richard Grossman found Sweden to be “an appropriate subject
for an in-depth study of banking evolution” together with the USA
and Great Britain. After the financial crisis of 2007-2008, Sweden’s
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crisis and recovery experiences in the 1990s were intensely scrutinized
in international media. The Washington Post called Sweden “the rock
star of recovery,” arguing that its recovery provided important insights
for the rest of the world.!® Bloomberg published a piece on its website
titled “Scandinavia’s Banks Hold Crisis Lessons World Can’t Ignore.”!!
As the 2007-2008 crisis was unfolding, the decision of the American
government to bail out the ailing big banks was criticized, with the
Swedish government’s temporary nationalization of banks in 1992 cited
as a counterexample. The New York Times wrote about “Stopping a
Financial Crisis, the Swedish Way.”!2 Economist and blogger Brad De
Long wrote about stopping the financial crisis through “Nationalization
(a la Sweden),”!? an idea that was seconded by fellow economist and
blogger Paul Krugman, who advocated “Sweden-style temporary
nationalization.” !4

We argue that both the crisis in the Nordic countries in the 1990s
and the crisis in the USA in 2007-2008 had deep roots. The regime
change that took place in the 1980s, with its deregulation of the bank-
ing sector, was the culmination of a decades-long banking evolution.
Therefore, to understand these crises, we must go back and study the
evolutionary process of banking since the early twentieth century, par-
ticularly the developments following World War II, the reemergence of
financial instability in a nominally regulated setting in the 1960s and
1970s, and the deregulation movement of the 1980s. If there is much to
learn about Sweden in the 1990s, then there is also much to learn from
its postwar history and the evolving relationship between regulations
and banking. Sweden allows an in-depth study of this process because
the archival material is available from both the central bank and private
banks.

Several studies on the topic of this book have been published in
Swedish. One of the most comprehensive studies of the Swedish finan-
cial system is described in Mats Larsson’s book, Stten och kapitalet
(The state and the capital). His work takes as its starting point the dif-
ferent roles assumed by the state in the financial system: an owner, a
regulator, a controller, a lender of last resort, and a purchaser of finan-
cial services. The author argues that there are strong links between these
different roles and that a change in one or two of the roles can have
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a strong impact on the others. This is obvious during financial crises
and in times of regulatory regime change.15 The present book, however,
extends the analysis in light of the global financial crisis and the present
discussion on banking regulation.

The main reference work on Swedish financial and monetary
policy is the anthology Frin rintereglering till inflationsnorm (From
Interest Rate Regulation to Inflation Norm), published in 1993. In par-
ticular Lars Jonung wrote a chapter that examines the banking reg-
ulations that were introduced in the post-World War II period and
removed in the 1980s. The present authors finds much to admire in
the chapters in this volume, but parts ways with them on the fun-
damental issue of how to view regulations. The previous works are
linked to the orthodoxy of the time in which they were written;
accordingly, the assumption is that banking is essentially like any
other market and therefore a priori should not be regulated. We con-
tend, however, that the interpretation of capital markets as inherently
efficient and equilibrium-seeking is problematic. This does not mean
that the regulations of the post-World War II era should be a model
for the future but rather that we need to reassess the experiences with
these regulations in light of the recent financial crisis. We thus argue
that the events of recent years have challenged the old orthodoxy to
the point that a new study on the experiences of the Swedish banking
regulations is necessary.

The Nature and Rationale of Banking
Regulations

The need to regulate the financial sector arises from two assumptions.
The first is that the financial system is critical to the economy. The sec-
ond is that, judging from historical experiences, the financial sector is
unstable.

Banks are a major source of credit in the economy. In
Sweden in 2016, direct lending by banks accounted for half of
all credit extended by financial institutions.!® Nearly as much
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credit—43%— was extended by mortgage banks many of which are
subsidiaries of banks. Credit is important for several reasons. First, it
allows entrepreneurs to fund new business projects that have the poten-
tial to increase economic growth and employment. Second, it allows
existing businesses to expand or, through the extension of short-term
credit, to manage business transactions more smoothly. Third, it allows
individuals to make purchases that would otherwise have to be delayed
until they had saved enough to afford them. The most important, by
far, of such purchases is housing. The extension of credit to individuals
to enable large purchases generates demand for products in the econ-
omy, which in turn generates production and employment. This con-
nection between banks and general economic activity in society explains
why the economic problems of banks, which may cause them to reduce
their lending to the economy, is highly likely to lead to problems for the
entire economy: if credit is reduced, it is likely that the economy as a
whole will experience a downturn.

Banks also manage a large part of the payment system. They operate
ATM machines that supply cash to the public, and they transfer pay-
ments between accounts after transactions made with cheques or debit
cards. These activities mean that banks, as private for-profit enterprises,
are managing a part of the infrastructure that is necessary for a society
to function.

The two factors described above—the importance of banks for eco-
nomic activity and for upholding the payment infrastructure—explains
why society has a substantial stake in ensuring that the banking sector
is managed in a sustainable manner. If the banking sector could inde-
pendently guarantee both a stable supply of credit and a stable pay-
ments system, regulations would not be necessary. However, experience
suggests that the banking sector cannot manage these important social
functions without socially imposed regulations.!” Some of the reasons
are discussed below.

Banks are highly interconnected. One reason for that is direct: they
tend to lend to one another. If a large bank runs into trouble, it is possi-
ble that the banks that lent money to it are in trouble as well. The other
reason lies in the risk of contagion. If one bank fails lenders, then either
depositors or wholesale lenders such as money market funds may start
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withdrawing money from other banks as well. The reason is that since
lenders do not know the financial status of their banks, they may rush
to withdraw their money, thereby creating a financial crisis that was not
initially there, in a case of self-fulfilling prophecy.

Another inherent instability of the banking sector lies in its business
model. Banks earn profits through lending and therefore have an incen-
tive to maximize lending. Lending, however, is constrained by the abil-
ity of borrowers to repay their loans. If a bank lends too aggressively, it
will sooner or later lend to enterprises and individuals who are unable
to repay their debts. An adverse shift in the general economic perfor-
mance of the economy, which the banking sector cannot directly con-
trol, can lead to increasing unemployment and lower profits for firms,
which in turn might sharply increase the number of loan defaults. If a
large enough share of a bank’s borrowers are unable to repay their debts,
the bank will become insolvent. There is thus a risk that banks will over-
extend themselves and become vulnerable. Aggressive lending can also
create unsustainable asset bubbles when borrowers bid up prices with
borrowed money; these bubbles eventually burst, creating further finan-
cial instability.

The systemic importance of banks means that, in terms of economic
theory, the cost of bank failure is much more expensive for society than
for the individual bank. Banks can, therefore, be expected to invest less
in stability than would be optimal for society as a whole. Because of
the presumed high social costs of bank failure, it is often deemed neces-
sary for governments to step in and save banks in crisis. These banks
are, as the saying goes, “too big to fail.” This perspective gives rise to a
moral hazard problem: Banks may take excessive risks on the premise
that governments will bail them out in the event of trouble. Such bail-
outs can result in costs to taxpayers. This conundrum suggests the need
for regulation to bring banks™ investments in stability closer to a social
optimum.

In conclusion, banking is inherently risky, and the above factors
explain why regulations may be necessary to ensure financial stability,
which is not profitable enough—at least in the short run—for the indi-
vidual banks to ensure it.
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The Concept of Macroeconomic Regime

Throughout this book, we find it useful to apply the concept of a mac-
roeconomic regime. The main attraction of the concept is that it cap-
tures the phenomenon that financial regulations are never implemented
in isolation but rather occur together with other changes in monetary
policy and other areas of policymaking. Thus, a macroeconomic regime
can be described as an overarching goal that establishes the principles
for how the relevant markets will be regulated and how monetary pol-
icy is conducted. Peter Temin defined it as “the underlying principles
that determine most actions.”!® Douglas Forsyth and Ton Notermans
refined the concept, stating that a regime comprises both an overarching
goal and a set of policy instruments—including regulations—to achieve
that goal. They identify three major regimes from 1920 to today: the
interwar gold standard, from 1920 to the mid-1930s; the high-growth
and -employment regime, from the 1930s to the 1970s; and the dis-
inflationary regime, from the mid-1970s to roughly the present.! For
the sake of brevity, we refer to these regimes as the Classical Regime, the
Statist Regime, and the Market Regime.

Each of these regimes had an overarching macroeconomic goal and
a general view of the role in society of the banking sector. The Classical
Regime was dominated by the classical laissez-faire mindset. Central
banks were independent of the government and guaranteed the pur-
chasing power of currencies. The banking sector was relatively unregu-
lated. The overriding priorities were low inflation and stable currencies,
which motivated a restrictive monetary policy. The Statist Regime, in
contrast, subjected central banks and the banking sector to a list of
politically determined goals. Policy was guided primarily by goals for
growth and employment. To reach these goals, the economic policy had
to be adjusted nationally to address specific problems. In the financial
market, these adjustments included a low interest rate policy, credit
control, and increased governmental control of the financial sector.

The Market Regime saw the reemergence of beliefs in the inher-
ent efficiency of markets, the deregulation of banking, the return of
independent central banks, and the primacy of inflation targeting.
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State restrictions were abolished, and market forces became the prime
mover in the financial sector.?

A macroeconomic regime is usually based on, or draws legitimacy
from, some political and theoretical orthodoxy. Thus, the Classical
Regime can be associated with classical liberalism and economic theory;
the Statist Regime with Keynesianism and state-oriented policies; and
the Market Regime with what is commonly referred to as neoliberalism
and more market-oriented theories, such as monetarism, public choice,
and the efficient market hypothesis.

Since a functioning financial system is a prerequisite for the economic
development and the welfare of a nation, it is crucial for macroeconomic
regimes. For this reason, financial markets have often been subject to regu-
lations and controls consistent with the aim of macroeconomic regimes.
However, the all-encompassing structure of a macroeconomic regime is
general economic policy, which is often based on economic theory or spe-
cific aims, such as currency stability. Nonetheless, developments after World
War II showed that regulations and guidelines for the financial system are an
important part of the macroeconomic regime. The macroeconomic regime
therefore includes a sub-regime that is specifically focused on the regulation
of the financial sector. We refer to this as a financial regulatory regime to dis-
tinguish it from the broader concept of macroeconomic regime.?!

The regulatory regime is also connected to other measurements in the
financial sector—for example, currency stability. Hansjorg Herr focuses
on the development of international monetary relations after the col-
lapse of the Bretton Woods system. He notes the vital importance of the
international currency structure for the success of national economic
policy, for example, in trade or income policy.?> Obviously, changes
in currency regulation not only have a strong impact on international
financial relations but also, as we discuss later, affect the activities of
actors in a national financial market.?> Thus, currency regulation and
other financial activities are closely related to general economic pol-
icy. Together, policy goals and regulations form a financial regulatory
regime, which indicates that the financial regulatory regime comprises a
mixture of macro and micro measures.

Financial markets are to some extent regulated, either through legisla-
tion or through agreements among market actors. The definition of a
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financial regulatory regime is directly connected to the role of the offi-
cial policy goals and the implemented policy. Thus, financial regulatory
regimes can be divided into three ideal types that reflect the role of gov-
ernmental regulation and control.?*

The free banking regime style does not involve any extensive govern-
mental activities; rather, market mechanisms and self-regulation govern
the development of the financial system. The early banking systems of
Europe and the USA in the eighteenth and nineteenth centuries, before
the advent of modern central banking and banking regulations, come
closest to this style. The opposite financial regime style is the rozalitar-
ian regime style, in which the financial system is completely integrated
into economic policy. This regime includes detailed legislation and
other measurements to govern the market and leaves very little leeway
for individual activities by actors in the financial market. The financial
systems of the Soviet Union and pre-reform Communist China come
closest to this style. The third financial market regime style is the semi-
regulated regime, which involves governmental legislation of a different
character, for example, laws that limit market activities and the size of
lending. Most developed economies use some form of semi-regulated
regime for their financial system. It enables the government to combine
legislation that promotes the stability of the financial sector with regula-
tions that integrate the financial system with macroeconomic policy or
counteract direct crises.

Thus, the semi-regulated style includes a wide variety of regulatory
regimes wherein governments perform different activities, including the
enactment of legislation and performance of lender of last resort activi-
ties, ownership, and control. The mixture of these activities reflects dif-
ferent degrees of governmental guidance.

Although the composition of regulatory measures reflects the aims
and wishes of the state, legislation in a semi-regulated regime might not
always be totally consistent. Regulatory measures could encourage cer-
tain new business activities while hampering others. In the same way,
regulatory measures might be designed either to promote structural
changes such as mergers and acquisitions or to hamper these activities.’
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Aim of the Study

The overall purpose of this study is to analyze the development of the
Swedish financial regulatory regime from the early twentieth century
to the present day. Our particular focus is on the period following the
Second World War. In the late 1940s and early 1950s, new regulations
and restrictions implemented in the financial market were closely con-
nected to governmental policy aims. These restrictions implied exten-
sive control of the financial market—including not only banks but
also insurance companies—and served as a complement to traditional
legislation, which regulated, for example, bank establishment, business
activities, and accounting (see Chap. 2). These regulatory measures,
which were implemented by the Swedish central bank (the Riksbank),
were important components of government policy for 30 years, lasting
until the deregulation of the financial market in the early 1980s.

The political side of financial regulation is important, and the period
of analysis is an exceptional one. During the years 1950-2015, the
regulation of Sweden’s financial system underwent two fundamental
changes, going from a period of relative freedom to one of strict con-
trol, then, in the 1980s, back to a more liberal financial market. These
changes were linked directly to general government policy. Thus, the
regulatory regime during 1950-1980—with few exceptions—coin-
cided with the reign of the Social Democratic Party. When the Social
Democrats came to power again in the 1980s, it presided over a change
in policy and continued to deregulate the financial market.

This development will be analyzed to answer several questions that
are relevant today. First, how was the Riksbank regulation constructed,
and what role did the banks play in its construction? In this regard, a
key issue is the degree to which the banks were able to extract benefits
from these regulations. Should we view the regulations as being forced
on the banks from above or as a process in which special interests were
able to capture the regulatory apparatus for their own benefit?

Other questions relate to shadow banking and regulatory dialectics.
To what extent were the banks able to circumvent regulations? How did
they circumvent regulations in practice?
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At present, there is concern that the new regulations will harm eco-
nomic growth. We therefore ask the following question: what were the
economic consequences of the Riksbank regulation?

Outline of the Study

In Chap. 2, we present the political and economic background of the
postwar regulatory regime in Sweden. The great depression of the 1930s
had profound effects on political and economic establishments and
on the theoretical framework for understanding finance and banking.
In Sweden, these effects coincided with the beginning in 1932 of the
long hegemonic position of the Social Democratic Party as the domi-
nant—although far from unrivaled—political force in Swedish soci-
ety. The outbreak of World War II and the introduction of war finance
served to further accentuate these tendencies. After the war, the Social
Democratic government prepared to reshape Sweden into the “People’s
Home” (Folkhemmet). Chapter 2 also discusses the political and eco-
nomic landscape of the late 1940s, when the new regime took shape.
The main question addressed is the degree to which these changes were
driven by ideology and/or pragmatic interpretations of the situation.

Chapter 3 discusses the introduction of the regulations enforced by
the Swedish central bank, the Riksbank, and its political background. It
analyzes the game played by the Ministry of Finance, the central bank,
and the commercial banks and explores how the regulations were cre-
ated through these negotiations. A key question is the degree to which
the banks were able to extract benefits from these regulations. Should
we view the regulations as being forced on the banks from above or as
a process in which special interests were able to capture the regulatory
apparatus for their own benefit? This question has a consequential role
in the discussion of the nature of regulation.

Chapter 4 focuses on the interaction between the economic develop-
ment of the period and the regulatory setting. It begins by examining
the internationalization of central banking and the end of interest rate
policy, followed by the increased tension between the banks and the
central bank.
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Chapter 5 examines regulatory changes both in Sweden and inter-
nationally. Domestically, several factors gradually changed the banking
landscape, which led to adjustments to the post-World War II regula-
tory framework. Internationally, the main topics covered are the crum-
bling of Bretton Woods and the oil crisis. These events set the stage for
dramatic changes in the Swedish banking sector

Chapter 6 discusses the deregulation of Swedish financial markets
and the introduction of the Market Regime. The driving forces behind
this regulatory change are analyzed, along with its consequence in
Sweden: the financial crisis of the early 1990s. The experience of this
crisis is analyzed in detail, especially the manner in which Sweden han-
dled it, which received much international attention.

Chapter 7 describes developments after the crisis in the 1990s
through 2015. The Swedish banking sector expanded considerably,
especially with respect to its cross-border activities. The global finan-
cial crisis in 2008 placed stress on the sector, particularly because of its
engagement in the Baltic States, and a series of precautionary steps were
taken by the Swedish government and the Riksbank. A global re-regula-
tory agenda implemented after the crisis has been very important to the
Swedish financial system.

Chapter 8, which concludes the book, summarizes the long-term
consequences of the different regimes. It explains how the banking
sector adjusted to the regulations and the extent to which the regula-
tions harmed competition. This chapter also analyzes the consequences
of deregulation in the 1980s. It ends by considering the question of
whether a new macroeconomic regime is being initiated.

Notes

1. See, for instance, Mehrling, New Lombard Street.

2. Wolf, Martin. 2010. “Basel: The mouse that did not roar”. Financial
Times. http://www.ft.com/cms/s/0/966b5e88-c034-11df-b77d-00144feab
49a.html#axzz3Etg9InFqt. Accessed on April 23 2017.

3. Admati and Hellwig, Bankers’ New Clothes.


http://dx.doi.org/10.1007/978-3-319-61851-7_5
http://dx.doi.org/10.1007/978-3-319-61851-7_6
http://dx.doi.org/10.1007/978-3-319-61851-7_7
http://dx.doi.org/10.1007/978-3-319-61851-7_8
http://www.ft.com/cms/s/0/966b5e88-c034-11df-b77d-00144feab49a.html#axzz3Etg9nFqt
http://www.ft.com/cms/s/0/966b5e88-c034-11df-b77d-00144feab49a.html#axzz3Etg9nFqt

14

oW

11.

12.

13.

14.

15.
16.
17.

18.
19.
20.

M. Larsson and G. Séderberg

See, for instance, Imeson, Michael. 2012. “Over-regulation threatens
to capsize US financial sector”. The Banker. http://www.thebanker.
com/World/Americas/US/Over-regulation-threatens-to-capsize-US-
financial-sector?ct=true. Accessed on February 27 2017.

Grossman, Unsettled Account, 18.

Kane, “Accelerating Inflation”.

Lahart, Justin. 2007. “In Time of Tumult, Obscure Economist Gains
Currency”. The Wall Street Journal. http://online.wsj.com/news/
articles/SB118736585456901047. Accessed on April 23 2017.

Minsky, Stabilizing an Unstable Economy, 81.

Minsky, Stabilizing an Unstable Economy, 279.

. Irwin, Neil. 2011. “Five economic lessons from Sweden, the rock star

of the recovery”. The Washington Post. http://www.washingtonpost.
com/business/economy/five-economic-lessons-from-sweden-the-rock-
star-of-the-recovery/2011/06/21/AGyu]3iH_story.html. Accessed on
April 23 2017.

Magnusson, Niklas. “Scandinavia’s Banks Hold Crisis Lessons World
Can't Ignore”. Bloomberg. http://www.bloomberg.com/news/2013-11-
07/scandinavia-holds-bank-crisis-lesson-world-should-heed-cfa-says.
heml. Accessed on April 23 2017.

Dougherty, Carter. 2008. “Stopping a Financial Crisis, the Swedish
Way”. The New York Times. http://www.nytimes.com/2008/09/23/
business/worldbusiness/23krona.html?_r=28. Accessed on April 23
2017.

DeLong, Brad. 2008. “Time Not for a Bailout, But for Nationalization”.
Bradford-delong-com. http://delong.typepad.com/sdj/2008/09/time-not-
for-a.html. Accessed on April 23 2017.

Krugman, Paul. “The good, the bad, and the ugly”. The New York
Times. http://krugman.blogs.nytimes.com/2008/09/28/the-good-the-
bad-and-the-ugly/. Accessed on April 23 2017.

Larsson, Staten och kapitalet.

Sveriges Riksbank, Svenska finansmarknaden, 63.

The passage that follows is based on Llewellyn, “Economic Rationale
for Financial Regulation”.

Temin, Lessons from the Great Depression, 5.

Forsyth and Notermans, Regime Changes, 41-42.

Forsyth and Notermans, Regime Changes, 41-42.


http://www.thebanker.com/World/Americas/US/Over-regulation-threatens-to-capsize-US-financial-sector%3fct%3dtrue
http://www.thebanker.com/World/Americas/US/Over-regulation-threatens-to-capsize-US-financial-sector%3fct%3dtrue
http://www.thebanker.com/World/Americas/US/Over-regulation-threatens-to-capsize-US-financial-sector%3fct%3dtrue
http://online.wsj.com/news/articles/SB118736585456901047
http://online.wsj.com/news/articles/SB118736585456901047
http://www.washingtonpost.com/business/economy/five-economic-lessons-from-sweden-the-rock-star-of-the-recovery/2011/06/21/AGyuJ3iH_story.html
http://www.washingtonpost.com/business/economy/five-economic-lessons-from-sweden-the-rock-star-of-the-recovery/2011/06/21/AGyuJ3iH_story.html
http://www.washingtonpost.com/business/economy/five-economic-lessons-from-sweden-the-rock-star-of-the-recovery/2011/06/21/AGyuJ3iH_story.html
http://www.bloomberg.com/news/2013-11-07/scandinavia-holds-bank-crisis-lesson-world-should-heed-cfa-says.html
http://www.bloomberg.com/news/2013-11-07/scandinavia-holds-bank-crisis-lesson-world-should-heed-cfa-says.html
http://www.bloomberg.com/news/2013-11-07/scandinavia-holds-bank-crisis-lesson-world-should-heed-cfa-says.html
http://www.nytimes.com/2008/09/23/business/worldbusiness/23krona.html%3f_r%3d2%26
http://www.nytimes.com/2008/09/23/business/worldbusiness/23krona.html%3f_r%3d2%26
http://delong.typepad.com/sdj/2008/09/time-not-for-a.html
http://delong.typepad.com/sdj/2008/09/time-not-for-a.html
http://krugman.blogs.nytimes.com/2008/09/28/the-good-the-bad-and-the-ugly/
http://krugman.blogs.nytimes.com/2008/09/28/the-good-the-bad-and-the-ugly/

1 Introduction 15

21. Forsyth and Notermans, Regime Changes; Perez, “‘Strong’ States and
‘Cheap’ Credit”.

22. Herr, “International Monetary System and Domestic Economic
Policy”.

23. For an extensive discussion about regime changes, see Forsyth and
Notermans, Regime Changes.

24. The following discussion about regulatory regime styles is based
on Goodhart and Illing, “Introduction”; Larsson and Wallerstedt
“Reglering av bank”.

25. Llewellyn, “The Economic Rationale for Financial Regulation”;
Llewellyn, “A Regulatory regime for Financial Stability”.

References

Electronic sources

DeLong, B. (2008). Time not for a bailout, but for nationalization. Bradford-
delong-com.  http://delong.typepad.com/sdj/2008/09/time-not-for-a.html.
Accessed 23 Apr 2017.

Dougherty, C. (2008). Stopping a financial crisis, the Swedish way. 7he
New York Times. heep://www.nytimes.com/2008/09/23/business/
worldbusiness/23krona.html?_r=28&. Accessed 23 Apr 2017.

Imeson, M. (2012). Over-regulation threatens to capsize US financial sec-
tor. The Banker. http:/[www.thebanker.com/World/Americas/US/Over-
regulation-threatens-to-capsize-US-financial-sector?ct=true. Accessed 27
Feb 2017.

Irwin, N. (2011). Five economic lessons from Sweden, the rock star of the
recovery. The Washington Post. http://www.washingtonpost.com/business/
economy/five-economic-lessons-from-sweden-the-rock-star-of-the-recov-
ery/2011/06/21/AGyuJ3iH_story.html. Accessed 23 Apr 2017.

Krugman, P. (2017). The good, the bad, and the ugly. 7he New York Times.
http://krugman.blogs.nytimes.com/2008/09/28/the-good-the-bad-and-the-
ugly/. Accessed 23 Apr 2017.

Lahart, J. (2007). In time of tumult, obscure economist gains currency. 7he Wall
Street Journal. huep://online.wsj.com/news/articles/SB118736585456901047.
Accessed 23 Apr 2017.


http://delong.typepad.com/sdj/2008/09/time-not-for-a.html
http://www.nytimes.com/2008/09/23/business/worldbusiness/23krona.html%3f_r%3d2%26
http://www.nytimes.com/2008/09/23/business/worldbusiness/23krona.html%3f_r%3d2%26
http://www.thebanker.com/World/Americas/US/Over-regulation-threatens-to-capsize-US-financial-sector%3fct%3dtrue
http://www.thebanker.com/World/Americas/US/Over-regulation-threatens-to-capsize-US-financial-sector%3fct%3dtrue
http://www.washingtonpost.com/business/economy/five-economic-lessons-from-sweden-the-rock-star-of-the-recovery/2011/06/21/AGyuJ3iH_story.html
http://www.washingtonpost.com/business/economy/five-economic-lessons-from-sweden-the-rock-star-of-the-recovery/2011/06/21/AGyuJ3iH_story.html
http://www.washingtonpost.com/business/economy/five-economic-lessons-from-sweden-the-rock-star-of-the-recovery/2011/06/21/AGyuJ3iH_story.html
http://krugman.blogs.nytimes.com/2008/09/28/the-good-the-bad-and-the-ugly/
http://krugman.blogs.nytimes.com/2008/09/28/the-good-the-bad-and-the-ugly/
http://online.wsj.com/news/articles/SB118736585456901047

16 M. Larsson and G. Séderberg

Magnusson, N. (2017). Scandinavias banks hold crisis lessons world can’t
ignore. Bloomberg. http://www.bloomberg.com/news/2013-11-07/scandina-
via-holds-bank-crisis-lesson-world-should-heed-cfa-says.html. Accessed 23
Apr 2017.

Wolf, M. (2010). Basel: The mouse that did not roar. Financial Times.
heep://www.ft.com/cms/s/0/966b5e88-c034-11df-b77d-00144feab49a.
html#axzz3Etg9nFqt. Accessed 23 Apr 2017.

Literature

Admati, A. R., & Hellwig, M. (2013). 7he bankers new clothes. Princeton, NJ:
Princeton University Press.

Forsyth, D. J., & Notermans, T. (1997). Regime changes. Macroeconomic policy
and financial regulation in Europe from the 1930s ro the 1990s. Providence:
Berghahn Books.

Goodhart, C. A. E., & Illing, G. (2002). Introduction. In C. A. E. Goddhart
& G. llling (Eds.), Financial crises, contagion and the lender of last resort.
Oxford: Oxford University Press.

Grossman, R. (2010). Unsettled account: The evolution of banking in the indus-
trialized world since 1800. Princeton: Princeton University Press.

Herr, H. (1997). The international monetary system and domestic eco-
nomic policy. In D. J. Forsyth & T. Noterman (Eds.), Regime changes.
Macroeconomic policy and financial regulation in Europe from the 1930s to the
1990s. Providence: Berghahn Books.

Kane, E. (1981). Accelerating inflation, technological innovation and the
decreasing effectiveness of banking. Journal of Finance, 36, 355-367.

Larsson, M. (1998). Staten och kapitaler — det svenska finansiella systemet under
1900-taler. Stockholm: SNS forlag.

Larsson, M., & Wallerstedt, E. (2015). Reglering av bank, forsikring och
revision, traditioner och trender. In P Ohman & H. Lundberg (Eds.),
Trovirdighet och fortroende i ekonomiska relationer. Lund: Studendlitteratur.

Llewellyn, D. T. (1999, April). The economic rationale for financial regulation.
Financial Services Authority Occasional Paper Series.

Llewellyn, D. T. (2001). A regulatory regime for financial stability
(Oesterreichische Nationalbank Working Paper no 48).

Mehrling, P. (2011). 7he new Lombard Street: How the fed became the dealer of
last resort. Princeton: Princeton University Press.


http://www.bloomberg.com/news/2013-11-07/scandinavia-holds-bank-crisis-lesson-world-should-heed-cfa-says.html
http://www.bloomberg.com/news/2013-11-07/scandinavia-holds-bank-crisis-lesson-world-should-heed-cfa-says.html
http://www.ft.com/cms/s/0/966b5e88-c034-11df-b77d-00144feab49a.html#axzz3Etg9nFqt
http://www.ft.com/cms/s/0/966b5e88-c034-11df-b77d-00144feab49a.html#axzz3Etg9nFqt

1 Introduction 17

Minsky, H. (2008). Stabilizing an unstable economy. New York: McGraw Hill.

Perez, S. (1997). “Strong” states and cheap credit: Economic policy strat-
egy and financial regulation in France and Spain. In D. ]J. Forsyth & T.
Notermans (Eds.), Regime changes. Macroeconomic policy and financial regu-
lation in Europe from the 1930s to the 1990s. Providence: Berghahn Books.

Sveriges Riksbank. (2016). Den svenska finansmarknaden. Stockholm: Sveriges
Riksbank.

Temin, P. (1989). Lessons from the grear depression. Cambridge, MA: MIT Press.



2

The Transition from the Classical Regime
to the Statist Regime: 1900-1950

Abstract The political and economic background of the postwar
regulatory regime in Sweden is discussed in this chapter. The great
depression of the 1930s had profound effects on the political and
economic establishments as well as on the theoretical framework of
economics. In Sweden, these effects coincided with the beginning in
1932 of the long hegemonic position of the Social Democratic party as
the dominant—though far from unrivaled—political force in Swedish
society. The outbreak of World War II and the introduction of war
finance further served to accentuate these tendencies. After the war, the
Social Democratic government prepared to reshape Sweden into the
“People’s Home” (Folkhemmet).

Keywords Gold standard - Social democracy - Sweden - Banking
regulation

The story begins during the Classical Regime. Sweden adopted the gold
standard in 1873 in a monetary union with Denmark and Norway. Its cen-
tral bank, the Riksbank, was created as a private for-profit bank in 1657
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but, after going bankrupt, was taken over by the government in 1668.
Government ownership made the Riksbank different from central banks
elsewhere; in some countries, central banks were not nationalized until
after World War IL.! With the growth of the banking sector, the govern-
ment and the Riksbank gradually began to find their respective roles in the
financial system.

Historical Background of the Swedish Banking
Sector

Economic growth in Sweden accelerated after the 1860s, especially dur-
ing the decades around 1900, when it was very high compared with
other European countries. At the same time, urbanization increased
along with the need for new dwellings and developed public services.
Between 1893 and 1900, industrial production approximately doubled,
primarily through expansion of the engineering and pulp industries.
This growth increased the demand for capital as well as the need for
a smoothly working financial system. As early as the 1880s, structural
problems in the functioning of the financial system were identified,
one of which was lack of capital. At the end of the nineteenth century
and beginning of the twentieth century, Swedish foreign debt increased
rapidly and was among the highest in the world on a per capita level.
This capital was used primarily to establish the national infrastructure.
However, from a national perspective, it was necessary for Sweden to
meet the general need for capital using available resources. This was
accomplished through a combination of governmental involvement
and regulations and with the help of financial intermediaries on the
open market.?

To develop the financial market and make it easier to acquire capital for
investments, several fundamental legislative changes were made during the
last decade of the nineteenth century and in the early twentieth century. Of
fundamental importance was the Riksbank’s concentration on central bank-
ing activities, which left lending on the open market to banks, savings banks,
and insurance companies. The Riksbank focused instead on interest rate pol-
icy and note issuing, which was centralized at the Riksbank in 1903.
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By 1892, savings bank legislation had been revised. The revised law
included several limitations on savings banks’ activities. Specifically,
their lending was to focus on private persons and small-scale businesses,
such as family farms and handicrafts. It was important that the savings
banks’ capital be invested safely, including in bonds. The majority of
the savings banks’ deposits came from the working and middle classes.
Savings banks were seen as important players in the fostering of disci-
pline and education among the working class in particular.*

Introduction of Early Regulations

The regulation of banks and insurance companies also underwent exten-
sive changes in 1903. For insurance companies, the 1903 legislation was
the first law to address both mutual and joint stock companies. The new
law was initially planned to be implemented in the 1880s, but a desire
to coordinate Swedish regulation with new legislation in Denmark and
Norway delayed its introduction. The new insurance law eliminated the
differences between mutual and joint stock companies and thus stabi-
lized the entire insurance industry. Of special importance was stricter
regulation of life insurance companies’ investments to help secure
policyholders’ capital.”> The 1903 insurance law was replaced by new
legislation 1948.

New legislation for banks was also introduced in 1903. Compared
to insurance companies, banks were given a larger degree of freedom in
their investment activity as well as in their ordinary business. Through
the regulation of liquidity and solidity, banks were more economically
stable than they were before the legislation. Thus, the capital require-
ments for establishing banks were increased, which led to a merger
wave among the smaller banks. The stricter capital requirements were
intended to make banks more resistant to economic turbulence and
hence lower risk in the financial system. This goal was consistent with
the wishes of both the government and the newly established Bank
Inspection Board (Bankinspektionen), which was responsible for bank
supervision.
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The bank legislation of 1903 was in place for only eight years; in
1911, a new bank law was introduced that imposed stricter liquidity
requirements. The new legislation also opened the door to a new busi-
ness activity because it gave large banks permission to own and trade
shares, albeit with certain restrictions. Behind this new regulation lay
the German model of universal banking, which had supporters in
Swedish industry and among the large banks. From a general perspec-
tive, the Swedish legislation was ahead of regulations in several other
European countries, especially in the promotion of economic stability
and liquidity among banks. The bank legislation of 1911 remained in
place until 1955, when a new regulation was enacted that in large part
was identical to or based on the 1911 law.°

As discussed above, the Swedish financial system underwent extensive
changes around 1900. Increased demand for capital in local communi-
ties and industry and for infrastructure investments had increased pres-
sure on the financial system.

New legislative measures were introduced as a means to address these
issues, resulting in a more controlled but better secured financial system.
These regulations resulted in a financial system in which banks were the
main providers of capital for industry and trade while savings banks
extended credit to individuals and small-scale businesses. Together with
the insurance companies, the savings banks also purchased bonds issued
by the state, mortgage companies, and private enterprises. The state,
primarily through legislation and bank and insurance inspection boards,
propelled a gradual change from self-regulation to a larger degree of
state control. In addition, the different actors in the financial market
were locked into specific customer groups for several decades.

Problems and Crises of the Early Twentieth
Century

For decades before World War I, the gold standard had been associated
with financial stability. National currencies and the domestic purchasing
power of money were convertible into gold at a fixed value. This regime,
which was intended to automatically adjust imbalances in financial
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flows between countries, was the embodiment of the established ortho-
doxy at the time. In today’s terminology, it was a disinflationary system
that favored stable currencies over high employment. Central banks,
most of which at that time were privately owned, were viewed as tech-
nical institutions that upheld a mostly automatic operating system.
However, research has shown that the gold standard, in contrast to its
official image, was not an automatic system but instead relied on con-
stant interventions by and cooperation among national central banks.”
Nevertheless, the official image provided considerable legitimacy for
central banks and freedom from political interference in the realm of
finance.®

With the outbreak of World War I in 1914, a number of countries,
including Sweden, took their currencies off the gold standard. As World
War II would do later, the First World War profoundly changed the set-
ting of both the international and Swedish political and economic land-
scapes. War regulations forced the government to take a more active role
in the economy, leading to government intervention on a scale previ-
ously unseen. Politically, food riots and the revolution in Russia sent
shockwaves across the world. An extension of the franchise removed
the acute threat of revolutionary efforts by the Social Democratic Party,
which had been created in 1889, and set it on the path of political
reformatory hegemony. Its more orthodox Socialist wing broke out and
formed a more revolution-oriented party. A similar split of the Socialist
movement occurred internationally.’

In the years after the war, Sweden was hit by a deflation crisis. Large
credit extensions to the business sector led to massive losses for banks.
Two of the largest banks, Svenska Handelsbanken and Skandinaviska
Kreditaktiebolaget, barely managed to avoid government injections of
capital in exchange for ownership. Debentures were issued and pragmatic
exceptions from regulations were granted, allowing the banks to treat
the debentures as equity to fulfill their capital requirements. The govern-
ment did, however, nationalize the failing agricultural bank AB Svenska
Lantmdénnens bank and injected capital in AB Nordiska Handelsbanken in
exchange for half ownership. It is likely that the government’s demon-
strated willingness to inject capital into banks when needed lent confi-
dence to the banking sector and helped to stem the crisis.
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The deflation crisis led to discussion about the need to increase regu-
lation. In 1922, the head of the Ministry of Finance stated that it was
“obvious” that the banking system was flawed, especially because of
“the risks and other inconveniences...connected to the banks™ liberal
financing of speculations in securities.”!® However, he added that “it is
not equally obvious which actions can and should be taken in order to
establish a more sound economic order...”!! A government committee,
delivering its results in 1927, voiced concern that liberal credit exten-
sion resulted in both massive losses for banks and inflationary tenden-
cies. However, as the deflation crisis faded toward the mid-1920s, the
regulatory momentum was lost and only marginal regulatory changes
were made.!? Nevertheless, the direct interventions and the discussions
about a tightening of the bank regulatory framework can be seen as the
first signs that the comparatively liberal approach consistent with the
Classical Regime was starting to unravel.

The Origin of a New Economic Policy

The economic troubles of the early 1920s led to increased criticism of
the economic system. Some viewed the experiences of the war econ-
omy as a blueprint for a functional non-capitalist planned economy.
There was also criticism of the principles of the gold standard. In 1923,
John Maynard Keynes called the gold standard a “barbarous relic” that
was not up to “the requirements of the age.”!? Nevertheless, countries
reverted to the gold standard, including Sweden, officially, in 1924.
In many countries, the reversion was followed by deflation and severe
contractions, but in Sweden, the price of reversion was relatively small.
The reason for the difference was probably that the deflation crisis of
1920-1922 had already done much of the disinflationary work of the
regime.'* Regardless, the gold standard could no longer guarantee
financial stability. The reasons that the gold standard in the interwar
years did not function as well as it had before the war have been widely
debated.?

The postwar crisis of the 1920s was not enough to break the gold
standard regime. However, the crisis that started on the New York Stock
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Exchange in 1929 and developed into the Great Depression proved to
be sufficient. Great Britain went off the gold standard in September
1931. The Swedish government, assisted by a large loan from Marcus
Wallenberg, the head of the Stockholms Enskilda Bank (SEB), made a
desperate effort to cling to gold but relented within a month. The subse-
quent rapid devaluation of Swedish currency likely gave exports a boost
and helped Sweden to make a comparatively quick economic recovery.

On the political scene, the dominant event was the beginning of the
Social Democratic hegemony, which remained the main government-
controlling party until 1976. Through a deal with the Agrarian Party,
Social Democrats were able to form a government in 1932 and began to
initiate public work projects to increase employment.

The economic policy implemented by the Social Democrats in
the 1930s, its inspiration and its effects have been topics of lengthy
debate.!® Did the policy emerge from the old theoretical framework
of socialism and its insistence on the recurring crises of capitalism?
Or was it spawned by the new economic ideas associated with British
Liberals such as Keynes or the home-spun Swedish Stockholm School?
The Marxist doctrine, out of which Social Democracy emerged, did cite
the periodically recurring lack of demand as a key flaw of capitalism
that would eventually lead to its demise. However, the notion that the
goal was not to overthrow the existing order during a crisis but rather
to actively manage the system was a profound break with Marxist doc-
trine. This notion had been discussed sporadically by Social Democrats
at least since 1908.17

Another major ideological influence was developments among liber-
als in Britain who started to question the tenets of classical liberalism
in favor of what they considered a more socially responsible liberalism.
Bertil Ohlin, a key member of the “Stockholm School,” was deeply
influenced in his youth by Keynes’ 1926 book, 7he End of Laissez-
faire.'® Another book produced by British Liberals (with the involve-
ment of Keynes) was the 1928 British Liberal Party manifesto, the
so-called Yellow Book. This book was well received by Swedish Social
Democrats, who viewed it as confirmation that their gut-felt suspi-
cions about unfettered capitalism could be intellectually supported.
Tage Erlander, the Social Democratic Party leader and prime minister
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from 1945 to 1969, expressed the relationship among Swedish Social
Democracy, 7he Yellow Book and theory in the 1930s as follows:

A bridge had been built over the gap between Socialism’s will to act and
its demand that its policies should rest on a solid theoretical ground.
... The battle between Liberalism and Socialism belonged to the past...
The Yellow Book did not contain anything new to us Social Democrats.
It reconnected to thoughts that had been present earlier in the workers’
movement, but it filled us with self-esteem. It was we who had the real
theory, not our opponents. Our satisfaction became even greater when,
during the 1930s, the young Swedish economists Gunnar Myrdal and
Bertil Ohlin supported the theory of active employment. The era of ideo-
logical bewilderment was over.!?

The Social Democrats and Financial Regulation
in the 1930s

In finance, the main event was the so-called Krueger crash in 1932.
Ivar Kreuger built a financial empire based on financial innovation and
fraudulent accounting. In 2007, the Economist anointed Kreuger “the
patron saint of sinners” and “arguably the most brilliant and ambi-
tious swindler who ever lived.”?® In exchange for a grant of a national
monopoly on the production of matches, Kreuger offered loans to gov-
ernments around the world. The money came from investors and banks
who bought into the scheme because they expected the match monop-
oly to generate huge profits. This scheme sounds far-fetched today, but
one must bear in mind that this was an era in which a large part of
the population were habitual smokers and cooking was done with gas
ovens. When the profits failed to materialize, Kreuger attempted to keep
his empire afloat by borrowing increasing amounts of money, paying
out dividends to investors using borrowed money. In 1932, when the
situation became unsustainable, Kreuger shot himself, unleashing a fall
in the value of stocks and securities that were to a large extent owned
by banks in Sweden. The losses threatened the survival of the banks.
For the fledgling Social Democratic government, the situation was
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problematic: Should they assist in a bailout of profligate financial capi-
talism in the middle of a depression? The answer was yes. The Minister
of Finance, Ernst Wigforss, defended the bailout by saying that the
demise of the ailing banks would cause too much damage to the econ-
omy.?! In other words, the fledgling Social Democratic government fol-
lowed the doctrine of “too big to fail.”

A month after Kreuger’s suicide, a government commission was cre-
ated. The continuity from earlier decades was clear. The commission
returned to the question that had been left unresolved after the defla-
tion crisis in the 1920s and acknowledged the ideological problem of
regulation:

Legislation is here faced with the delicate task of making a trade-off
between, on the one hand, the interest of the public in exercising control
over the banks...and, on the other hand, the interest of the banks to be
allowed, like any other private enterprise, to freely operate their business
without restrictions that might hinder their sound development.??

The result, however, was a tightening of the regulatory framework,
including the abolishment of banks™ right to own and speculate in
stocks.?3 Tt is unlikely that the 1932 regulatory reform was linked to
the ideological vision of Social Democracy; rather, it was a continua-
tion of concerns that went back at least to the beginning of the century.
The events of the 1930s provided enough momentum to push through
the changes. Compared to the regulations that had been introduced
in the USA—some of them also following the Kreuger debacle—the
Swedish financial markets can still be described as liberal in the tradi-
tional sense.’*

On the macrolevel, the gold standard had a pseudo-existence, with
its resumption deferred year after year. Relying on advice from aca-
demic economists, a price-level targeting system that has been described
as a precursor of the inflation targeting of later decades was attempted.
Instead, however, the currency was soon fixed to the British pound,
because at that time Great Britain was the largest trading partner. The
task of monetary policy, however, still lay very much in the hands of a
relatively independent central bank. The governor of the central bank
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at the time, Ivar Rooth, wrote in his memoirs that he experienced no
major conflicts with the Social Democrats during the 1930s.%°

The indefinite deferment of the gold standard led to a vacuum in
the framework of monetary policy. Dag Hammarskjold, the future
leader of the United Nations, was already working at the Department
of Finance when he was recruited to the Riksbank as Rooth’s advi-
sor. In 1935, Hammarskjold presented a lecture at a meeting of the
Swedish Bankers’ Association in which he expounded on monetary
policy without the gold standard. The advantage of the gold stand-
ard, he argued, was that it functioned like an automatic machine that
legitimized non-interference by politicians in the realm of monetary
policy. Without the gold standard, there was nothing to prevent
interference from politicians. A new source of legitimacy and guid-
ance for monetary policy was therefore to be found in the emerging
profession of economists like him, who were lending central banks
their expertize.26 As mentioned above, subsequent research has
shown that the gold standard did not actually work in this way, but
Hammarskjold was probably right to recognize the rhetorical power
of the supposed machine-like character of the system. In a telling
anecdote, a British cabinet member, when told that Britain went off
the gold standard, is said to have exclaimed, “Nobody told us we
could do this!”?” In the 1930s, politicians and economists gradually
became accustomed to the notion of a functioning economy without
the gold standard.

As they did with financial policy, the Social Democrats in the
1930s mostly continued the housing policy of earlier years. However,
housing started to emerge as the main concern and would become a
matter of great importance in the financial system after World War
II. In their highly influential book, Crisis in the Population Question
(Kris i befolkningsfragan), Gunnar Myrdal and his wife, Alva (the
former already a professor of economics and an important advisor
to Wigforss), identified the construction of a large amount of new
housing as a foundation for raising the national standard of living.
Construction was also associated with maintaining employment
levels, and public works carried out by the government included
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construction of housing. A government investigation resulted in the
introduction of various subsidies for housing for the poor.?

In the second half of the 1930s, the depression had given way to
boom times in Sweden. Most likely, the devaluation that occurred after
the krona was taken off the gold standard and the exchange rate was
fixed against the pound gave a significant boost to the economy.?’ The
deflationary pressure of the early 1930s eventually gave rise to inflation-
ary pressure. Concerns about inflation—also voiced within the labor
movement because of fear that real wages were falling—led to renewed
interest in how to organize the Swedish financial system and monetary
policy.

A 1937 parliamentary bill produced nothing concrete, but within it
can be found many of the pieces that would eventually comprise the
Post-World War II regime. Wigforss attached a memo to the bill that
provides a glimpse into the development of the thinking at the time.
Keeping inflation in line was still seen as the number one priority
because of concerns that the public’s wages were being eroded. Another
concern was the bullish stock market. Wigforss noted that both revalu-
ation of the currency against the pound and restrictions on the exten-
sion of credit might become necessary to curb inflation. The tools he
had in mind to restrict credit extension were a mix of old and new.
The central bank could raise the interest rate and conduct open market
operations, whereas the government could overbalance the budget, pre-
sumably by raising taxes or reducing or eliminating tariffs. A transaction
tax on stocks to mitigate speculation on the stock market was also con-
sidered.3?

Notably, Wigforss cautioned that actions taken to reduce inflation
had to take into account “risks of diminished employment and dimin-
ished output.”! Although the overall responsibility of the central bank
to guard the purchasing power of money was affirmed, he added that it
was on the condition that “all of the government’s actions that influence
the economy...are coordinated so that they support and do not contra-
dict each other.”3? Wigforss’ words were careful, but their meaning was
clear: the independence of the central bank to fulfill its mission as it saw
fit was de facto constrained.



30 M. Larsson and G. Soderberg

World War I

In September 1939, World War II broke out. Increased imports
to Sweden caused by the hoarding of foreign goods in expectation
of import restrictions placed a strain on foreign currency reserves.
Foreign investors withdrew their investments in Sweden, which further
increased the pressure. The Riksbank took action to restrict the outflow
of foreign currency, and agreements were made with commercial banks
to provide foreign currency only for purposes deemed legitimate.?® This
was in practice a rationing of foreign currency, with commercial banks
assisting in administration of the rationing procedure. Similar use of
private businesses and organizations to administer war regulations had
taken place during World War 1.34 Import restrictions further helped to
control the outflow of funds.

In the first phase of the war, there was a squeeze on financial mar-
kets. People withdrew deposits from banks, and businesses borrowed
more money than usual in order to hoard raw material. This behavior
resulted in upward pressure on market interest rates. Soon, however, the
financial situation in Sweden was characterized by an excess of funds,
since few investments were made and the public was once again deposit-
ing their money. This drove down interest rates, especially since it was
impossible to place money abroad. Commercial banks were, there-
fore, more than happy to oblige the wartime expansion of government
expenditure because they needed to place their money somewhere.
By 1942, half of the government’s excess spending over income was
financed directly by commercial banks.?®

When the balance of the war seemed to swing conclusively in favor of
the Allies, planning for a Swedish future in a postwar world began. The
experiences following the end of World War I and the subsequent defla-
tion crisis were still very fresh in the minds of politicians and the pub-
lic. There was widespread concern that another economic slump would
occur after World War II. High employment levels had been established
as an important priority in the 1930s, and active policies were prepared
with the goal of avoiding a depression. These policies were bound to
create tension with the prewar orthodoxy. A committee established by
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the Riksbank in 1943 wrote that a deflationary process that aimed to
restore prewar price levels would “come into conflict with the demands
of maintaining full employment, which is a crucial part of the monetary
program such as it has developed during the last decade.”°

The Social Democratic Postwar Program

As mentioned above, the Social Democratic government had been
fairly moderate in its policies during the 1930s. In many ways, it sim-
ply continued the policies of earlier decades. There was never an open
commitment to abolish the gold standard but rather only a continual
suspension of it. The war years saw the formation of more radical ideas.
A joint statement by the organizations that composed the Swedish labor
movement was published in 1944 under the title 7he Labor Movements
Postwar Program (Arbetarrirelsens efterkrigsprogram). The committee
that produced the program was chaired by Wigforss and had Gunnar
Myrdal as its primary expert. The program description began with the
following statement:

The world in which our people will live, once peace has been restored,
must largely become an entirely new world. The prewar economic system
will not be able to solve the problems that the future will hold. It gave
rise to constantly recurring crises with unemployment and diminished
production.’

The experiences from the war, when social coordination of the market
economy had been able to assure a functional economy, were explicitly
mentioned as a blueprint for the postwar era.

The main priorities of the future were explicitly identified: full
employment, fair distribution, higher standards of living, and higher
efficiency and more democracy in the private sector.’® The postwar pro-
gram also took a clear position on keeping inflation in check. The very
first of the 27 points proposed to achieve the stated goals was to ensure
stability of prices, avoiding both postwar inflation and deflation. The
program espoused what Charles Kindleberger has called a “Keynesian”
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view of inflation, that is, viewing changes in price levels as being due
to real economic changes rather than to increases in the quantity of
money.?> A controlled fall in general price levels caused by resumption
of trade, removal of wartime monopolies, and increased efficiency was
therefore deemed desirable.4?

An important means of achieving the new society was the low inter-
est rate policy. This policy was part of a business-friendly attitude in
which the state would help the private sector to maintain sustainable
economic growth by keeping interest rates low.*! Low interest rates
were also important for housing. The interest rate hike at the beginning
of the war and increases in the costs of raw materials had resulted in
reduced construction, which led to wartime efforts to revitalize it.4? The
postwar program not only described housing construction as an impor-
tant social concern in line with the Myrdal book of the 1930s but also
asserted that it was a “key industry” necessary to maintain employment
and noted that its expansion was thought to explain the higher level of
employment in Sweden relative to other countries during the 1930s.43

The financial sector was not directly targeted by the stated goals, but
the expanded section on the motivation for the program included several
direct plans regarding it. In light of the recurring crises of the preceding
decades, capitalism was considered a fickle and unreliable system that
fluctuated between speculative excesses and long periods of underinvest-
ment. A general smoothing of the business cycle would not be enough to
ensure full employment. Instead, a “general plan for investments in soci-
ety” was needed.* A new investment body was envisioned in which rep-
resentatives of different groups in society, including business organizations
and labor unions, would work together to develop investment plans. The
state was also supposed to develop its own commercial bank. The most
radical conclusion concerned insurance agencies; the state was to com-
pletely nationalize insurance, “not only in order to extend government
influence on the capital market but also because private enterprise in this
sector is to some extent economically inefficient.”#

The end of the war and the postwar program unleashed what has
become known in Sweden as the “planned economy debate” (planhush-
dllningsdebatten). Its terminology—pitching planning against free mar-
kets—was a direct descendant of the socialist calculation debate that had
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occurred after World War I. However, the terminology is misleading,.
Planning did not mean a Soviet-style command economy but instead
referred to the government interventions advocated in the postwar pro-
gram. The Social Democratic Party had officially abandoned the goal of
socialization at the party congress of 1932. Its official goal, and in essence
its redefinition of socialism, became to ensure that the inefficiencies of
capitalism—its constant fluctuations—were kept in check by the plan-
ning efforts of the government and its growing cadre of experts. Opposing
this vision was the bulk of Swedish businesses and political opposition in
the form of conservatism and the new form of social liberalism. The latter
agreed to abolish laissez-faire—to the consternation of more classical lib-
erals—but felt that the heightened degree of government intervention in
the economy envisioned by the Social Democrats was a step too far. The
Social Democratic agenda was thus far from unchallenged.4

International Postwar Development

Swedish monetary and banking policies in the years following the war
were heavily influenced by international development. Increased skep-
ticism about the notion of the economy as a self-regulating system
was an international phenomenon. The new international world order
developed at Bretton Woods was the work of “market pessimists™ and
aimed to facilitate increased world trade by minimizing exchange rate
fluctuations, which were believed to be inevitable in a system based on
market-based exchange rates. Although currencies could be converted
as part of trade, control over capital flows was allowed and commonly
exercised. Finally, the goal of keeping employment and output high
was affirmed, and thus individual members of the accord were allowed
to depreciate their currency if it was deemed necessary to avoid high
unemployment.48

As mentioned above, Sweden had experienced large withdrawals of
foreign currencies in 1939. Resumption of trade threatened to once
again deplete the nation’s currency as a population hungry for import
goods regained access to world markets. Furthermore, Sweden, because
of its wartime neutrality, was largely kept in the dark concerning the
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development of the Bretton Woods accord and its impact on Sweden’s
postwar future. Considerable uncertainty thus reinforced the ideologi-
cal motivation to maintain many of the wartime regulations. In 1947,
a currency crisis in which the Swedish currency reserves were nearly
depleted led to import restrictions.*’

Toward a New Macroeconomic Regime

The years following the end of the war were characterized by increasing
tension between central bank officials, whose mindset had been shaped
by the gold standard era, and the advocates of increased state interven-
tion. As mentioned above, the Social Democratic vision for money and
banking had been very vague; it did not officially abrogate the gold
standard but instead suspended it year after year. Wigforss memoran-
dum on the 1937 bill contained a hint that monetary policy should be
part of an overarching government policy for full employment but was
otherwise very orthodox. Mats Lemne, who later became governor of
the central bank, thought that the directives to the central bank dur-
ing these years became “fuzzier and fuzzier.”>° The reason for this vague-
ness was probably the government’s lack of a detailed plan for what it
wanted to do with money and banking.

Nevertheless, events and practical considerations joined ideology to
mold the government’s policy into the form it would roughly main-
tain for decades. The large government wartime debt needed to be
rolled over; i.e., new bonds had to be issued to replace older bonds
that matured. During the war, one of the main tasks of the central
bank had been to ensure that the government’s bonds could be placed
on the domestic market. This continued during the years after the
war.’! Similarly, as mentioned above, there was the fear of a postwar
depression. All of these factors contributed to the decision to make
maintenance of low interest rates the fundamental postwar monetary
policy.

A very similar situation was encountered by most industrial nations
after the war. The resulting so-called low interest rate policy was an
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important part of the beginning of what became the Statist Regime.
Milton Friedman, who devoted his life to dismantling the postwar eco-
nomic order, stated that during the low interest rate policy era,

the only role assigned to monetary policy was to keep whatever inter-
est rates it affected low so as to avoid interfering with the investment
regarded as needed to offset the secular stagnation that was confidently
expected to be the major problem for the future.”?

Friedman wrote that the shift was caused by two factors: the theoretic
revolution initiated by Keynes and “the brute force of events.”> As we
have seen, the direct influence of Keynes should not be overestimated.
Myrdal wrote a more or less accurate account of the system that was
to emerge by 1944 without mentioning Keynes or any new theoretical
developments. Instead, Myrdal derived the new paradigm from the real-
ity of power politics. He argued that the combined interests of govern-
ments burdened by unprecedentedly high debts and powerful interest
groups in business and agriculture converged in a long-term commit-
ment to low interest rates. To avoid inflationary pressure caused by low
interest rates, Myrdal argued, the function of the interest rate to limit
investments had to be replaced by investment control and high taxes.
Low cost of debt and high tax revenues would also allow the expansion
of government activities in the economy.*

It seems likely, then, that the main driver of the shift was pragmatic
rather than ideological. Indeed, many of the changes that occurred
in Sweden also occurred in non-Social Democratic countries, the
most notable being the USA. Indeed, the very use of the concept of
“macroeconomic regime” implies a large cross-national convergence in
policy that transcends the party adherence of national governments. A
pragmatic change in the face of events—albeit it can be argued that these
events were misinterpreted—thus explains a great deal of the establish-
ment of the new regime. Ideology and theory were nonetheless important
to provide a cognitive framework and legitimacy of the policy shift.

It is important to distinguish between two forms of pressure derived
from pragmatic considerations. First, there was a gradually evolving reg-
ulatory ambition that started in the beginning of the twentieth century.
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This amounted to a tentative experimentation with constraints and reg-
ulations of the banking sector in an otherwise liberal economic order.
The failure of financial markets in 1929, the subsequent depression, and
the Kreuger crisis led to more regulation. Economic planning during
World War II, the increased ambition of the Social Democrats toward
the end of the war, and the increased dominance of Keynesian theories
did not initiate this process. The motivation for the low interest rate,
however, was very different from that behind the regulatory movement
to stabilize the banking sector: one grew out of a series of recurring
crises; the other grew out of large government debt and the perceived
need to stimulate the economy in order to ensure full employment.

In any case, the ideology of the Social Democrats, the experi-
ences of government wartime planning, and the academic revolution
of Keynesianism were very much compatible with the pragmatically
derived policies. It is highly probable that the entrenchment of these
policies was due to the convergence of pragmatism, theory, and ideology.

For central bank officials, the new developments were seen as a dis-
aster. Whereas the gold standard had legitimized considerable central
bank independence, the end of the war saw a sharp reduction of that
independence as central banks became subjugated to the roles of ensur-
ing that large government debts could be managed and preventing a
postwar recession. The international cooperative organization for central
banks, the Bank for International Settlements (BIS), argued constantly
against the low interest rate policy and referred to the fear of postwar
depression as “something of a psychosis.”>

In 1945, there was a widespread fear that inflation would strike the
Swedish economy and cause an increase in interest rates. An impor-
tant part of the Social Democratic policy was therefore to push back
against inflation tendencies. The national debt had increased consider-
ably during the war, with the banks being the major buyers of govern-
ment bonds. With the end of the war, there was an important shift in
the banks™ capital management from bonds toward lending. One effect
of this shift was an increase in the number of treasury securities on the
Swedish market, which compelled the state, i.e., the Riksbank, to buy
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securities to prevent interest rates from rising. The Riksbank was thus
faced with the task of halting inflation without being allowed to raise
interest rates. Consequently, the Riksbank contacted actors in the finan-
cial market to persuade them—through informal agreements—to limit
their lending and issuing of bonds. Even industrial companies that were
dependent on the issuance of bonds for their own financing were con-
tacted by the Riksbank in an effort to persuade them to refrain from
issuing new bonds.

This policy was introduced by the government, but the Riksbank—
which was responsible for its execution—was reluctant. Ivar Rooth, who
had found little reason to question the Social Democratic government
in the 1930s and during the war, now found his beliefs increasingly
challenged by the new government policies. Consistent with the prewar
mindset, he thought that the only way to reduce lending in the financial
system was for the Riksbank to stop purchasing treasury securities and
allow the interest rate to increase. This policy was supported by the banks
and other financial actors. On several occasions during the time period
1947-1948, this topic came up for discussion in Parliament, where the
Social Democrats protected their policy from attacks leveled by the more
right-wing parties. In its economic declaration after the parliamentary
election in 1948, the Social Democratic government made it clear that
the low interest rate and restrictive lending policies would prevail.’®

The worst problem, in Rooth’s mind, was that in order to keep interest
rates low, the central bank had to print money and use it to buy govern-
ment bonds. This was, in essence, financing government debt and stimu-
lating the economy with the printing press, a severe breach of established
central bank wisdom. Rooth was concerned by the inflationary effects of
this and tried unsuccessfully to persuade the government to let the cen-
tral bank raise interest rates. The new policies and the traditional view
on proper monetary policy could no longer be reconciled. After a final
attempt to persuade the board of the Riksbank to change their policy, Ivar
Rooth handed in his resignation.’” He said, “I cannot participate in the
central bank policy that is about to be inaugurated.”® The stage was set
for the next phase of the development of the Swedish financial system.
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The Introduction of the Riksbank
Regulation: 1950-1955

Abstract This chapter discusses the introduction of a new financial
regulatory regime in Sweden based on regulations managed by the
Swedish central bank, the Riksbank. This chapter analyzes the political
background and the game played by the Ministry of Finance, the cen-
tral bank, and the banks, and how the regulations were created through
these negotiations. The analysis contains a detailed discussion concern-
ing the creation of the new regulatory regime and also addresses the
important question: should we view the regulations as being forced on
the banks from above, or as a process in which special interests were
able to capture the regulatory apparatus for their own benefie?

Keywords The Riksbank - Riksbank regulation - Banks - Insurance

companies + Social Democracy

In this chapter, we closely follow the initiation of the new Swedish
financial regulatory measures in the first half of the 1950s. The politi-
cal discussion and the creation of the Riksbank measures influenced
all actors in the market. Although the banks played the major role in
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the credit market, managing the insurance companies was critical to
total control of the financial system and to avoid loopholes that could
undermine the regulatory system. We therefore also discuss the role of
insurance companies and compare their development with that of the
banks in the construction of the Riksbank regulation.

The Political Background

The previous chapter described how the Social Democrats came into
power in the 1930s and how their priorities came to dominate economic
policy and the long-term goals for societal development. This domi-
nance meant that the government took direct control of the Riksbank
in an unprecedented way. Social Democratic monetary policy during the
1950s was guided by three basic principles: to avoid the erosion of the
Swedish currency, to keep interest rates low, and to allocate capital to
prioritized sectors of the economy. This policy had been established dur-
ing World War II and had proved to function well, but the situation in
the early postwar period was quite different from that of the war years.

Ivar Rooth was succeeded by his deputy governor, Klas Book, who
stayed as governor for three years. During the spring of 1950, Mats
Lemne, who was the Secretary of State (i.e., second-in-command)
at the Ministry of Finance, was appointed Deputy Governor of the
Riksbank. Lemne was only 31 years old and relatively unknown in the
banking industry. However, he was considered very competent after a
swift rise through the government bureaucracy. Lemne’s appointment
also increased the contact between the government and the Riksbank
and built the foundation for a larger degree of political control over the
Riksbank in the future.

For a short period in 1949-1950, Mats Lemne was also the chairman
of the board of Stadshypotekskassan, a state-owned mortgage bank for
urban housing. In this capacity, he was, together with Stadshypotekskassan’s
CEO, responsible for negotiations with the Riksbank about a more
restrictive credit policy to control inflation in 1950. The management and
board of Stadshypotekskassan saw the advantage of having Mats Lemne in
a central position in the company and therefore offered him the CEO
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position, which he had to decline because he had accepted the position of
Deputy Governor of the Riksbank.!

The introduction of the regulations was connected to the inter-
national scene. In 1950, the Korean War broke out. The war boosted
industrial production in the USA. This, together with the reduction in
raw material exports from South and East Asia, led to inflationary pres-
sure in the USA.? Because of the central role of the USA in the world
economy, inflation spread internationally, which created a dilemma
for the low interest rate policy: inflation needed to be curbed, but the
interest rate could not be raised further. Riksbank’s Governor Book
had already been allowed to implement a small interest rate increase
in 1949, but further interest rate hikes were out of the question. Since
the interest rate could not be used to reduce lending, the government
decided that other tools were needed to reduce inflation.

There was a clear division between the Social Democrats and the lib-
eral and conservative parties in Sweden with respect to the guidance
of the capital market. For the Social Democrats, a restrictive policy for
actors in the financial market was required for the long-term develop-
ment of the Swedish welfare state. Economic growth was necessary
for investments in new housing and other infrastructure investments.
However, since Swedish industry showed considerable profit and could
benefit from investments in the rebuilding of Europe after the destruc-
tion of World War II, growth was quite extensive.

The Introduction of New Regulatory Measures

With this backdrop as the point of departure, in August 1951, Deputy
Governor of the Riksbank Mats Lemne issued a memorandum regard-
ing the future policy of the Riksbank, which included a regulation
that would give the Riksbank a mandate to implement regulatory
measures concerning interest rates based on the economic situation
and the government’s priorities.> Mats Lemne’s previous employment
in the Ministry of Finance had created close connections with the
Social Democratic government and other politicians from the Social



46 M. Larsson and G. Soderberg

Table 3.1 Riksbank regulatory measures introduced in 1951-1962

1951 Regulation of interest rates

1952 Liquidity quotas

1952 Control of new bond issues

1952 Cash quotas

1952 Punitive rate on loans from the Riksbank
1955 Lending ceilings for banks

1962 Investment quotas for insurance companies

Sources Jonung, “Riksbankens politik 1945-1990,” 297; Sveriges Riksbank,
arsbok 1952, 1955

Democratic inner circle, which became an important factor in the polit-
icization of the Riksbank policy.

The Riksbank’s interventionist policy was not only an important part
of official monetary policy but also, according to Social Democratic pol-
icy, an increasingly important means of slowing the growing extension
of credit to non-prioritized sectors of the economy. Available borrow-
ing capital was supposed to be used primarily for the development of
hydroelectric power plants, the restructuring and modernization of the
Swedish agricultural sector, and, in particular, the construction of new
dwellings in urban areas (because the population was expected to grow
in expanding towns and cities). Free competition in the credit market
would cause interest rates to rise, which in turn would harm prioritized
areas, such as housing. Thus, to guarantee capital for the prioritized
sectors at an acceptable interest rate, it was—according to the Social
Democratic government—necessary to manage the business of both
banks and insurance companies more closely than before. In essence,
the market mechanism of investment was replaced by a social program
of investment shaped by the overarching priorities of the government.

The first measure introduced by the Riksbank was the regulation of
interest rates for both savings and lending. This regulation established
a fluctuation gap for interest rates between maximum and minimum
levels, which were connected to the discount rate. This new regulation
placed the levels and size of this gap under the control of the Riksbank
(Table 3.1). Thus, the discount rate was still important because it was
used to regulate interest rates.” The Riksbank’s political power increased
considerably with the introduction of this regulation.
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During the 1950s, several new regulatory measures were initially
presented as voluntary. However, given its strong negotiating position,
the Riksbank could—as discussed later—essentially force actors in the
market to adhere to the regulation, especially by threatening to intro-
duce laws instead. The most important measure was the liquidity quotas
introduced in 1952, which made it possible for the Riksbank to direct
banks’ use of capital liquidity. These liquidity quotas were defined as
the ratio between a bank’s deposits and its liquid assets. Liquid assets
included government bonds and bonds issued by mortgage banks. In
practice, if the liquidity quota was, for instance, 40%, the bank’s loans
could not exceed 60% of total deposits during a specific period. The
Riksbank could thus quickly restrict the availability of capital on the
market by adjusting the liquidity quotas.®

In the same year, the Riksbank introduced special controls over bond
issuance, including a requirement that all new bond issues had to be
approved by the Riksbank. These controls made it possible to direct
new issues to prioritized economic sectors and to regulate their interest
rates and sizes. The restrictions on bond issues were critical to ensuring
that the restrictions on bank lending were not circumvented by the issu-
ance of more bonds, which would increase inflationary pressure.”

The banks” businesses were also affected by special cash quotas intro-
duced in 1952. These quotas imposed special requirements on the
amount of cash capital that should be directly available from the banks
upon demand from the Riksbank. If the bank could not meet this
demand, it had to borrow money from the Riksbank at a punitive rate.
Thus, the banks were incentivized to use incoming deposits to increase
their cash quotas, which in turn had an immediate effect on the avail-
ability of capital in the credit market and could therefore be used for
emergency measures, for example, when the economy was overheated.®
After a lengthy discussion in the Swedish parliament, these suggested
restrictions were approved and were implemented beginning in 1952.

Beginning in 1955, banks’ lending was also limited by a lending ceil-
ing, which was intended to place an absolute restriction on banks credit
extension. When these restrictions were in place, only a certain percent-
age of the increase in deposits during a single year could be used for
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new credit. This regulation had a hampering effect, particularly on the
extension of credit to individuals.?

A similar regulatory scheme was also applied to insurance companies
beginning in 1962 when special investment quotas were introduced.
This restriction had previously been designed as a voluntary agreement
between the insurance companies and the Riksbank, which meant that
new negotiations had to be conducted and new agreements reached
nearly every year. However, beginning in 1962, the Riksbank could
change these quotas without the consent of the insurance companies.
According to these rules, insurance companies were required to reserve
a certain portion of their annual premium income for the financing of
new dwellings and the purchase of state bonds.!°

The introduction of these regulatory measurements laid the foun-
dation for a new regulatory regime in the Swedish financial market.
This coincided with the introduction of new rules in other Western
European countries as well. For example, similar rules were introduced
in both Norway and Finland. Their motive was the same as Sweden’s:
to ensure that capital for prioritized areas would be available. Unlike
France, for example, where state-owned credit institutes were used to
direct capital flows, Sweden maintained a market structure with private
actors. Nonetheless, the Riksbank’s regulatory measures reduced compe-
tition and created the opportunity for agreements with private actors to
complement the regulations, as discussed later.

The introduction of this new regulatory regime was not with-
out problems or disputes between actors in the financial market and
the Riksbank. Later in this chapter, we highlight the most important
events in the introduction of the new regulatory regime, especially the
difference in the handling of these regulations between insurance com-
panies and banks. Initial developments during the introduction of the
Riksbank regulation were of fundamental importance for the function-
ing of the Swedish financial market over the following three decades.
Once the new regulatory regime had been accepted, minor changes in
policy could easily be introduced, whereas larger changes were more
difficult because the various parts of the regulatory system were closely
connected and dependent on one another.



3 The Introduction of the Riksbank Regulation: 1950-1955 49

Banking and Insurance: Political Questions

The Riksbank’s measures for the banking and insurance markets had
their foundation in ongoing contact between the Riksbank and private
companies during World War II. The role of the Riksbank in the finan-
cial market had changed by the time the war ended, particularly with
respect to the purchase of bonds on the open market. These purchases
had become necessary after the extensive realization of war bonds,
which banks and insurance companies started immediately after the
war in 1945. To establish this policy, the Riksbank governor held recur-
ring discussions on the development of interest rates and changes in the
bond market with representatives of banks and insurance companies.
Through these contacts, the Riksbank obtained valuable information
about the development of the financial market and changes that might
come in the future. This knowledge helped the Riksbank to outline a
policy that could make it possible to reach the goals established by the
government.

The Riksbank also had more direct contacts—especially with insur-
ance companies—during the late 1940s. As the Riksbank tried to slow
inflation in 1948, discussions were held with both banks and insurance
companies about reducing the supply of capital. In May 1948, the head
of the Swedish insurance inspection board, Olof André Akesson, was
asked to act as a mediator between the government and the Riksbank
on one side and the insurance industry on the other. The goal was to
induce the insurance sector to reduce its sale of bonds on the open
market. However, neither the Minister of Finance nor the governor of
the Riksbank wanted to approach insurance companies directly. It was
deemed better for Akesson, who was held in great esteem in the insur-
ance industry, to make these contacts and thereby show support for
governmental policy. After initial contacts with the CEOs of several of
the larger life insurance companies, Akesson managed to persuade them
to sign a letter of intent stating that the companies would not reduce
their holdings in state bonds and bonds from mortgage institutes dur-
ing the following six months. However, because this agreement reduced
potential profit for the insurance companies by restricting investment in
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assets more profitable than low interest-rate bonds, the insurance com-
panies were strongly opposed.'! The mediation by Akesson was prob-
ably the determining factor in persuading the insurance companies to
accept these restrictions even though they conflicted with profic maxi-
mization. Several actors in the financial market greatly mistrusted the
Social Democratic economic policy and harbored a particular distrust of
Minister of Finance Ernst Wigforss.!?

The Negotiations Between the Riksbank and the
Banks

The agreement between the insurance companies and the Riksbank
was not renewed. Instead, in December 1951, the governor of the
Riksbank, Mats Lemne, initiated discussions with a group of repre-
sentatives from the financial market, selected from among Lemne’s per-
sonal contacts. The group was named “The Quinque” (“The Five”). In
addition to Lemne, The Five included representatives from two com-
mercial banks (Handelsbanken and Giteborgs Bank), a mortgage insti-
tute (Hypoteksbanken) that specialized in the agricultural sector, and an
insurance company (the life insurance company 7hule). Other repre-
sentatives from the Riksbank could also be called to these meetings.!?
The original idea for the meetings with these representatives came from
Lemne’s predecessor, but as Deputy Governor of the Riksbank, Lemne
had contacts with industry insiders and saw the potential to obtain
information from the market in an informal way. The meetings were
held in secret, which was probably a prerequisite for a candid discus-
sion of development of the financial market. The secrecy also helped
group members to preserve the market’s trust in their respective insti-
tutions. These discussions probably helped Lemne to understand both
the practical functioning of the financial market and the reactions of
banks and insurance companies to measures implemented by the
Riksbank.

Thus, development of the Swedish financial sector in the late 1940s
and early 1950s was characterized by extensive interaction between
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political and private actors. Banks and insurance companies were not
only important for solving acute economic problems faced by the gov-
ernment—for example, ensuring a market for government bonds—but
also instrumental in the long-term development of the Swedish econ-
omy and in the fulfillment of the government’s economic priorities, for
example, the financing of new housing construction, the restructur-
ing of the agricultural sector, and the expansion of power generation.
Therefore, although the Riksbank was formally autonomous, in practice
it was subordinate to the Ministry of Finance. The leadership role of the
Ministry of Finance was guaranteed by personal relationships with the
Governor of the Riksbank. In this regard, Governor Mats Lemne was an
ideal choice because he had previously been employed by the Ministry
of Finance.

The contacts between the Riksbank and actors in the financial mar-
ket became more formal with the introduction of the Riksbank regu-
latory measures starting in 1952. In particular, the introduction of
liquidity quotas demanded more frequent contacts between the
Riksbank and the banks. The commercial banks reported their liquidity
situation to the Riksbank each month, and a couple of days later they
met to discuss the situation. Some participants in the informal meet-
ings of the Five also attended these monthly meetings. Similar con-
tacts were arranged for savings banks; based on their reports, they met
every second month. The Riksbank and the insurance companies ini-
tially met only every third month, when the insurance companies sent
their reports to the Riksbank. However, monthly meetings were eventu-
ally introduced for insurance companies as well. In addition to these
scheduled meetings, the parties met on special occasions, such as when
changes were made to the discount rate or the liquidity quotas. On
these occasions, the Riksbank met first with the commercial banks and
thereafter with the other financial actors.'* This sequence reflected the
importance of commercial banks with respect not only to the economy
at large but also to successful implementation of the Riksbank regula-
tory policy.
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The Collaborative Banks

When the Riksbank regulation was introduced, the commercial banks
reacted with caution. There was no organized opposition to the new
regulatory regime from the banks; rather, they agreed on the importance
of restricting bank lending because of the increased risk of inflation,
especially during the Korea boom in 1950-1951. In 1950, inflation
reached 1.2%; in 1951, it increased sharply, to 15.6%. Inflationary
pressure was the main motivation for both the government and the
Riksbank to introduce regulatory measures expeditiously. It was prob-
ably apparent to the banks that some sort of restriction would be effec-
tuated to restrain inflation. The restrictions suggested by the Riksbank
were therefore met with a certain understanding. Moreover, when the
monthly meetings between the Riksbank and the banks commenced
in 1952, the banks agreed on the need to restrict lending. The more
restrictive policy proved to be effective: by 1952, inflation was down to
7.9% and the following year it was 1.3%."°

A restrictive credit policy had been an important component of gov-
ernment policy in the late 1940s and was necessary to keep inflation in
check while maintaining low interest rates. However, when Mats Lemne
became Governor of the Riksbank, both the macroeconomic situation
and the general economic policy had changed. The Riksbank’s posi-
tion vis-a-vis their contacts at the commercial banks had also changed,
as Parliament had given the Riksbank the right to decide whether to
implement the new regulatory measures. Therefore, even though the
commercial banks were basically averse to these new regulations, it
might have seemed meaningless to protest. Instead, the commercial
banks adopted a pragmatic approach toward the Riksbank policy, espe-
cially during its early years, when the threat of overheating and infla-
tion was dire. Therefore, in the negotiations between the Riksbank and
the banks, the Riksbank had a strong position and could use a mixture
of coercion and incentives to implement its policy. The threat of far-
reaching legislation to replace voluntary agreements was always present,
as were promises of milder regulation in the near future if the banks
showed they could function appropriately. Nonetheless, the official basis



3 The Introduction of the Riksbank Regulation: 1950-1955 53

for the policy was still voluntary agreements with the banks achieved
through negotiations.

The introduction of the Riksbank regulation began with Mats Lemne
inviting the board of the Swedish Bankers’ Association (the indus-
try organization for commercial banks) to discuss the new measures.
With the Bankers' Association as its counterpart, the Riksbank could
directly reach all banks at the same time. This relationship strength-
ened the role of the Bankers’ Association in the financial market. The
CEO of Handelsbanken, Ernfrid Browaldh, was also the chairman of the
Bankers” Association. His pragmatic attitude toward the new Riksbank
regulation probably facilitated the introduction of liquidity quotas.
Even during discussions with the banks in which the Riksbank did not
participate—i.e., when there was no need for lip service—he advo-
cated a pragmatic approach to the regulations. Browaldh was probably
very aware of the strong position of the Riksbank and tried to obtain
the best result for the banks he represented. Nonetheless, although the
banks might have at times implemented a similar policy in the absence
of the Riksbank regulation, there were critics of the policy, for example,
with respect to the introduction of liquidity quotas and of new bonds.

A typical meeting between the Riksbank and the banks began with
a review of the current credit and monetary policy situation. Then,
Riksbank representatives commented on the extent to which the bank-
ing sector and specific individual banks had fulfilled the different
requirements set forth by the Riksbank. After this opening, the gov-
ernor of the Riksbank presented specific arrangements for regulating
credit and maintaining the low interest rate policy. The flow of informa-
tion between the Riksbank and commercial banks was quite open dur-
ing Mats Lemne’s term as Governor of the Riksbank, even though it
was obvious that Lemne had the final say.

The liquidity quotas of 1952 were accepted by banks, as was the
restriction on the issuance of new bonds. This agreement was renewed
in 1953, but when it was up for discussion again in 1954, there was
some disagreement. The Riksbank wanted to extend the previous agree-
ment, which was acceptable to the Bankers’ Association; however, when
the Association was asked to recommend that its members sign the
agreement, the Wallenberg-owned SEB refused.!” The problem was not
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the content of the agreement or the difficulty of meeting the liquidity
quotas but rather that the agreement was presented as a recommenda-
tion and not an agreement. SEB was of the opinion that an agreement
implied a subjugated position for the banks vis-a-vis the Riksbank.
However, after several changes to the document, the agreement was
signed by SEB, and thus this event serves mainly as an example of the
power struggle between the Riksbank and the banks.!® During the
conflict between SEB and the Riksbank, it became obvious that the
Riksbank would consider imposing stricter restrictions on the banks if
they did not sign the agreement. In the spring of 1954, the cash-reserves
requirement was increased; during the following decade, changes to the
Riksbank regulation became more frequent.”

There was no open opposition to the Riksbank regulation during the
first half of the 1950s. By contrast, the internal discussions held by the
banks indicate a strong resolve to adhere to the agreements. To fulfill
the regulatory requirements, voluntary groups were organized among
the banks to analyze the Riksbank requirements and discuss the imple-
mentation of new rules. One important example of this cooperation
was the special banking group dedicated to interest rates, in which only
a few commercial banks were not represented.

There was considerable confusion regarding the interest rate policy,
which could be described as a signaling game between the Riksbank and
the banks. In October 1954, a new state bond issue was introduced at
a 4% interest rate—a 1% increase in the official interest rate, a change
that was welcomed by the banks. At the same time, however, the banks
were disappointed that the Riksbank failed to fulfill its monetary policy
by neglecting to change the discount rate. This was a clear relaxation of
the Riksbank policy. However, no detailed information was forthcom-
ing on how interest rates should be handled in the rest of the financial
market; instead, Mats Lemne emphasized the role of market-adjusted
interest rates—i.e., rates adjusted by the banks themselves, as opposed
to being based on the discount rate. He stressed that the use of the dis-
count rate as an instrument to adjust interest rates was obsolete and that
it was for this reason that the discount rate had been left unchanged.?

Because the Riksbank had previously combined changes to the offi-
cial bond rate with changes to the discount rate, Lemne’s statement
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prompted a debate about the official policy, especially among banks.
Since the financial market had been awaiting and advocating higher
interest rates for several years, one might expect that the banks would
quickly take advantage of this opportunity, but there was clearly a fear
among the banks of doing something that the Riksbank did not expect
or want. The banks wondered whether this development was really a
change in official policy or merely a test of their loyalty to the Riksbank.
This matter was discussed in meetings among the banks for well over a
month. In particular, Marcus Wallenberg of SEB warned against taking
advantage of the situation, whereas another large bank, Handelsbanken,
was more supportive of raising interest rates for both savings and lend-
ing. However, the Bankers’ Association advised that all members agree
on a unified resolution so that all banks could jointly publish the new
interest rates in the daily newspapers.?!

The banks ultimately decided to increase interest rates on both
deposits and lending by half a percent. This move was criticized by
Mats Lemne for the lack of diversification, both between the banks
and between different types of accounts. Lemne’s complaint was that
the banks that had failed to meet the liquidity quotas should not have
the same ability as other banks to increase interest rates on deposits. As
the discussion continued, the banks agreed to leave depositary interest
rates more or less unchanged but to increase interest rates on lending,
with the exception of lending to the housing sector. These changes were
totally in line with the Riksbank policy and allowed the banks to earn
higher incomes, which would make it easier to meet liquidity quotas.
Another advantage for the Riksbank was that the decision to adjust
interest rates was made by the banks and not by the Riksbank, which
may have made the restriction easier to accept.

The discussion about interest rates illustrates the signaling game
between the Riksbank and the banks during the 1950s. The banks held
regular meetings to discuss problems in the financial market, with the
interpretation of the Riksbank policy as the most important subject.
Thus, the Riksbank policy encouraged cooperation among the banks
and thus promoted cartelization of the banking sector both directly
(through rules) and indirectly. Competition on the lending side was also
reduced because opportunities to recruit new customers were hindered
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by the Riksbank lending restrictions. Restrictions on interest rates also
limited competition in the savings market. However, since there was
a substantial need for capital, the banks were forced to attract deposi-
tors by other means, such as personal service and an increased number
of branches. Thus, the banks benefited from the Riksbank regulation
because it restricted competition and stabilized the economic situation.
This benefit compensated for the limitation of possibilities to increase
lending and may be one reason that the banks accepted the Riksbank
regulation.

The Intransigent Insurance Industry

The introduction of the Riksbank regulations to the insurance mar-
ket was much more complicated compared with the banking market
because the insurance industry displayed more direct and principled
opposition to the new measurements. Insurance companies had pro-
tested increased government intervention into the insurance market
in the late 1940s. In particular, the large life insurance company Zhule
objected to the restriction on selling government bonds on the open
market because it would reduce the companies’ profits (other invest-
ments were more profitable) and disadvantage policyholders, which was
incongruent with insurance legislation.

This disagreement was brought out into the open when the Riksbank
invited the insurance companies to negotiate the new regulatory meas-
ures in 1952. Both 7hule and the cooperative insurance company
Folksam rejected all regulations that limited the insurance companies’
investments, whereas other insurance companies were more amenable.
However, Mats Lemne wanted to avoid separating the insurance com-
panies into different interest groups, with some companies following
the new regulation while others did not.

As he had in the banking industry, Lemne contacted the appropri-
ate trade association, which in this case was the Swedish Insurers’
Association, and asked it to recommend to its members that they
sanction the Riksbank regulations. The chairman of the Association,
conservative politician Kurt Everldf, accepted this request, and the
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recommendation was approved by all member companies. Considering
the previous criticism from some of the companies, this might seem sur-
prising, but since it was formulated as a recommendation, not a binding
agreement, all the companies could accept it. However, if the recom-
mendation was carried out, it would lead to extensive control over the
insurance companies. The companies would be obligated to adopt the
interest rates set by the Riksbank and could not independently expand
their credit. This regulation was originally intended to remain in force
until the end of June 1952 but was extended to the end of the year.??

The contacts between the Riksbank and the insurance companies
resumed in September 1952 for the purpose of reaching a new volun-
tary agreement for 1953. This time, however, it was much more difficult
to bring the parties together. Mats Lemne asserted that the insurance
companies had not acted as expected and that the insurance indus-
try was more divided and less cooperative compared with the banks.
One reason for the difference was that the Insurers’ Association had a
relatively weak position in the industry compared with the Bankers’
Association. Specifically, large segments of the insurance industry were
organized into specialized associations (for example, for fire insurance,
life insurance, or break-in insurance) and direct cartel agreements.??
A large number of associations made it difficult for the Riksbank to
conduct a formal discussion and the negotiations were discontin-
ued. Instead, Mats Lemne unilaterally proposed legislation, and by
October the government announced that it was willing to support this
legislation.?*

This development opened the door to new discussions between the
Riksbank and the insurance companies, this time with the added sup-
port of the Swedish Social Democratic Prime Minister Tage Erlander,
who participated in one meeting. At the same time, the proposal for
compulsory legislation was rapidly pushed through by the government,
which increased the pressure.

The discussion within and between the insurance companies rapidly
intensified. The large life insurance company De Forenade-Framtiden
rejected the idea of an agreement with the Riksbank; Skandia was also
averse to the idea. However, the final decision of Skandia depended on
the attitude of two larger banks. The chairman of Skandia, who was also
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chairman of the second largest Swedish bank, Skandinaviska Banken,
was against an agreement with the Riksbank. By contrast, the vice chair-
man of Skandia, Jacob Wallenberg, from SEB, said that he would vote
with the majority of the board. Ernfrid Browaldh, the chairman of the
largest Swedish bank, Handelsbanken, which was also represented on the
board of Skandia, was more amenable to the Riksbank suggestion and
started working toward a compromise.

At a meeting between the Riksbank, the banks and the insurance
companies at the end of October 1952, Browaldh presented his com-
promise. The assets of insurance companies would be divided into (1)
prioritized assets, comprising state and mortgage bonds, and (2) unp-
rioritized assets, including loans to industry and shares. The insurance
companies’ annual investments would be allocated between these two
groups. This proposal was applauded by the Riksbank, and new nego-
tiations with insurance companies were initiated. Despite internal dis-
agreements, the board of the Insurers’ Association agreed to reject the
compulsory legislation and instead opted for a limitation of credit to
industry. However, four insurance companies chose to remain outside
this discussion: two life insurance companies, including the large com-
pany De Forenade-Framtiden, and two non-life insurers.?’

With minor changes, the Browaldh suggestion was presented as the
Riksbank proposal. At the same time, the legislative proposal was with-
drawn. This proposition was directly accepted by 78 insurance compa-
nies, whereas three companies initially hesitated to sign the agreement
and four companies decided not to support it.2® This agreement became
the regulatory framework for all insurance companies and was main-
tained as the basis of the Riksbank policy until the 1980s. This process
can be seen as a clear example of how the Riksbank used its power to
force insurance companies to accept a “voluntary” agreement by threat-
ening to enact legislation otherwise.

The Browaldh compromise demonstrates the important role of indi-
viduals in strategic positions in developing the Riksbank regulation. It
opened the door to discussions between the Riksbank and the insurance
companies. Regarding Browaldh’s motives for playing this role for the
government, it is likely that he believed that the Riksbank regulation
was necessary to create stability in the financial market, regardless of his
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personal view of the law. An agreement between the Riksbank and both
banks and insurance companies was also necessary to maintain neutral-
ity in competition between the different credit institutions. As chairman
of the Bankers’ Association and a board member of Skandia, Browaldh
could understand this need early in the process. To preserve the banks’
ability to compete in the credit market, it was critical that similar reg-
ulations be implemented for both banks and insurance companies.
However, a compulsory regulation for the insurance industry would not
only limit the companies’ potential for development but also encourage
a similar regulation for the banking industry, which was definitely not
in the banks’ interest.

The Introduction of the Riksbank Regulation:
Conclusions

The introduction of the Riksbank regulation was closely connected to
Mats Lemne as a person. During his employment at the Ministry of
Finance, Lemne had been in close contact with the Social Democratic
Party and was familiar with its political goals. His experiences were
important not only for the implementation of the Riksbank regula-
tion but also for political control of the Riksbank. His position as the
Riksbank Governor gave him authority in the development of the regu-
lation, and he cultivated close relationships with representatives of the
banks and the Bankers’ Association. Lemne’s closest contact was prob-
ably the CEO of Handelsbanken, Ernfrid Browaldh. Browaldh’s position
as chairman of the Bankers” Association gave him unique opportunities
to influence the composition of the Riksbank regulation, which was
apparent in the formulation of regulations for insurance companies.
Mats Lemne’s relationships with the CEOs of the two other larg-
est banks—SEB and Skandinaviska Banken—was more problematic
because these banks were less pragmatic about the Riksbank regula-
tion compared with the Handelsbanken. Another obstacle for Lemne
as Riksbank Governor was his relative youth. As mentioned above,
when he assumed his position he was only 31 years old and a relatively
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unknown player in the banking sector. Several bankers with whom
Lemne negotiated had held leading positions in their respective banks
before he was even born. It was likely difficult for these powerful men to
accept such a young man as the overseer of their activities.

In hindsight, it might seem surprising that the Riksbank regulation
was relatively easily accepted, especially by the banks, because it was
an extensive intrusion into the free development of banking. However,
negotiations started during the Korea boom, when the banks and the
Riksbank had a mutual interest in halting inflation. Given the circum-
stances, the banks could accept at least some temporary restrictions on
credit extension. Additionally, it is unlikely that long-term use of the
Riksbank regulation was anticipated in the early 1950s. Otherwise,
the protests would probably have been much more extensive. In other
words, the banks did not know what they were signing up for.

Another effect of the Riksbank regulation on both insurance compa-
nies and banks was reduced competition. Competition in the insurance
market had been hindered since the interwar period by the extensive
use of cartel agreements. The addition of the Riksbank regulation to
the limitations on establishing new insurance companies—which were
implemented in the insurance legislation of 1948—further contributed
to the cartelization of the insurance industry.?’

Cooperative agreements had also been established in the bank-
ing market since the interwar period, especially regarding interest rate
levels.?® The Riksbank regulation led to increased communications
among banks and thus reduced competition even further, at least in cer-
tain areas of the banking industry. Although it was difficult to compete
on interest rates to attract new borrowers, competition in the deposits
market remained intense. Competition occurred primarily through the
establishment of offices in new areas and based on the quality of service.
There were also advertising campaigns to attract customers from compet-
ing banks, which was a source of constant quarreling between the banks.

Mats Lemne remained as head of the Riksbank until spring 1955, for
a total term of only 4 years. During these 4 years, however, Riksbank
policy for the coming 35 years was designed and tested. Contacts
between the Riksbank, banks, and insurance companies focused on the
development and functioning of regulatory measures, as well as on the
intentions and consequences of these measures.
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In a broader context, the establishment of the Riksbank regulation
can be viewed as an example of the cooperation that distinguishes the
so-called Swedish model: agreement and collaboration between the
government and business. Thus, it entailed negotiations between rep-
resentatives of banks, insurance companies, and the state, which was
a common feature of development during the 1950s and 1960s, the
golden age of the Swedish model. However, it is important to remem-
ber that these negotiations were dominated by the Riksbank and the
government, and coercion was used more frequently than incentives
during the establishment of the Riksbank regulation. The relationship
between the Riksbank and the government was very close, which made
it possible for the Riksbank to use the threat of legislation to impose
the regulations through agreements with banks and insurance compa-
nies. It is more difficult to identify the incentives, although promises
were made of “lighter” regulations in the future if the “tough” regula-
tions were accepted now, at least for the banks. In conclusion, despite
the dampening effect of the regulations on competition, the dominant
role of the Riksbank, which was supported by the government, makes
it difficult to interpret the regulations as a form of “regulatory capture”
in which market agents were able to create regulations solely for their
own benefit.
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Tensions Mount in the Statist Regime:
1955-1960

Abstract This chapter focuses on the interaction between the economic
development of the period and the regulatory setting. It opens up with
the internationalization of central banking and the end of the interest
rate policy, and then follows up with the increased tension between the
banks and the central bank.

Keywords Riksbank - Banking regulations - Sweden - Social

democracy

The period between 1955 and 1968 began with an international
movement to return central banks to the prominent position they
had held in the prewar era. This movement also inspired the Swedish
Riksbank under Governor Per Asbrink, which represented a clear
challenge to the Social Democratic postwar program. Nevertheless, the
Riksbank under Asbrink continued to enforce the regulations. However,
new developments gradually established a clear dialectic relationship
between the evolution of the economic system—both internationally and
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domestically—and regulatory changes to facilitate the adjustment of the
banking sector to these evolutionary developments.

The Internationalization of Central Banking
and the End of the Low Interest Rate Policy

After a meteoric career, Mats Lemne resigned from his position as
Governor in 1955 and never returned to Swedish high politics. Thus,
it was necessary to appoint a new Riksbank governor. This decision had
clear political implications. The Social Democrats wanted someone who
would represent the party inside the central bank, whereas the oppo-
sition, spearheaded by the leader of the Liberal party (Folkpartiet) and
economist Bertil Ohlin, wanted a more politically neutral governor—
specifically, the economist Ingvar Svennilson.! The position of Riksbank
governor was not very attractive to aspiring younger members of the
Social Democratic elite because of its low level of independence from
the government and the lack of prestige associated with central bank-
ing in the postwar era. One candidate turned down the offer because,
as Prime Minister Erlander wrote in his diary, he “felt that the policy
of the Riksbank must be subjugated to the government, which means
that the governor of the Bank has a rather dull task.”? Erlander’s right-
hand man, Per-Edvin Skéld, agreed with this but said that one could do
what Lemne had done during his term as governor: “intuitively foresee
the government’s policy and implement it in advance and thus be inde-
pendent in front of oneself and others.”

The position was finally offered to and accepted by Per Asbrink.
Asbrink had been a rising member of the Social Democratic Party; previ-
ously, he had taken part in several government commissions and had been
the editor of the party journal, Ziden (“The Time”). In hindsight, Asbrink
appears to have been more of a careerist than a devoted follower of the
party’s agenda, viewing the political ascendancy of the Social Democrats
as a ladder for his own career. In any case, his background as a Social
Democrat made it necessary for Erlander to push through his appoint-
ment. According to Skéld, Asbrink explicitly accepted that his role as gov-
ernor was to ensure implementation of the party’s policies.*
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The development of Asbrink as a central banker took an unexpected
turn, however. He became increasingly enmeshed in the international
network of central banks built around the Bank for International
Settlements (BIS). This development posed a challenge to the politiciza-
tion of the Riksbank that had begun in the 1940s. Soon after Asbrinks
appointment, he received letters from both Per Jacobson, the Swedish
head of the BIS research department and his predecessor, Ivar Rooth.
Both were ardent critics of Social Democratic policies. They congratu-
lated Asbrink on his appointment and advised him to orient himself
internationally. This was the beginning of strong relationships among
Asbrink, BIS, and other central bank governors who participated in the
monthly meetings in Basel.> During his first months in office, Asbrink
demonstrated his willingness to openly adopt an anti-inflationary
stance. In a much-publicized event, he attacked the wage-setting process
and warned of the dire consequences of inflation. He characterized the
previous decade as “ten years of frivolity.”

This bold move struck a chord with his peers in the international cen-
tral banker community. The Governor of the Bank of England, Cameron
Cobbold, wrote and congratulated Asbrink on his “wise and forceful
speech.”” The head of the German central bank, Wilhelm Vocke, likewise
extended his congratulations. The Bundesbank had an unusually high level
of independence from the government as a result of occupation laws after
the war and memories of hyperinflation in the 1920s.® In his response,
Asbrink stated openly that he aspired to a similar position for the Riksbank
in Sweden: “Allow me to say that I would like to hope that my work will
have the same opportunity to influence domestic economic development
that yours has, Mr. President.”® That same year, Asbrink was invited to
become a member of the board of BIS, a position he was “not only pre-
pared but also eager to take and learn from the work of the Board.”!°

Internationally, the low interest rate policy came under pressure as
central banks became more defiant against government policy. In the
USA, the Federal Reserve defied the government on the low interest
rate policy. The ensuing conflict received considerable media attention
and ended with the Federal Reserve gaining substantial independence
to raise interest rates. In Germany, as mentioned above, the central
bank had substantial independence owing to the occupation laws of the
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Allies. When Chancellor Konrad Adenauer failed to stop an interest rate
increase in 1956, he initiated a public showdown with the central bank.
The bank won over the media and caused Adenauer considerable politi-
cal damage. This example served as a warning to future Chancellors
who wanted to impinge on the independence of the German central
bank.!! Following such successes, the BIS Annual Report of 1956 could
announce that “it is clear that the progressive return to flexible mon-
etary policy has now brought to an end the era of rigid credit conditions
which dated back to the depression of the 1930s.”!2

The Riksbank was allowed to raise the discount rate by 1% in
1955. Then, in 1957, Asbrink persuaded the Board of the Riksbank to
increase the interest rate by 1% without notifying the government.!?
This so-called “interest rate coup” triggered a political crisis. Erlander
wrote in his diary that the period after the coup marked “the dark-
est moments” of his career.'* Retaliatory actions were deemed neces-
sary, which risked depicting the party in an authoritarian light. The
media had played an important role in similar conflicts in both the USA
and Germany. Erlander noted in his diary that Asbrink was unlikely
to step down without a fight in which he would “ruthlessly attack” the
government.

The coup launched an extensive debate in Swedish media about the
proper role of the central bank.'® Asbrink was allowed to remain, how-
ever. As in the USA, the advantage gained by the central bank as a result
of the interest rate struggle was a new understanding between it and the
government rather than full independence. Erlander had a meeting with
Asbrink on November 1957 in which “conditions for cooperation” were
established.!” The government was to have the decisive role, whereas the
governor had to use the threat of resignation and the power of his argu-
ments to influence policy. Nonetheless, the interest rate was not lowered

and Asbrink kept his post despite openly defying government policy.

Banks Versus The Central Bank

Even though he had defied the government on the low interest rate
policy, Asbrink continued to enforce the Riksbank regulation. Since
he had not worked on banking issues in his previous positions, the first
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years were a learning period. The Riksbank’s contacts with banks and
insurance companies were well established, so he inherited a function-
ing system. The monthly meetings with banks and eventually insurance
companies were maintained, albeit with a slightly different setup.

The meetings, usually held on a Wednesday in the middle of the
month, commenced before lunch with a preparatory meeting for the
banks in connection with the Bankers” Association board meeting. At
approximately 3 p.m., bank representatives gathered at the Riksbank
to meet with Riksbank management. Normally, the CEOs of all banks
(except the smallest banks) participated, whereas each of the three larg-
est banks—Handelsbanken, SEB, and Skandinaviska Banken—was
represented by two people.!®

The meetings began as they had during the Lemne years, with an
analysis of the liquidity situation. In addition, as before, the major aim
was to impose restrictions on the banks’ lending. However, the meetings
were less amicable than they were during the Lemne period. The meet-
ings were often tense, which impeded creative discussion and problem
solving. Lars-Erik Thunholm, head of Skandinaviska Banken, claims in
his memoir that the main problem was Asbrink’s authoritarian style and
lack of knowledge about banking, which made it difficult for the bank
representatives and Asbrink to communicate.!® Although this descrip-
tion of Asbrink’s personality is consistent with other accounts,?’ there
were probably additional reasons for the mounting tensions. The sense
of urgency related to the Korean War, which had served as an important
motivation for the banks to accept the regulations, was no longer a fac-
tor. Moreover, as argued in the previous chapter, the banks had accepted
the regulations because they assumed that they were temporary. As the
years passed without an end to the regulations in sight, the bankers
likely grew frustrated. The process of regulation itself was cumbersome,
entailing weekly meetings of top officials. This format was a relic of the
voluntary regulatory system during wartime when there was a sense of
united purpose and continual meetings were deemed appropriate. It
required substantial effort by both the banks and the central bank to
continuously implement the regulations, which likely added to frustra-
tions on both sides.
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When the regulations were introduced, liquidity quotas were a highly
contested topic at meetings between the Riksbank and the banks. As
the banks gradually adjusted to the liquidity quotas, discussions about
them decreased. The quota levels were also stable for several years,
which gave them the appearance of permanent fixtures in the business
landscape. However, since the liquidity quotas were deemed to have had
litcle effect, the lending ceiling was introduced in 1955 as a more direct
restraint on the banks’ lending (see Chap. 3). As a result, the banks were
forced to sharply reduce their lending. For the largest banks, this regula-
tion implied a 6% reduction of credit in 1956. The banks reluctantly
adhered to the lending ceiling by reducing credit limits and demand-
ing higher amortization of loans to industrial customers. These actions
generated increased tension because the meetings were soon dominated
by discussions about whether the banks had extended too much credit.
Thunholm gives several examples of the continual struggle between the
banks and the Riksbank as well as of Asbrink’s aggressive scolding.?!

The end of the 1950s also saw a careful move toward a more market-
oriented approach to the financial system. For the banks, this shift came
suddenly. At a meeting with commercial banks on June 19, 1957, Asbrink
condemned the banks for having increased their lending and coming
too close to the lending ceiling, and he strongly urged them to be more
restrictive. But only 4 weeks later, at the routine banking meeting, Asbrink
announced that he was inactivating the lending ceiling because the econ-
omy had moved into a recession. He warned, however, that if he perceived
that this change was being abused and that the banks’ extension of credit
was growing too fast, the lending ceiling would be reactivated.??

After the lending ceiling was inactivated, both liquidity quotas and
interest rates were adjusted more frequently. Mats Lemne had aban-
doned the use of the discount rate as a means to regulate interest rates,
but Asbrink’s scrapping of the low interest rate policy opened the door
to a more flexible monetary policy. Several banks claimed that the
changes caused their lending to decrease and halted investments in the
agricultural sector, among other areas. However, these effects were only
temporary and likely connected to the recession in 1957-1958.

When the lending ceiling was (temporarily) abandoned, the
Riksbank reintroduced the use of liquidity quotas. The suggestion that
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the quotas would be reviewed every month was not met with enthu-
siasm by the banks, probably because they expected that these reviews
would result in higher quotas. However, because of the economic
recession, the Riksbank refrained from increasing the quotas. In 1959,
the minimum quotas were changed and diversified, with the highest
quotas for the largest banks and the lowest quotas for the smallest
banks. Beginning in 1960, the liquidity quotas were revised several
times each year, which meant that the Riksbank became more active in
both evaluating the Riksbank policy and criticizing the banks for not
being responsible enough. The threat of harsher banking restrictions was
always present.??

In general, higher interest rates were also likely to increase opportu-
nities to finance borrowing by the state and mortgage institutes in the
market. Higher interest rates would also make it easier for banks to
transfer loans for building activities to mortgage institutes. At the same
time, the cost of borrowing would increase, which would affect state
expenditure. For the banks and other credit institutes, higher interest
rates would increase the potential to increase earnings.

In the 1960s, the discount rate was frequently used as a countercycli-
cal means for stimulating the economy during economic recessions and
as an austerity measure when the economy was overheating.?* Increased
interest rates also prompted a cautious opening of the bond market,
particularly for mortgage institutes but eventually for other private
investors as well. Notably, even when the tough restrictions of the 1950s
were replaced with a more market-friendly policy in the 1960s, Asbrink
maintained an authoritarian posture toward the banks and insurance
companies. However, the more flexible monetary policy enabled more
lending by the banks. Nonetheless, the banks continued to cooperate on
setting interest rates, which limited competition.

The meetings between the banks and the Riksbank also served as
a forum for discussing more general economic problems in Sweden
and internationally. It was not uncommon for the banks to use these
meetings to criticize the underlying economic policy of the Riksbank
regulation, which made it possible for the banks to criticize more
general government policy, such as the economic policy of the Social
Democratic government. For instance, at the Riksbank meeting in
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December 1957, the chairman of the Handelsbanken board, Ernfrid
Browaldh, said that he had been worried that his bank showed excess
lending of 26 million kronor, but when he scrutinized the public budget
for 1958, he noticed that welfare reforms would increase the state
budget by 480 million kronor per year for the following 3 years. At the
same time, both state taxes and working hours would be reduced, lead-
ing to a loss of production equal to 1.8 billion 4ronor. He concluded
that the only area in which restrictions were a priority was the Riksbank
policy.?> Thus, discussions at the Riksbank meetings had evolved into
general political discussions, and Per Asbrink acted as a representative of
the government.

The increase in state expenditure resulted in higher levels of bor-
rowing in the bond market. Thunholm argued that this trend could
transform the banks into a place for the “collection” of government
bonds, which clearly would reduce opportunities to finance building
activities and industrial development.?® This policy was defended by
the Governor of the Riksbank, who emphasized the difficulty of plac-
ing these loans on the market without the help of banks and insurance
companies.?’

Basically, Per Asbrink and the banks agreed that the problems with
the Swedish economy lay in the macroeconomic financial policy and
not the monetary and credit policy. Therefore, the problems could not
be solved through contacts between the Riksbank and the banks and
insurance companies.
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International Turmoil and Regulatory
Changes: 1960-1979

Abstract This chapter concerns regulatory changes in Sweden and
internationally during the 1960s and 1970s. Domestically, a number
of factors gradually changed the banking landscape which meant that
adjustments to the regulatory post-World War II framework. The use of
the Riksbank regulatory measures was increasingly adjusted to macro-
economic changes and stability problems, instead of political priorities.
Internationally, the crumbling of the Bretton Woods and the oil crisis
of the 1970s are the main topics covered. This set the stage for dramatic
changes for the Swedish banking sector, as in other countries.

Keywords Sweden - Riksbank - Banking regulations - Savings banks -
Eurodollar

Toward the second half of the 1960s, Swedish financial regulations were
subject to increasing pressure from both national and international
developments. Nationally, a series of incremental changes in the regula-
tory system was caused by deeper changes in social structure. Continual
urbanization and industrialization, the development of a full consumer
society and maturation of the welfare state all converged into constant
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pressure on the regulatory structure. Internationally, the Bretton Woods
system established after World War II was starting to crumble, which
led to increased international financial fluctuations and strained the
Swedish financial system.

The Transformation of the Savings Banks

A major change in Swedish banking was the transformation of decentralized
savings and agricultural banks into large scale, for-profit banking. Today,
the descendant of these networks of small regional banks, Swedbank, is an
international concern with branches in Luxemburg, Shanghai, and New
York, among other places.! This development flourished in the decades
after World War II. Continuing urbanization and a decline in the percent-
age of the population employed in agriculture dampened future prospects
for small regional savings and agricultural banks. Other developments likely
further weakened their prospects. For example, the emergence of a con-
sumer society led to increased demand for short-term credit and more flex-
ibility in transactions. The development of the welfare state—part of the
package that included the banking regulations—also reduced the need for
long-term savings for old age and to buffer adverse life events.

The traditional division of the banking market, in which savings
banks primarily catered to long-term savings of individuals, agricul-
tural banks served smaller farmers, and commercial banks tended to
business enterprises, was encoded in the banking regulations.” In the
1950s, concerns had been raised that the regulations impaired the
ability of savings and agricultural banks to compete with the commer-
cial banks for market share. A number of minor legislative changes
were implemented to expand the areas of activity for savings and
agricultural banks in order to facilitate increased competition with
commercial banks. Limits on the amount of money that could be
deposited at savings banks were raised. The membership requirement
that limited the use of agricultural banks was relaxed. In 1955, sav-
ings banks were allowed to offer their customers transaction accounts
and to issue credit on transactions through these accounts.® This
decision was made despite the warning by a government committee
that transaction accounts would undermine the essence of savings
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banks—i.e., saving for long-term purposes—in favor of short-term
consumption transactions.

The developments related to savings and agricultural banks led to
a dismantling of the formal differences between the different types of
banks in 1968. A government commission stated in its 1967 report that
shifts in social developments had undermined the traditional divisions
among the different banks. Different types of banks now largely offered
the same services to their customers. Hence, the committee argued
that a uniform regulatory system that covered all types of banks would
encourage competition. In contrast to the mentality behind the Social
Democratic postwar program and the regulatory system of the time, the
committee stressed the benefits of competition. Specifically, competition
would allow banks to “more flexibly adapt to the shifting credit needs of
society” and encourage them to conduct “cost-cutting rationalizations”
while preventing them from overextending themselves in a socially inef-
ficient manner.’ In this regard, the spirit underlying the regulations had
clearly changed from the one that dominated at the end of the war.

However, traditional differences and the continued impact of the
Riksbank regulations prevented the legislated uniformity from having
any significant effect.®

Housing Construction and the “Million Program”

As early as the 1950s, the huge investments needed to sustain construc-
tion of housing and to extend infrastructure to all regions of a rapidly
growing country led to problems in ensuring financing. Even larger
investments were expected to be necessary in the future. Minister of
Finance Gunnar String commissioned a government investigation in
1957, explaining that the future credit market had to be “well adapted
to the demands of development.” The investigation resulted in the
credit policy legislation of 1962, which comprised three separate laws
that allowed the Riksbank to impose three forms of credit policy reg-
ulation: imposition of capital and liquidity quotas, establishment of
credit placement quotas for prioritized projects, and interest rate caps.
However, the investigation cautioned that interest rate caps were an
“extreme” measure that would tend to distort the credit market and
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open the door to lending outside the traditional bank sector. The law on
interest rate caps was also the only one that was never used.” Notably,
the law did not include the imposition of lending ceilings on banks;
nonetheless, lending ceilings were imposed on banks in the late 1960s,
as discussed later.

In December 1959, the government created a commission to look
at the housing situation and propose remedies for the future. In 1965,
the commission delivered its report, which spawned the formation of
a massive construction campaign to “build away” the remaining hous-
ing shortfall. The campaign was dubbed “the Million Program” because
of its stated ambition to build 1 million apartments between 1965 and
1974. That goal was in fact surpassed, leading vacant apartments by
the end of the 1960s. Long-term contracts in the construction sector,
however, made it difficult to reduce construction.® The Million Program
placed increased pressure on the credit system because the Riksbank had
to ensure that sufficient credit was allocated to housing construction,
which fed into the process of change already underway.

The Crumbling of Bretton Woods
and the Rise of the Eurodollar

As mentioned in the early chapters, Sweden’s economic policy was
heavily constrained by international events during the first half of the
twentieth century. This constraint arguably was exacerbated during the
second half of the century. The increased internationalization of cen-
tral banking, with BIS serving as its hub, was described above. To fully
understand the constraints facing the Riksbank and the Swedish gov-
ernment during the period covered by this chapter, it is necessary to
provide an overview of the developments that undermined not only the
Bretton Woods system but also national postwar credit policies.

There were three main sources of pressure against the postwar credit
edifice.” The first was the increasing difficulty of ensuring adequate
currency reserves to cover the national balance of payment deficits.
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The second was the problems faced by national governments when
the Bretton Woods framework required the imposition of austerity
measures. The third was increased capital mobility and the rise of the
Eurodollar market, which threatened to undermine national regula-
tions.

Bretton Woods allowed adjustments in exchange rates between coun-
tries but only under extraordinary circumstances. National prestige thus
became an issue because using currency devaluation as a means to boost
exports to obtain more foreign currency was seen as a sign that a coun-
try had mismanaged its economic policies.!® Furthermore, revaluation
was opposed by many interest groups in different countries because of
the fear that it would damage their competitiveness in the global mar-
ket.!! The resulting inflexibility in exchange rates meant that a balance
of payments deficit had to be adjusted primarily by sharply reducing
demand, which required both austerity in public finances and con-
straining private demand by raising taxes or interest rates. Such meas-
ures were politically costly.

Although the USA had a modest trade balance surplus due to its con-
tinued superiority in productivity and the benefits of the dollar being
the de facto world currency, dollars poured out of the country. The
main reasons for this outflow were military spending overseas and pri-
vate direct investments as American firms expanded internationally.!?
The amount of dollars circulating outside the USA and the continu-
ing outflow were bolstered by the birth of the Eurodollar market. Gary
Burn defined the Eurodollar market as “the unofhicial, unregulated and
unrestricted international money market, dealing in ex-patriate dol-
lar deposits held in a very liquid, short-term form, in parallel to the
official, regulated and restrictive market.”!® Today, we would call the
Eurodollar market a clear example of shadow banking. In the 1960s,
shadow banking not only facilitated American direct investments but
also increased speculative capital movements, which placed increasing
pressure on national exchange rates.'4 The Eurodollar market effectively
undermined postwar regulations on capital flow and set into motion a
trend that would eventually lead to a system of deregulated global capi-
tal movements.!>
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Taming the Beast: The 1969 “Kill Switch”

Efforts by the Riksbank to curb mounting losses in its currency reserves
at the end of the 1960s by raising interest rates and clamping down
on bank lending became known as the “Kill Switch.”'® As the name
implies, this policy was heavily criticized and was cited as the reason for
the Swedish economic recession in the early 1970s. However, it must be
understood in the context of its time.

At the root of the set of events that prompted the Riksbank to ini-
tiate the Kill Switch was the imbalance in European trade structures.
Several countries ran a trade deficit, whereas West Germany, having
emerged in the postwar era as the economic powerhouse of Europe,
had a large trade surplus. This led speculators to expect a devaluation
of several key European currencies and a revaluation of the German
mark. Pressures on West Germany to revalue its currency, however, were
ignored.!”

In late 1968, capital flight from France to Germany began because
speculators expected the franc to devalue and the mark to revalue. The
French President, Charles de Gaulle, vowed that the French franc would
not be devalued; instead, France would undertake austerity measures,
including government budget reductions and higher interest rates. The
aim was to decrease France’s trade deficit by more than a billion US dol-
lars in 1969.18

To make matters worse, American firms borrowed large sums of
money in the Eurodollar market to finance the construction of subsidi-
aries in Europe. As mentioned above, this was a component of the huge
overseas investments made by American firms in the 1950s and 1960s.
Furthermore, American banks took short-term loans in Eurodollars in
order to meet the monthly reserve requirements of American regula-
tions,!? which in turn drove up interest rates on the Eurodollar mar-
ket. Thus, it became attractive for speculators to move funds out of
regulated national financial systems and into the unregulated Eurodollar
market.

In early 1969, pressure was also mounting on the Swedish krona.
As mentioned earlier, currency regulations were in place that in theory
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should have stopped currency outflows. However, there were excep-
tions to currency regulations for financing Swedish investments over-
seas and export credit. These exceptions became “leaks” in the Swedish
financial system.?? The expectation of a German appreciation caused
Swedish firms to either quickly sell their kronor for marks or to hold on
to their marks. Deposits in Swedish banks were withdrawn, but demand
for lending increased. This led banks to increase their reliance on loans
from the Riksbank.?! As mentioned above, currency devaluation was
seen as a sign of mismanagement by a country’s monetary and finan-
cial authorities, and Asbrink was not willing to accept such humiliation.
At a meeting of the Board of the Riksbank on February 27, Asbrink
expressed an intent to raise the discount rate in order to rein in banks’
use of central bank loans. He explained that the present situation was
caused primarily by speculation against the French franc and attempts
to fend this off, as well as increased borrowing by American banks in
the Eurodollar market. An increase in the interest should therefore be
seen as an alignment of the Swedish interest rate with interest rates on
the Eurodollar market. Furthermore, the Swedish banks had been “less
than willing” to accommodate the recommendations of the Riksbank
regarding liquidity levels.?? The Board therefore made the decision to
raise the discount rate by 1% and to invoke liquidity quota regulations
to ensure that the banks adhered to the quotas established by the central
bank.

This series of events did not improve the situation. De Gaulle
resigned after losing a referendum. Suggestions by German policy-
makers that Germany might be willing to revalue its currency fueled
further speculation. In July, the French government initiated severe
austerity measures and stopped all public investment. The American
Federal Reserve made a failed attempt to hinder the flow of Eurodollars
between US banks and their foreign branches by imposing reserve
requirements on the loans between them. A firm commitment by the
German government that the country would “never in eternity” revalue
its currency likewise proved ineffective.??

The outflow of Swedish currency also continued. At a Riksbank
Board meeting on July 10, 1969, Asbrink declared that the Riksbank

had lost over 2 billion kronor, or one-third of its reserves, in the
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previous year.’ He continued to place the primary blame on the
Eurodollar market but also increasingly blamed the Swedish banks,
arguing that they were in effect financing the outflow of capital through
their increased borrowing from the Riksbank. Based on his expectations
of far more turbulence in the global economy, Asbrink deemed it neces-
sary to further increase interest rates as well as to further restrict lending
by banks.

This clampdown was severely criticized from the outset, for example,
by Erik Lundberg, one of Sweden’s most prominent economists.?” In his
memoirs, Lars-Erik Thunholm, an executive at Skandinaviska Enskilda
Banken, claimed that these policies completely incapacitated the
Swedish credit market.?® Other commentators placed the drastic meas-
ures in the context of a new world in which Sweden was frequently the
victim of financial speculation. Even commentators not associated with
the left described the Eurodollar market as “an incarnation of interna-
tional speculation capital and the driving force behind the currency
turbulence.”?” Social Democratic economist Nils Kellgren questioned
whether national central banks were still in control. He argued that the
influence of the Eurodollar market was, in effect, “so strong that it can-

not be controlled by any individual country....”?

Regulatory Formalization

The Kill Switch increased the strain on the old arrangements between
the banks, the Riksbank, and the government. According to Thunholm,
the Kill Switch represented the peak of tensions between the banks and
the Riksbank. Moreover, according to Thunholm, the Riksbank failed
to perform its main function as the lender of last resort by restricting
central bank lending in a time of liquidity problems. When Thunholm’s
bank exceeded its loan ceiling at the Riksbank, Asbrink’s punitive inter-
est rates were implemented. Thunholm also claimed that a legal expert
he retained to investigate the matter concluded that the Riksbank had
exceeded its authority and could be sued. The threat of litigation was
supposedly used to successfully “blackmail” Asbrink into returning
the money to the bank.?? In addition, members of the Board of the
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Riksbank were increasingly critical. For instance, at a meeting in March
1970, one member stated that discretionary decisions by the Riksbank
regarding loan ceilings on different individual banks were problematic.
Another member called for discussions to create a new system. Asbrink
promised to consider this proposal but emphasized that it would
have to be implemented by an entity other than the Riksbank.?® The
Bankers’ Association also demanded that an investigation into potential
regulatory changes be conducted.!

The problem was that the legal framework was vague and needed
clarification. In light of the seemingly permanent instability of the cur-
rency market, the temporary character of the regulations appeared to
be at odds with reality. The general climate of cooperation between the
banks and the Riksbank had also deteriorated, increasing the perceived
need to ensure that it was legally permissible to force banks to imple-
ment policy if necessary. On June 30, 1971, Finance Minister Gunnar
String assigned staff at the Department of Finance the task of inves-
tigating credit policy regulations and developing proposals for change.
He noted the demands by the Bankers’ Association for an investigation
into the regulations and cited “changes in the credit market” that had
taken place since the regulations were created.?> Maintaining the con-
struction of housing as a central priority, String also touched on the
deterioration of the climate of cooperation between the government and
the banks, arguing that if an agreement with the banks on credit alloca-
tion to housing was not possible, then new rules should make it permis-
sible to “force an arrangement” on the banks.??

The End of Bretton Woods and the Asbrink Era

Meanwhile, the developments that had placed a strain on the Bretton
Woods system persisted. The continuing outflow of dollars and a dete-
rioration of the American trade balance, exacerbated by the Vietnam
War, led to pressure on the USA. The continual outflow of gold from
the USA meant that the basic principle of Bretton Woods—that 35
US dollars could always be converted into an ounce of gold—had not
been true for a long time.>* On August 15, 1971, President Nixon
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announced that the dollar was no longer convertible to gold. Although
the Bretton Woods system was not formally abandoned, this announce-
ment signaled its de facto end.*> The destabilization of the dollar, the
longtime anchor of the international economic system, set off a long,
harrowing process among European countries to create a new reserve
alternative that could solve the constant imbalances of payments
between them. In the 1970s, European cooperation was mainly focused
on the so-called “snake,” which allowed national currencies to fluctuate
within a designated range (creating a snake-like movement). The snake
was an ad hoc measure and was unable to provide a stable monetary
framework. In addition, several countries, including Sweden, dropped
out of the snake on occasion to stimulate exports by devaluing its cur-
rency outside the permissible range. The decade ended with the creation
of the European Monetary System (EMS) and the European Currency
Unit (ECU), which at that time was simply a basket of its constituent
national currencies. This process would eventually lead to the creation
of the Euro, which was accompanied by a new wave of problems.?®

In Sweden, Asbrink oversaw Swedish currency maneuvers during the
beginning of the 1970s. His long reign as governor of the Riksbank
ended in 1973, just as real turbulence was setting in. It has been argued
that the personality of the central bank governor has practical effects on
how central banking is conducted.’” However, the established personal
relationships and informal compromises between long-term members of
the government and a long-term central bank governor might be just
as important. If so, the removal of such a long-term and authoritative
governor as Asbrink would indeed herald the end of an era and create a
need to establish a new working relationship between the government
and the central bank.

Asbrink was replaced by Krister Wickman, who was as involved
in the Social Democratic Party as Asbrink had been when he was
appointed in 1955, although Wickman was at a higher level in the hier-
archy. He had not only been chairman of the Board of the Riksbank but
also served as a Member of Parliament for the party and as a Minister
of Industry and Minister of Foreign Relations for the government.
However, Wickman’s close ties to the party led to his decision to resign
after the historic defeat of the Social Democrats in 1976. Wickman was
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replaced by Carl-Henrik Nordlander, who had previously been the head
of the government-owned bank Kreditbanken until its merger with the
Postal Savings bank (Postbanken) in 1974.

Judging by the personalities of the two Riksbank governors who suc-
ceeded Asbrink, they might have been more flexible toward—or less
able to prevent—the expansive government policies of the 1970s.%8
The turbulence of the 1960s and the beginning of the 1970s, caused
primarily by imbalances of payments between surplus and deficit coun-
tries, intensified as several factors combined to create something simi-
lar to “a perfect storm,” to use the overused metaphor. Both monetary
and real economic factors were significant. The cost of the Vietnam War
and President Nixon’s successful application of pressure to the Federal
Reserve to increase the money supply created global inflationary pres-
sure.’? Adding to this pressure, the prices of all major commodities
increased sharply. Natural gas shortages in the USA caused prices of fer-
tilizers in the world market to increase. Combined with a series of bad
harvests in Asia and parts of Africa, these factors caused food prices to
spike worldwide. %

In 1973, the OPEC countries, dominated by Saudi Arabia, raised
the price of oil as part of a campaign to exert political pressure on
Western countries because of their support of Israel in the Yom Kippur
war. Given the extensive role of oil in the industrial world, the sharp
increase in oil prices led to increased inflationary pressure. Furthermore,
increased competition from newly industrialized countries in Asia, espe-
cially Japan, had started to undermine the industrial basis of the post-
war Western world, which placed additional pressure on the balance of
payments. For Sweden, this meant that traditionally important indus-
tries, such as shipbuilding and steel, became increasingly unprofitable.
Meanwhile, a resurgence of unrest in the labor market surprised poli-
ticians and economists alike. In Sweden, high global prices on lumber
and ore led to large profits in the extraction industry. Together with
expectations of high inflation, this eventually led, through negotiations,
to large real wage increases.?! All of these factors contributed to severe
inflationary pressure and unprecedented imbalances between coun-
tries as money poured toward the producers of commodities, especially
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oil-exporting countries. The result was a combination of high unem-
ployment and inflation, which was dubbed “stagflation.”

National responses to the 1970s crisis differed across countries.
Some, including Germany, Japan, and the USA, deflated, making it a
priority to bring down inflation. Others attempted to fight the reces-
sion. Swedish politicians had learned from the Kill Switch experience
that restrictive measures were politically costly.#> Moreover, mainstream
Swedish economists had been critical of the austerity of the Kill Switch
and were now uniformly pressing for expansionary measures.*3 Sweden
was thus one of the few industrialized countries to attempt to mini-
mize unemployment through government support of the economy. By
implementing the Bridging Policy (Overbryggningspolitiken)—so named
because it aimed to create a bridge to the next forecasted international
upward swing—the Swedish government went far beyond theoretical
Keynesian demand stimulation. It engaged in a wide array of support
programs, including direct subsidies to business enterprises and nation-
alization of crisis industries.*4

Another key feature was investments in export-oriented industries to
obtain more foreign currency through increased exports. Riksbank gov-
ernor, Krister Wickman, was a proponent of the Bridging Policy. The
Riksbank thus willingly attempted to balance the conflicting demands
of the old policy goals with the new goal of massively stimulating the
economy. The Bridging Policy was not abandoned after the historic
election defeat of the Social Democrats in 1976. Instead, it was pursued
even more vigorously by the coalition of non-Social Democratic parties.
Wickman’s successor, Nordlander, tried to persuade the government to
abandon the policy but was unsuccessful.*’

The Law of Credit Policy Means

The investigation into credit policy regulation that started in 1971
was completed in 1974, the year after Asbrink retired. Three factors
explained the need for new legislation: (1) the goal to treat all types
of banking uniformly, as previously codified in the regulatory changes
of 1968; (2) the growing effects of international credit flows on the
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Swedish economy; and (3) the increased ambition regarding hous-
ing construction related to the Million Program. The pressure on the
last ambition worsened because of increased government borrowing to
finance fiscal expansion in order to counter economic stagnation. All
these factors indicated the need to “modernize” the credit legislation.4
Increased flexibility and a reduction of legislative complexity were
intended to increase the freedom of the Riksbank to choose how to
address various situations. The temporary character of the regulations in
the 1962 legislation was to be replaced with permanent arrangements.
The discretionary use of lending ceilings on banks was to be codified
in the law as well.47 Finally, the three laws to cover different means of
implementing credit policy were to be replaced by a single law that cov-
ered all of the identified means: liquidity quotas, mandatory investment
quotas, and interest rate caps.

The Riksbank’s response to the proposed changes was positive. It
asserted that the changes more or less codified methods already in use
and urged swift enactment:

To manage the problems that characterize the present economic situation,
a broad spectrum of credit policy means must be available, and the credit
policy legislation proposed as a result of the investigation thus constitutes
a major improvement. The current uncertainty, created not least by the
international economic situation, makes it imperative that the proposed
credit policy legislation is enacted without delay.4®

The 1974 Law of Credit Policy Means and the regulative measures
enacted by the Riksbank in the second half of the 1970s can be inter-
preted as attempts to overcome the fundamental imbalances within
international and national economic systems through tighter regula-
tion. Indeed, it has been argued that the Swedish financial system was
never more tightly regulated than in this period.%’ Similar propos-
als for solving the imbalances, for example, by increasing regulation
of the FEurodollar market, were made within the international com-
munity. However, a growing faction favored deregulation to maintain
balance. The choice increasingly seemed to be between increased regula-
tion (the law of credit policy means and its sporadic application can be
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interpreted in this light) and deregulation and the transfer of responsi-
bility for managing the system to private banks.*

The methods included in the new legislation were used exten-
sively in the years that followed. Thunholm wrote in his memoir that
hope among commercial banks that credit policy would ease up after
Asbrinks retirement was soon dispelled. The same could be said of hope
that the new non-Social Democratic government would implement a
more market-oriented, bank-friendly credit policy. Instead, the credit
policy was tightened. In 1974, a series of interest rate increases was ini-
tiated to stave off currency outflow. Lending ceilings were also imposed,
but restrictions on the amount of bank borrowing from the Riksbank
were not. After the lending ceilings were removed in 1975, bank lend-
ing increased, prompting the Riksbank to take action in 1976.%!
Liquidity quotas were increased, forcing banks to buy an unprecedent-
edly large amount of government bonds. Meanwhile, paradoxically, a
deregulation process was initiated: to improve the Swedish balance of
payments (at least in the short term), private loans for the purpose of
industrial investments abroad were encouraged. Hence, regulations on
foreign loans were eased.>?

The End of the 1970s

At first, the Bridging Policy was a success by all accounts.
Unemployment was significantly lower than in other countries and
industrial production was higher. However, during the second half of
the 1970s, as the rest of the industrialized world improved their eco-
nomic performance, Sweden’s performance deteriorated. Sweden thus
seemed to have established its own peculiar economic dynamic, one
that was out of step with the international economy.>

The Bridging Policy led to mounting government budget deficits
(Fig. 5.1), which increased pressure to ensure financing for the mas-
sive Million Program building project.’* Both Asbrink and String had
effectively vetoed any attempts to borrow money abroad for government
expenditure.>® After Asbrink’s retirement, the Riksbank staff became
more open to the prospect of taking loans from abroad. However, an
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Fig. 5.1 Swedish government deficit as percent of national GDP, 1970-1980.
Source Swedish Statistical Yearbooks 1970-1980

attempt to broker a loan with private banks in New York in 1974 was
stopped by String. Instead, the Riksbank itself acquired loans at BIS
and the Iranian central bank. As noted above, private borrowing from
abroad was encouraged in order to reverse capital flows. With String
retired and a new government in place, the final obstacle was removed
and a working group was created to oversee the taking of government
loans abroad. The Riksbank facilitated larger loans abroad beginning in
1977, and both the national debt and the debt held by foreign creditors
increased (Fig. 5.2).5

As the imbalances triggered a variety of ad hoc emergency measures,
an ideological and theoretical shift was taking place. Simplified versions
in which stagflation disproved the entire postwar Keynesian approach
to the economy were likely too superficial (not least because, as noted
above, few countries really embarked on policies akin to Keynesian
stimulus). Nevertheless, governments could be credibly blamed for
some causes of the imbalances of the 1970s, including the Vietnam War
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Fig. 5.2 Swedish total national debt in percent of GDP and national debt
placed abroad, 1970-1980, as a percent of national GDP. Source Swedish statisti-
cal yearbooks 1970-1980, National debt by ownership

and Nixon’s political pressure on the Federal Reserve to ease monetary
policy. A wide variety of business-sponsored think tanks intensified their
activities, partly a defensive measure against the left-wing radicalism of
the time. Within the community of international organizations, above
all the IMF and the World Bank, the faction that advocated less regu-
lation of international finance and increased reliance on private banks
gained the upper hand.”” Overall, regardless of whether it is called
“the rise of neoliberalism” or “the fall of Keynesianism,” the belief that
governments caused more problems than they solved gained credence
in the imbalance-ridden world of the 1970s.°® In the world of central
banking, after the failure of the Federal Reserve to stand up to Nixon, a
firmer stance on inflation became the international norm.>

Consequences of the Statist Regime and the
Riksbank Regulation

The aims of the Riksbank regulatory measures were initially to con-
trol inflation and to promote investments in prioritized sectors of the
economy. To make the costs as low as possible, the low interest rate
policy—which had been established during the interwar period—would
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be maintained. Fulfilling this policy required the introduction of new
measurements, which was handled by the Riksbank. Consequently,
the Riksbank became a direct extension of government policy and was
directly controlled by political Social Democratic interests. This politi-
cal governance was maintained for three decades despite a transition in
political priorities toward a countercyclical economic policy with more
market-oriented interest rates. Thus, the Riksbank regulation evolved
into a convenient tool for the government to meet economic targets.
However, in reality, what were its practical results?

One way to evaluate the results of this policy is to analyze changes in
banks” lending. Liquidity quotas could be used to hamper lending on an
annual basis. These quotas were initially relatively stable, which led to a
stable decrease in the total lending/deposit ratio. However, compared to
activity before the introduction of liquidity quotas, the reduction of the
lending/deposit ratio was considerable during the 1950s (see Fig. 5.3).
Although total lending exceeded total deposits in 1950, it was reduced
to 70% of deposits during the last years of the 1950s, and for some
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banks it was even lower. Undoubtedly, the policy initiated by Mats
Lemne and upheld during the early years of the Asbrink period had the
anticipated effect and probably reduced inflation as well as lending.

Relief from the regulatory measures was also apparent in the 1960s,
when the relative importance of lending increased. However, with the
introduction of the Million Program to build new apartments in the
mid-1960s, and particularly the implementation of the Kill Switch in
1968-1969, restrictions were tightened, although the effect was quite
moderate compared to the 1950s. During the latter half of the 1970s,
the banks’ ability to increase lending improved. The economic reces-
sion during these years made investments important, and the strategic
role of bank lending was recognized by both the government and the
Riksbank. In hindsight, these were the first steps toward the deregula-
tion of the Swedish financial market, which was implemented in the
early 1980s and is the subject of the next chapter.

The investments of insurance companies were also heavily influenced
by the Riksbank regulation. With the regulatory compromise between
the Riksbank and the insurance companies negotiated by Ernfrid
Browaldh, a stable system of prioritized and unprioritized investments
was introduced that limited the annual investments of insurance com-
panies in different areas. Since the investments of insurance companies
were long-term, changes in their asset structures would be visible only
after an extended period.

After the initial sale of war bonds in the late 1940s and early 1950s,
the insurance companies” investments were subjugated to the Riksbank’s
priorities. Prioritized investments in government and mortgage institute
bonds accounted for approximately 30% of insurance companies’ total
assets in 1950. Initially, this share did not increase, but beginning in the
latter half of the 1950s prioritized investment increased in importance,
growing to just over 33% in 1960 (see Table 5.1).

In the early 1960s, government bonds and debentures decreased in
relative importance while bonds from mortgage institutes increased
in importance as a consequence of the Million Program and the Kill
Switch. In 1975, as much as 34.8% of insurance companies’ assets con-
sisted of mortgage institute bonds. Together with government bonds,
prioritized investments accounted for over 46% of insurance companies’
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Table 5.1 Total assets of Swedish insurance companies by investment type for
1950-1980 in percent of total assets

Swedish Mortgage Other Municipal Loans Other

govern- institutes’ bonds loans against assets

ment bonds mortgage

deben-

tures and

bonds
1950 17.3 13.4 13.0 4.0 25.8 26.5
1955 14.6 13.7 10.3 8.8 25.7 26.9
1960 16.1 17.1 9.0 9.3 32.9 15.6
1965 13,5 17.4 11.8 8.8 30.7 17.8
1970 10.2 27.7 17.8 7.1 15.7 21.5
1975 115 34.8 3.7 49 20.4 24.7
1980 17.2 30.5 3.9 4.4 14.5 29.5

Sources Compiled from Sveriges Riksbank, Annual reports

total assets. When the Million Program was completed in the late
1970s, investments in mortgage bonds decreased in relative importance,
which created the opportunity for a broader investment strategy for
insurance companies (see Table 5.1).

The significant increase in investments in prioritized assets since the
mid-1960s reflects tight control over insurance companies’ investments.
This shift was made possible by a reduction in the relative importance of
municipal and mortgage-backed loans. Although insurance companies’
total assets increased from 33 billion kronor in 1970 to 103 billion ro-
nor in 1979 (213%), the value of these loans increased by only approxi-
mately 80%.°°

This analysis of the economic development of banks and insurance
companies provides evidence of the central role of the Riksbank regula-
tion and shows that the government’s efforts to promote investment in
building activities and to finance the national debt was largely success-
ful. However, this success meant that capital was withdrawn from other
potential investments. On this ground, the Riksbank policy was criti-
cized by both banks and industrial companies, and demand for credit
increased among both businesses and individuals. Therefore, releasing
the floodgates of credit was perceived by many as an attractive option as

the 1980s began.
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A New Regime Emerges: 1980-1995

Abstract This chapter discusses the deregulation of the Swedish financial
market in the 1980s and the introduction of a new market-oriented finan-
cial regulatory regime. The driving forces of this regulatory change are
analyzed, as well as its consequences in Sweden—a deep financial crisis
in the early 1990s. The experience of this crisis is analyzed in detail, espe-
cially the Swedish way of handling it which has received large attention
internationally.

Keywords Regime change - Deregulation - Market orientation -
Internationalisation - Financial crises - Structural change

Background

The previous chapter describes the changes in the Swedish and inter-
national financial markets during the 1970s. As mentioned, the
breakdown of the Bretton Woods system in the early 1970s was par-
ticularly important. It not only enabled new forms of cooperation in the
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currency market but also facilitated a paradigm shift in economic policy
and new regulatory measures, i.c., a change in the regulatory regime
from what we have called the Statist Regime to the Market Regime.

The volatile economic development in the early 1970s, which was
characterized by inflation, falling growth rates, and rising unemploy-
ment, led to changes in macroeconomic policy. Although different
countries initially reacted unevenly, changes in the longer run were
similar, at least across Western Europe, despite differences in ideologi-
cal orientation among national governments. From the perspective of
economic theory, these changes involved the gradual replacement of
the Keynesian paradigm with a more market-friendly and monetarist
approach. Since the mid-1970s, this shift can be seen in a strong disin-
flationary policy with high interest rates and the dismantling of admin-
istrative credit controls. In several countries, the German mark was used
as the anchor for a stable currency.!

With this new theoretical paradigm, regulation of the financial
market was of the greatest importance. According to this theoreti-
cal approach, a well-functioning financial market could not be based
on regulatory measures that impeded the functioning of a free market.
Thus, measures to deregulate the financial market became an integral
part of the new emerging regulatory regime. Changes in regulation of
the British market spread to the European continent during the latter
half of the 1970s and early 1980s. The abandonment of credit rationing
systems in several European countries also became a vital component
of disinflationary policy. In France and Spain, ceilings on new lending
were viewed as a means to prevent inflation while maintaining a low
interest rate. However, it was soon evident that these restrictions were
not effective, because they could be circumvented by the market actors.
This development was closely related to what occurred in Sweden, as
discussed later.? The phenomenon of financial actors developing new
financial products to circumvent regulations in a dialectic relationship
to the regulations was discussed in Chaps. 1 and 2. It is also possible
that the extent to which financial actors were able to circumvent regula-
tions was exaggerated to support the argument for deregulation.

These new political priorities opened the door to changes in the activ-
ities of the national central banks. The most important task for central
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banks was to keep inflation within specific parameters. Controlling
lending through credit ceilings and implementing rules regarding
interest rates were obsolete in the new regulatory regime. As a result,
national banks were to a large degree released from political guidance.

As national restrictions on financial markets were abandoned, inter-
national financial transactions became easier to perform, especially with
the growing use of computers. The international market was also stimu-
lated by the increased flow of international capital. One effect of the
oil crises in the 1970s was that capital from OPEC countries was trans-
ferred to Western European financial markets and made available to
borrowers. International financial transactions increased in importance,
and globalization of the financial market accelerated. The increased
intensity of competition prompted structural changes in the interna-
tional financial market and led to increased merger activity.?

Another important development in the international financial market
that was directly connected to the increased importance of the financial
market was the introduction of new financial instruments that revital-
ized the money market. Derivatives and other financial instruments were
introduced, which created opportunities for new types of financing.

Thus, from the mid-1970s to the mid-1980s, the international finan-
cial market underwent sweeping changes. Increased competition and
internationalization were built on less restrictive regulation relative to
the previous financial regime. Regulatory changes were largely coherent
for countries in Western Europe, although these changes were imple-
mented at different times and at different speeds. Nevertheless, by the
latter part of the 1980s, the new regulatory regime had been established
in the international market despite differences in the details of macro-
economic policies between countries.

The Regime Transition in Sweden

As explained in the previous chapter, the Social Democrats suffered
their first election defeat in 1976. A liberal/conservative government
was installed, but, as noted above, this transition not lead to significant
changes in terms of financial regulation. Except for the elimination of
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Table 6.1 The deregulation of the Riksbank regulatory measures (1978-1990)

1978 Regulation of bank deposit interest rates eliminated

1980 Introduction of bank certificates

1982  Introduction of treasury bills

1983  Regulation of all bank interest rates eliminated

1983  Control of new bond issues eliminated

1983  Liquidity quotas eliminated

1985  Lending ceilings for banks eliminated

1986  Punitive rate on borrowing from the Riksbank eliminated

1986  Foreign banks allowed to establish subsidiaries

1986  Regulation of investment allocation for insurance companies elimi-
nated

1989  Control of foreign currency transactions eliminated

1990  Foreign ownership in banks allowed

Sources Jonung, Med backspegeln som kompass; Berg and Grip, Branschglidning
mellan bank och férsékring, 28-29

the regulation of bank deposit interest rates in 1978, no fundamental
changes in the Riksbank regulation were implemented by the liberal/
conservative government. Instead, during the years 1976-1982, the
Riksbank regulation was used primarily to finance the increasing public
debt,* which can be linked to the choice facing Sweden and many other
countries at this time, i.e., the choice between tightening regulations
and eliminating them to resolve difficulties.

The sharp increase in the need for public capital in the 1970s and
early 1980s could initially be handled with the Riksbank regulation,
through liquidity quotas and regulations on investment allocation for
insurance companies. In the early 1980s, however, this policy became
increasingly problematic. Commercial bank assets were to a growing
extent composed of bonds, which fueled money supply and inflation. In
this situation, the government chose to allocate a larger part of the pub-
lic debt among individual investors and companies through special sav-
ings bonds and other financial instruments. In July 1982, new treasury
bills were introduced at a value of 1 million kronor or higher and with
a term of not more than 2 years (Table 6.1). The interest rate on these
short securities was not fixed but set by the market through bids. This
new method for financing the public debt immediately became popular
among buyers and soon the majority of the public debt was financed in
this way.’
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The success of these new savings bonds combined with a well-
functioning secondary market made liquidity quotas less important for
the financing of public debt, and in September 1983 they were elimi-
nated. However, by 1980, the banks had already developed methods to
circumvent liquidity quotas. By issuing so-called bank certificates, the
banks could attract capital in addition to ordinary deposits, which could
be used to purchase bonds without formally violating liquidity quotas.®

After the Social Democrats’ return to power in 1982, the regulatory
system changed rapidly. The shift toward belief in market efliciency had
by now started to gain ground in the Social Democratic leadership.
Minister of Finance Kjell-Olof Feldt had been trained in economics and
had acted as the Swedish representative to international organizations
such as the OECD, BIS, and the IME where he was likely exposed to
the deregulatory discussions of the era. A similar trend within European
Social Democracy to embrace market ideas was dubbed “the Third
Way.”’

The feeling among the staff at the Riksbank was that the regula-
tions were undermined by the new money market. The new Riksbank
Governor, Bengt Dennis—who had been appointed by the Social
Democratic government after the election in September 1982—noted
that the development of the money market made it possible for the
banks to bypass virtually the entire Riksbank regulation. The meth-
ods to manipulate the system were fully developed, and the Riksbank
could do nothing to prevent it.® At the same time, the Riksbank had
been staffed with an increasing number of people trained in formal eco-
nomics that emphasized market efficiency and market equilibrium. Past
regulations were thus increasingly interpreted as a textbook example of a
price ceiling that led to a suboptimal outcome.’

In addition to liquidity quotas, the regulation of interest rates and
new bond issues was eliminated in 1983. Lending ceilings were elimi-
nated in 1985; the following year, the punitive rate on banks that bor-
rowed from the Riksbank was eliminated. In the same year, foreign
banks were allowed to establish subsidiaries in Sweden. Control over
foreign currency transactions was officially eliminated in 1989 but had
been unimportant for several years by then (Table 6.1).
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The 1974 law that was the legal basis for the Riksbank regulation was
not abolished but instead placed in mothballs in case it was needed in
the future. There was thus some doubt that market orientation was a
sustainable long-term solution for the financial system.

The dismantling of the Riksbank regulation was not the result of a
political strategy but stemmed from several smaller decisions made
during a short time. By contrast, thoughts of making changes to the
regulatory system seem to have been circulating among market actors,
the Riksbank, and politicians for some time. In 1980, the liberal/con-
servative government established a committee led by the chairman of
Handelsbanken, Jan Wallander, for the purpose of analyzing the devel-
opment of the credit policy. The findings of this committee were pre-
sented in autumn 1982, after the Social Democrats had assumed power.
The committee supported deregulation of the financial market and
argued that the Riksbank should guide credit through transactions in
the open market. The committee’s conclusion was that all liquidity quo-
tas should be promptly eliminated but that certain regulations, such as
the cash quotas, should be retained. The committee thus suggested a
larger role for the free market but still within a framework of regula-
tions.!0

The elected Social Democratic government initially opposed to
direct deregulation of the financial market and opted to maintain the
policy of the liberal/conservative government. It began with a sharp
devaluation of the Swedish currency to encourage exports. The liquidity
quotas—which had not been used for some time—were reintroduced
in early 1983 at a higher level than they had previously been. However,
the increased public budget deficit had increased available liquidity on
the market and thus the liquidity quotas were ineffective as a measure to
control bank lending. The imbalance in the foreign accounts also con-
tributed to volatile liquidity, especially among the larger banks, which
created an uncertain situation for the financial market. The elimina-
tion of liquidity quotas was thus increasingly seen as necessary and was
supported both by the Social Democratic government and the political
opposition. Hence, they were removed in September 1983, as Sweden
took another step toward deregulation.!!
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Although the banks were given more freedom after the elimination of
liquidity quotas, lending ceilings remained in place and were regarded
as a more effective means of controlling bank lending. The lending ceil-
ing limited lending growth to 4% in 1984. The regulation of insurance
companies’ investments was also retained, which meant that the finan-
cial market was still under extensive control by the Riksbank. In addi-
tion, insurance companies’ lending was subject to interest rate control
in 1984.

Insurance companies resented what they viewed as mistreatment
compared to the banks and market development. The banks had greater
freedom in both lending and setting their own interest rates. Another
problem was that the Swedish National Debt Office (Riksgilden) had
introduced a special so-called National Bond in the open market to
help finance the budget deficit, and this bond had an interest rate 1.7%
higher than the interest rate on ordinary government bonds, which the
insurance companies were supposed to purchase. This resulted in strong
protests not only from the insurance companies but also from BIS, for
example.!2

In the ensuing economic debate, the financing of the national debt
through transactions on the open market was given increased attention.
Additionally, public committees emphasized the importance of market
transactions and supported the financing of the national debt through
actors other than banks. Consequently, the interest rate of the so-called
National Bonds became an important factor in the introduction of
market-driven interest rates.

The Swedish discussion about deregulation of the financial market
was closely related to international development. As Swedish member-
ship in the European Communities (EC) became increasingly likely,
there was a gradual adjustment to European standards. The Social
Democratic government gradually implied that the Riksbank regulation
was a restriction that could be used under extraordinary circumstances
but that a market-oriented policy was preferable. When Financial
Minister Kjell-Olof Feldt also came out in favor of the market solu-
tion, deregulation was not far off. Feldt noted in his memoir that Prime
Minister Olof Palme, who was tired and distracted, finally accepted
deregulation.!? The removal of lending ceilings in November 1985 was
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dubbed the “November Revolution,” but as discussed earlier, this action
was actually a step on an evolutionary path that spanned several years.

The dismantling of the Riksbank regulation increased the impor-
tance of ordinary banking legislation (presented in Chap. 2) for both
commercial banks and savings banks. This resulted in a “double dereg-
ulation” for the savings banks because the full effect of the regulatory
changes in the late 1960s (see Chap. 5) could not be realized until after
the elimination of the Riksbank regulation.

An important regulatory shift also affected the Stockholm Stock
Exchange, which as late as 1980 had been granted a monopoly on trad-
ing shares in Sweden. This was obviously a late example of the regula-
tory system that was developed after World War II, but this monopoly
was very short-lived. Under the influence of the deregulation of the
financial market in Sweden and abroad, Bengt Rydén, the CEO of the
Stockholm Stock exchange since 1985, initiated a rapid development of
the stock exchange. One important change was to reform the regula-
tions and unbundle the stock market. An early step in this process was
taken in 1987 when the government formed a committee to implement
changes in the stock market. This led to an intense discussion about the
future of the Stockholm Stock Exchange. With the support of special-
ists and politicians, the stock exchange was not only unbundled but also
privatized in 1992.14

The Beginning of the Deregulated Financial
Market

The new regulatory regime meant that the Riksbank was given a new
role in the financial system. Through operations on the open market,
the Riksbank remained a key actor in the market. The Riksbank was
also active in the repurchase of different government securities and in
the promotion of forward trade, which made it possible to relatively eas-
ily affect the liquidity of the financial market.!®

As of the latter part of the 1980s, Riksbank policy was to allow the

open market to develop as freely as possible. Expectations regarding
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deregulation of the financial market were therefore very important. In
the short run, household credit was expected to move from the so-called
“gray” financial market of financial companies, where it had migrated
to circumvent the regulations, back to the banks. There was no expec-
tation that deregulation would result in uncontrolled credit expansion,
and in the beginning, the banks’ total credit did not grow significantly.
However, bank lending started to increase in 1987, which contributed
to an overheated economy. The Riksbank noticed this trend and man-
aged to persuade the banks to introduce amortizations with a final
liquidation date on all new credit. However, the banks soon failed to
conform to this policy. Indeed, this attempt to enforce new regulation
was more in line with the previous regulatory regime. The situation had
changed since then; liquidity was freely available and the banks were
no longer dependent on the Riksbank to acquire it. Therefore, in 1988,
the Riksbank abandoned its attempt to guide the credit market through
direct means, allowing the banks to expand their lending freely.'®

Between 1985 and the peak year of 1992, bank lending increased
from 359 to 946 billion kronor—more than 160% (Fig. 6.1). The gov-
ernment did not tighten its fiscal policy, which might have been suf-
ficient to cool off the economy. Increased lending was also fostered by
a general increase of wages at the time, which made people willing to
take on larger loans. Another factor was the banks™ prioritization of
market growth: it was more important to be a dominant player in the
market than to maintain the largest profit. The prioritization of size was
deemed important to avoid hostile take-overs and to raise barriers to
entry to prevent foreign banks from establishing themselves in Sweden.
This was a common scenario, especially for the largest and mid-sized
banks with growth ambitions. This environment created a “follow-the-
leader effect,” which led to banks taking on large risks.

The largest part of the increase in bank lending in the late 1980s
and early 1990s was in foreign currency. In 1985, foreign currency
accounted for 26% of total lending. By 1989, it reached 38%, and in
1990 and 1991, it peaked at 44% of total bank lending. These were the
years that immediately followed the elimination of Riksbank control
over foreign currency transactions. Even before 1989, the Riksbank was
fairly benevolent toward international transactions, but after Riksbank
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Fig. 6.1 Total bank lending during 1981-1996 in billion kronor. Source Riksbank
annual reports

control was eliminated, it became much easier from a bureaucratic per-
spective to borrow money from abroad at a low interest rate and lend it
on the Swedish market at a considerably higher rate. After the devalu-
ation of the Swedish Krona in 1981 and 1982, it was widely expected
that the value of the Swedish currency would remain unchanged. This
expectation was strengthened in 1991 when the exchange rate for
Swedish Krona was pegged to the ECU. Thus, the risk associated with
loans in foreign currencies did not seem to be higher than that for loans
in Swedish kronor.
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Households reacted swiftly to deregulation of the financial market.
In 1986, lending to households increased by 20%; during the follow-
ing years (1987-1989), annual growth fluctuated between 20 and 30%
per year. Credit to non-financial companies also increased considerably,
especially in 1988, when the growth rate exceeded 30%. During the
early 1990s, the growth of loans to non-financial companies was consid-
erably higher than that for households (Fig. 6.2).!”

Considering interest rate trends, this expansion was remarkable.
During the latter half of the 1980s, interest rates for deposits varied
between 8 and 10% while the lending rates fluctuated between 12 and
14%. Thus, the difference between deposit and lending interest rates
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was approximately 3% during the late 1980s. This difference gradually
increased, reaching 7% in the early 1990s.!® This discrepancy allowed
the banks to finance loans in the Swedish market with capital bor-
rowed from the international market and earn more than if lending
were financed with deposits. Clearly, high lending rates combined with
increased foreign capital credit created higher risks for borrowers and, as
we discuss below, for the banks.

At the same time, lending was growing, and there was some relatively
minor relocation of lending among different groups. The role of house-
holds was more or less stable, but the share of loans to public authorities
decreased due to budget restrictions while credit extended to industry
and commerce increased in relative importance. The most expansive
industry by far was the building and real estate sector. Expectations of a
boom in the real estate market attracted both entrepreneurs and capital.
New companies were established, and houses and apartments—particu-
larly those centrally located in larger cities—were sold at an increasing
rate at escalating prices. These customers were originally clients of com-
mercial banks, but the new market environment allowed both savings
banks and the former cooperative agriculture banks to compete for
these customers. Savings banks were particularly active in financing the
expanding real estate market in larger urban areas.!”

Speculators in the expanding real estate market often took advan-
tage of the laxity that developed regarding the need for collateral.
Credit without collateral was very unusual in the 1970s—before 1979,
only a very small percentage of total deposits was allowed to be loaned
without collateral. In 1979, this limit increased to 10%, and in 1987,
this restriction was abolished and replaced by an open regulation that
allowed the banks to decide whether and what kind of collateral would
be required for loans. In 1989, 25% of all credit was granted without
collateral, whereas mortgage loans and claims on financial institutes—
both of which offered strong collateral—collectively accounted for only
33% (Table 6.2).%2°

The extension of credit without security was seldom used for ordinary
household loans. Instead, unsecured credit was frequently extended for
building activities, real estate, hotels, and restaurants. In these indus-
tries, approximately 60% of all credit was granted without collateral; in
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Table 6.2 Collateral as a percent of total commercial bank credit 1989

Mortgage loans 15
Shares as collateral 8
Name collateral 8
Claims on other financial institutes 18
Other collateral 26
No collateral 25

Source SOS, Uppgifterna om bankerna 1989

other industries, unsecured credit accounted for between 10 and 20%.2!
This practice is a good example of the increased risk that developed in
the financial system as the use of collateral was undermined. Note also
that the large segment of “other collateral” included assets of doubtful
value, such as shares of non-public companies or claims against invoices
or credit cards.

The Financial Crisis of the 1990s

As we have discussed, the risks associated with banking increased dur-
ing the 1980s, in part as a result of changes in public policy and reg-
ulations. Although these problems are obvious in hindsight, they were
quite difficult to perceive as the economy boomed, unemployment was
low, and profits were high. There were only a few warnings that lend-
ing was growing too fast, including the warning expressed by Financial
Minister Kjell-Olof Feldt.?? It is not surprising that the banks defended
the new financial regime because criticism of the deregulated market
might have been interpreted as the banks’ recognition that new regu-
lations were needed. Moreover, neither the Riksbank nor the Bank
Inspection Board (as of 1991, the Financial Supervisory Agency) was
especially eager to counteract the rapid development of the financial
sector and the risk of an overheated credit market.

A common view is that the Swedish financial crisis started with the
cancellation of payments by the finance company Nyckeln (“The Key”)
in September 1990. It is true that this action was of symbolic impor-
tance. In late summer of the same year, industrial production had
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peaked, as had real estate prices. Economic stagnation was approach-
ing, and the cancellation of all payments by one of the Sweden’s larg-
est financial companies was therefore a very important incident. This
cancellation was followed by the liquidation of several other financial
companies, most of which were non-bank controlled. Increasing inter-
est rates during autumn 1990 made the situation even worse, and this
trend continued in 1991. During these 2 years, financial companies
experienced losses corresponding to nearly 20% of their lending, which
was closely related to falling demand for credit and reduced prices on
real estate that had been financed by the financial companies. This
situation can be compared to the developments in Norway a couple
of years earlier, when financial companies played an important role in
the commencement of Norway’s financial crisis, which soon spread to
the banks. As in Sweden, financial companies in Norway had a more
aggressive sales culture and took greater risks compared with traditional
banks.??

In Sweden, the crisis among financial companies was closely linked
to the real estate industry. As prices on real estate stagnated, financial
companies had to take control of real estate collateral and sell it on the
market at falling prices, which in turn triggered a downward spiral of
prices that impacted other financial companies. Several financial com-
panies were owned or financed by banks, and banks had also directly
financed building activities and real estate investments. As early as
1988, there were signals that prices on some real estate—for example,
business properties in urban areas—had increased too rapidly relative to
the rental income earned from the investment. The high Swedish inter-
est rate also clearly motivated lower prices on real estate. Therefore, to
maintain a stable income, the financial companies and real estate man-
agers needed to sell at prices higher than the purchase prices. In some
corporate groups, this was achieved by selling houses at continuously
rising prices to companies within the same business group. This prac-
tice drove prices even higher and stimulated the overvaluation of real
estate.?4

The first bank to be seriously hit by the crisis was the partially state-
owned Nordbanken, which had close ties to one of the largest financial
companies, Gamlestaden. When Gamlestaden encountered financial
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Table 6.3 Commercial bank credit losses as a percent of total lending

Year Credit losses
1989 0.4
1990 1.1
1991 4.0
1992 6.4
1993 6.2
1994 2.1
1995 1.3

Note Credit losses for 1992-1995 include losses by savings banks and cooperative
banks (Féreningsbanker).
Sources SOS, Uppgifter om bankerna 1989-1994, SOS, Finansiella féretag 1995

problems, Nordbanken and other financiers provided support through
the extension of new credit. In 1991, falling real estate prices made
the situation intolerable and Gamlestaden canceled its payments. This
resulted in large losses for Nordbanken, among others. During the fol-
lowing years, all large banks experienced credit losses. At first, these
losses originated from the real estate sector, but they gradually spread
to other industries as the economic downturn worsened and companies
and individuals started having difficulty servicing their debts, which in
turn led to credit losses for the banks.

The first year characterized by large credit losses for the banks was
1991, when 4% of total lending was lost. The losses increased during
the next 2 years but fell sharply in 1994 (Table 6.3). Commercial banks
were not the only banks hit hard by credit losses; savings and coopera-
tive banks also encountered losses, some of which were even larger than
those suffered by the commercial banks. Small banks that operated in
local environments where they knew many of their customers and that
had not been active in urban markets were significantly better off.

Among the largest commercial banks, two stand out as the hard-
est hit: Nordbanken and Gota Bank. Both banks had actively sought
new customers after deregulation and had taken greater risks than
Handelsbanken and the Wallenberg-owned SEB, which had a long tra-
dition as financiers of Swedish industry and thus could rely on their
traditional contacts instead of taking higher risks to attract new loan
customers.
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What Caused the Crisis?

Deregulation of the financial market was an important factor behind
the banking crisis, but public policy exacerbated the situation. For sev-
eral decades, borrowers’ interest rate payments had been tax deductible,
which encouraged borrowers to increase their loans, especially if they
had large taxable incomes and paid high marginal taxes. In fact, high
inflation made it possible to earn a profit merely by borrowing more
money. With an interest rate of 14% and a marginal tax rate of 50%
(the highest marginal tax rate was 80%), the actual interest rate would
be 7%. With inflation of, for instance, 10%, the real interest rate would
be minus 3%, which means that Swedish borrowers were actually paid
by the state to borrow money from the banks.?> Nonetheless, this para-
doxical situation had not been a problem when the Riksbank regulation
restricted the extension of credit.

In the mid-1980s, political discussions started to address a reduction
of the marginal tax and a simultaneous halving of the allowable deduc-
tion. However, it was not until 1990-1991 that these changes were
implemented as a result of a political compromise. Because the financial
crisis was then already in its early stages, the timing of the changes was
not at ideal. If these changes had been implemented before the deregu-
lation of the financial market or the lending market, it is possible that
the lending boom and the financial crisis could have been mitigated.

As was the case in previous decades, the international situation was
also important. The decision to maintain a stable exchange rate against
the ECU had been made in May 1991 for the purpose of stabiliz-
ing the economy. The unification of Germany was followed by mas-
sive. German government expenditures to stimulate development in
Eastern Germany. To counteract inflationary pressure, the central bank
implemented a contractionary monetary policy, which drove up inter-
est rates. Higher interest rates caused capital to flow out of Sweden in
search of more profitable investments, which placed pressure on the
value of the Swedish currency. International speculators, with George
Soros at the forefront, started to speculate against the Swedish currency.
The Riksbank was forced to purchase the national currency in order to
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protect the stable exchange rate. It gradually increased the key inter-
est rate, and for a short period (September 16-21, 1992), it reached
500%. This increase had immediate effects. Specifically, interest rates
in the private lending market reached 25-30%, but speculation against
the Swedish currency was only temporarily slowed. When the specula-
tion resumed in November of the same year, it was impossible to defend
the Swedish currency any longer. It was clear that this policy could not
continue, and when the currency was allowed to flow freely, devalua-
tion was a direct consequence.?® The decrease in value of the Swedish
currency stimulated exports and likely helped the Swedish economy to
recover from the financial crisis.

The more direct reason that the crisis was stopped was that the gov-
ernment stepped into support the system. The use of this approach
to handle the crisis followed the same pattern as that used during the
interwar crises. In late summer 1991, the state acted as owner and guar-
anteed the issuance of new shares in Nordbanken. This action can be
viewed as an act of ownership, but the state also acted as a lender of last
resort during autumn 1991. One of the largest savings banks in Sweden
incurred extensive losses on their lending to building and real estate
interests. Assistance from other savings banks and the state’s willingness
to act as a guarantor made it possible to save this bank.

In 1992, the state had to take action again to save the Swedish finan-
cial system. In January and April of that year, the state had to support
Nordbanken by purchasing newly issued shares. These purchases made
the state the sole owner of Nordbanken; a year earlier, it had owned
70%. A large part of this newly infused capital was used to transfer
“bad credit” from the bank to a specially established “bad bank” called
Securum, which had the mandate to sell the collateral connected to the
loans in default.?’

Nordbanken was by far the bank hit hardest by the 1990s crisis in
terms of capital losses. Nevertheless, the bank managed to survive,
and after the transfer of bad credit, it was able to expand its opera-
tions. It expanded primarily through mergers, mainly with banks out-
side Sweden. The situation was worse for another bank that rapidly
expanded in the 1980s: the Gora Bank. It was purchased by the insur-
ance company I7rygg-Hansa/SPP, just before the banking crisis. The
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new owners initially tried to support the bank with additional capital,
but when credit losses increased heavily during the summer of 1992,
the state had to takeover the bank. As in the Nordbanken case, a special
“bad bank” was established for the loans in default. The healthier part of
the Gota Bank business was taken over by Nordbanken.*8

These events occurred at approximately the same time that specula-
tions against the Swedish currency started. The growing instability of
the Swedish financial market and Swedish currency made international
financiers more reluctant to invest in Sweden. To stabilize this situa-
tion and establish more solid routines for handling distressed financial
companies, a special state authority was created: Bankstodsnimnden
(The Bank Support Commission). The Commission began its activi-
ties in early 1993, and both banks and mortgage institutes could apply
for support. However, the need for public support quickly dimin-
ished after the floating exchange rate was introduced in November
1992. Nonetheless, the Commission was still responsible for handling
previously accepted state support and was the controlling owner of
Nordbanken. The financial crisis resulted in state capital support that fell
just short of 65 billion 4ronor, 95% of which was related to the support
of Nordbanken.

In the aftermath of the crisis, the Bank Inspections Board was sub-
ject to heavy criticism for failing to warn against increased lending and
insufficient collateral. However, the Bank Inspections Board was not
accustomed to dealing directly with the banks. The Riksbank regula-
tion was enforced by the Riksbank, not the Bank Inspections Board,
which mainly collected monthly information and focused on the banks’
accounting. When the financial market was deregulated in the 1980s,
the Bank Inspections Board reduced its activities. The Board was not
supposed to intervene in bank business; rather, the market was sup-
posed to guide the actors’ behavior. Therefore, the ethics notifications
previously issued by the Bank Inspections Board were discontinued,
and its visits to banks became increasingly infrequent. Its tight budget
and regulations that restricted the introduction of new standards (not
laws) also hampered the Board’s ability to develop control measures.
Thus, a large part of the Board’s failure to exercise effective control over
the bank sector can be explained by policies enacted by the Swedish
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government.”? In 1991, the Bank Inspections Board was merged
with insurance inspections to form the Swedish Financial Supervisory
Authority (FSA), whose budget and power increased as a result of
adjustments to membership in the EU.

Long- and Short-Term Consequences
of the Crisis

During 1993, the Swedish financial market was stabilized, primarily
owing to the floating exchange rate but also as a consequence of state
support. The financial market system gradually adjusted to international
standards and to a banking environment that was not characterized by
overheating and a lending boom. This process can be illustrated with
the ratio between lending and deposits. Before the sharp increase in
lending in 1987, bank deposits financed approximately 90% of banks’
total lending. As the role of foreign capital in the banks’ balance sheets
grew, lending was financed to a lesser extent by deposits. In 1989-1990,
banks’ total lending amounted to 140% of deposits but then fell gradu-
ally to the pre-crisis level by 1994 (Fig. 6.3).

Conclusion

Usually, financial crises lead to regulatory changes. When the roots of
the financial problems have been identified, new regulations are often
introduced to counteract similar developments in the future. An exam-
ple of this can be found in Sweden in the 1920s, when banks’ right to
own and trade shares was identified as the main problem in the banking
system and therefore gradually abolished. By contrast, after the crisis in
the 1990s, no major changes in the banking legislation were introduced.
Instead, the adjustment to EU regulations continued (Sweden became
a member in 1995). In fact, the only modification of significance was
that commercial banks were once more given the right to own and trade

shares, which had been abolished after the Kreuger crash in 1932.3
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Fig. 6.3 Banks’' lending/deposit ratio during 1980-2000 in percent. Sources
Sveriges Riksbank, annual reports

A tendency toward concentration in the financial market began dur-
ing the 1980s. As a consequence of the regulatory changes in 1987, it
became possible to integrate banking and insurance in the same busi-
ness group. This situation encouraged mergers across business borders,
and during the following years, there were several examples of integra-
tion among banks, insurance companies, and mortgage institutes. This
policy continued after the financial crisis both as a consequence of the
internationalization of the financial market and as a means to avoid the
liquidation of weak companies by merging them into their stronger
competitors. This trend opened the door to the creation of large finan-
cial “department stores” at which virtually all financial transactions
could be conducted. As competition from foreign actors increased
in the Swedish financial market, this strategy became a means to
strengthen market actors, especially the larger banks.

Deregulation of the financial market in the 1980s constituted a tran-
sition period between two regulatory regimes: the regulatory postwar
regime and the market-oriented regime. Although the transition period
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between these two regimes was comparatively short, the regulatory
foundations changed considerably—especially through the elimination
of the Riksbank regulation—and the market opened up to competition
from both national actors and international competitors. It is difficult
to overstate the importance of the European Union in this process. Even
before Sweden applied for membership in the EU in 1990, regulations
were altered to correspond to European standards. Based on the experi-
ences of the financial crisis in the 1990s, it is likely that these adjust-
ments could have been implemented more smoothly and at a lower cost
to both the state and the banks.
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Banking Development, the Global
Financial Crisis and the Basel Regulations:
1995-2015

Abstract This chapter describes the development after the crisis in the
1990s and up ¢ill 2015. The Swedish banking sector expanded consider-
ably, especially in its cross-border activities. The global financial crisis in
2008 put stress on the sector, particularly because of its engagement in
the Baltic States, and a series of precautionary steps were taken by the
Swedish government and the Riksbank. A global re-regulatory agenda
started after the crisis which has had large importance for the Swedish
financial system.

Keywords Basel III - Global financial crisis - Riksbank - Sweden

This chapter provides a brief history of the development of the Swedish
financial sector from the end of the financial crisis of the 1990s to the
present. In Sweden, the crisis tended to reinforce the principles of the
Market regime. Even the Social Democrats had by 1990 conceded that
keeping inflation in check was the most important macroeconomic
goal.! During the crisis, a government commission led by leading
economist Assar Lindbeck identified reforms that would be necessary
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to ensure a more market-oriented Sweden.? The proposed steps were
aimed at dismantling the remnants of the Social Democratic postwar
program described in Chap. 2. The commission also concluded that the
Riksbank should be given formal independence to prevent politicians
from using monetary policy to achieve political ends.

In the EU, preparations for the launch of the euro took place. Similar
ideas regarding the need to maintain an independent central bank and
to target inflation were prevalent in that realm as well. Consequently,
Swedish membership in the EU entailed a commitment to central bank
independence. In the aftermath of the financial crisis, the Riksbank had
already started to target inflation at 2%,> and it was given formal inde-
pendence through legislation in 1999. This was more or less the codifica-
tion of the dominant economic theories of the time, which emphasized
the need to ensure low and stable inflation by decoupling monetary
policy from politics and by maintaining stable inflation expectations.*
This school of thought implicitly assumes that if inflation is kept under
control, financial stability will ensue because actors know what to expect.
This combination of ideas was later summarized as the “Jackson Hole
Consensus’: monetary policy is the best means of economic stabilization;
central bankers should be insulated from politics; low inflation is critical;
markets are efficient; and financial crises are a thing of the past.’

Banking Expansion and Internationalization

The Swedish banking sector expanded considerably in the years after
the crisis. A tendency toward concentration in the financial market
had started during the 1980s and accelerated during the crisis in the
1990s, not least due to mergers stemming from the government’s crisis
management. By 2015, the four major Swedish banks—Handelsbanken,
Nordea, SEB, and Swedbank—accounted for 70% of all lending in
Sweden and nearly as much of the deposits.

The Swedish banking sector also grew rapidly. After the crisis in
the 1990s, the assets of the Swedish banks amounted to approxi-
mately 120% of GDP. By 2008, the value of these assets had reached

approximately 370% of GDP’ Growth also took place outside Sweden,
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especially in other Nordic countries but also in the Baltics, Germany,
Poland, and the UK.® As a result of this considerable expansion, the
Swedish banking sector is now one of the largest in Europe relative
to GDP?

Another crucial development was the banks’ increasing focus on
housing loans.!° During the real estate boom of the 1980s and 1990s,
the banks made large loans to both residential and commercial real
estate. Although the crisis originated in commercial real estate, it also
caused the prices of residential housing to fall and resulted in a decline
in bank lending. Lending for residential housing started to increase
again in the second half of the 1990s and expanded rapidly in the
early 2000s. As competition between the banks intensified, the banks
relaxed their loan demands, in many cases by eliminating the amorti-
zation requirement and reducing the amount of the required down
payment. Furthermore, interest rates were low both internationally and
in Sweden, which meant that it was generally inexpensive for house-
holds to service their debts. Relatively strong economic performance
and rising wages further boosted confidence that credit expansion was
not a problem.

The relationship between banks and real estate grew stronger.
Previously, Swedish banks typically owned mortgage banks but were
formally separated from them. This arrangement meant that lending
for residential purposes was kept separate from banks’ other activities,
which was motivated by the perceived risk of financing long-term hous-
ing loans with short-term bank funding. Through the introduction of
so-called covered bonds—bonds issued against the collateral of existing
house loans—Swedish banks were able to cheaply finance rapid expan-
sion with bonds considered to have low risk. Market lending there-
fore became a more important form of funding than more traditional
deposits. An increasing portion of this market funding comprised short-
term and non-Swedish currencies. Hence, the internationalization of
the Swedish banking sector traveled in two directions: one outward, as
Swedish banks expanded across the border, and one inward, as Swedish
banks increasingly financed themselves with international money.
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The Global Financial Crisis and its Effects
on Sweden

The global financial crisis that originated in the subprime mortgage sec-
tor in the USA in 2007-2008 has been analyzed in countless papers and
books.!! Swedish banks had very little exposure to the American finan-
cial market at the time of the crisis. However, European banks owned
securities based on American subprime loans. Bad assets were thus
circulating, but it was difficult to know which banks owned them and
in what amounts. The crisis in the USA thus triggered widespread suspi-
cions among banks in Europe that they could not safely lend money to
one another.!? This reluctance to make loans to other banks threatened
short-term finance, which is the lifeblood of banks. The liquidity prob-
lem was worsened by the fact that European banks—including Swedish
ones—needed American dollars to settle their daily activities. This need
for American dollars created a challenge for central banks that stemmed
from the increasing internationalization of banking—specifically, the
banks needed American dollars, but the central banks of their respective
countries could not create dollars; only the American Federal Reserve
had the power to do this.

Both the government and the Riksbank made clear commitments
to ensure that the Swedish financial sector was not dragged into the
financial crisis. On October 29, 2008, Parliament approved the so-
called Stability Plan presented by the government, and a voluntary
state guarantee program was launched. This program allowed banks,
mortgage banks, and other financial institutes to obtain state guaran-
tees in exchange for a fee and restrictions on salaries and bonuses. The
purpose of the program was to reduce the cost of funding the insti-
tutes by reducing the associated risk. Of the four major Swedish banks,
only Swedbank chose to participate. Parliament also legislated that state
support to a credit institute was permissible to maintain financial stabil-
ity. Finally, a decision was made to create a stability fund, starting with
15 billion kronor of government money, to finance government actions
to ensure financial stability. Money paid by institutes as part of the
above-mentioned guarantee program was channeled into this fund.!?
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The Riksbank stepped up as the lender of last resort by standing
ready to lend liquidity to banks that were solvent but experiencing
temporary liquidity problems. There were three channels of liquidity
support: general liquidity support, special liquidity support to specific
institutes, and liquidity support to neighboring countries in connec-
tion with the Baltic crisis.'¥ Mistrust in the market manifested as dif-
ficulties experienced by banks in obtaining loans with longer maturities.
The Riksbank therefore started to issue loans with 12-month maturi-
ties to banks. Since there was a need for American dollars, the Riksbank
entered into swap agreements with the Federal Reserve and was thereby
able to fortify its currency reserves with additional dollars. Dollar
loans were in high demand, and the Riksbank loaned the equivalent of
200 billion 4ronor in dollars.!> In addition, emergency liquidity loans
were extended to the ailing Kaupthing Bank Sverige and Carnegie
Investment Bank. Both were minor institutions, but given the severity
of the situation, the Riksbank decided that the risk of a loss of confi-
dence in the market if these institutions went bankrupt was too large
and thus opted to issue emergency loans. Both institutions were later
dissolved.

The considerable expansion of Swedish banks into the Baltic States
became particularly problematic. These nations experienced bub-
ble-like economic growth in the 2000s, and the financial crisis had a
severe impact on their economies. In 2009, their collective GDP con-
tracted by 20%.'¢ Swedish banks, especially SEB and Swedbank, had
loaned approximately 400 billion 4ronor in these countries. Together,
the subsidiaries and branches of these banks accounted for 80% of
the Estonian market, 55% of the Lithuanian market, and 60% of the
Latvian market.!” The sharp economic contraction therefore threatened
Swedish banks with huge losses, much of which was in non-Swedish
currencies. Half of the losses sustained by Swedish banks was attribut-
able to the Baltic countries. There was a risk that the Baltic situation
would spill over into the Nordic countries, including Sweden. The
situation in Latvia was particularly bad. In late 2008, Latvia signed
an agreement with the IMF and EU for access to euros. In addition,
the Riksbank and the Danish central bank jointly entered into a swap
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agreement with the Latvian central bank to provide further assistance.
Later, a similar agreement was made with the Estonian central bank.

It is impossible to know how close Sweden came to a financial melt-
down. The stress tests performed at the time by the FSA suggest that
the banking sector was well equipped to withstand the losses on Baltic
assets.'® Another view was offered by the Swedish Finance Minister at
the time, Anders Borg. Borg said that if the IMF and the EU had not
stepped into lend money to Latvia, two major Swedish banks would
have collapsed. He did not name these banks specifically, but it is gen-
erally assumed that he was referring to Swedbank and SEB." Since the
Swedish financial system was by now very concentrated and highly
interconnected, it is likely that if one of these banks had collapsed, a
systemic crisis would have ensued.

Regulatory Responses to the Global Financial
Crisis

In a 2009 speech held at the Swedish Banking Association, Riksbank
Governor Stefan Ingves used the metaphor of a swinging pendulum to
explain regulatory shifts: “For those of us who have been around for a
while, it is a movement, a pendulum that swings to and fro between
many and few regulations, and at present the pendulum is swinging
towards more regulations.”?’

The swing toward increased regulations was an international
phenomenon. Paradoxically, the momentum had been building dur-
ing the deregulation of international financial markets. In response
to the financial turmoil of the early 1970s, particularly the failure
of the German bank Bankhaus Herrstadt, the G10 countries, includ-
ing Sweden, agreed to establish an international organization for bank
supervision in 1974. This organization became the Basel Committee
for Bank Supervision (BCBS) and was headquartered at BIS in Basel.?!
Its original aim was to facilitate cooperation among national authori-
ties to make it more difficult for banks to circumvent regulations and to
harmonize regulations between member nations.
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A crisis that occurred at the beginning of the 1980s, the so-called
Latin American debt crisis, prompted the BCBS to develop its agenda
further. In 1988, the Basel Capital Accord (now usually referred to as
Basel I) was unveiled. This accord was based on the need to strengthen
the robustness of international banks by increasing their capital levels,
i.e., the part of their financing that is not debt. During the 1990s, this
framework was criticized for lacking risk sensitivity and failing to incor-
porate new methods of risk assessment. Work therefore began to pro-
duce a new accord, and the result was Basel II in 2004. However, Basel
I was short-lived because the global financial crisis in 2008 showed that
the scope of the problem was greater than previously assumed. Basel
III was therefore developed through a lengthy process and was subse-
quently supplemented and expanded. The sheer number of regulations
included in Basel III has been criticized as making it too complex.??
Several of the most important areas of regulation should be highlighted:
higher capital levels to ensure robustness to losses, liquidity regulations
to ensure that banks have more access to liquidity, and more stringent
demands on large institutions deemed to be of systemic importance.
These standards are not binding on member countries and allow some
national flexibility. Most members have chosen to implement them,
albeit with differences in the details across countries. Sweden’s member-
ship in the EU means that many Basel III regulations have been incor-
porated into Swedish laws as part of the country’s continual adherence
to EU legislation. The banking sector has been critical of many of these
regulations, warning that they reduce the efficiency of the financial sec-
tor, which will have consequences for economic growth. In Sweden, the
Swedish Bankers” Association has been a particularly vocal critic.

Increased awareness of financial instability also led to the creation of
new bodies for international cooperation. In 2009, the G20 countries
agreed to create the Financial Stability Board (FSB), which replaced
a previous organization, and gave it the mandate to promote interna-
tional financial regulation. One of its key concerns is the problem of
“too big to fail.” Arguably, a financial institution must be able to fail
without endangering the stability of the financial system or placing
taxpayer money at risk. International and national regulators have
attempted to build a regulatory framework around this notion, and the
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resulting so-called resolution framework contains a number of tools.
For instance, it will be possible for nationally assigned resolution
authorities (in Sweden, the National Debt Office) to intervene if a bank
is near bankruptcy and to demand emergency action on behalf of the
bank. Another highly publicized tool in the resolution framework is the
so-called bail-in, which will make it possible to transform an institu-
tion’s debt into capital, effectively turning its creditors into shareholders.
In the EU and Sweden, the details of the resolution framework remain
under construction.

The financial crisis not only resulted in new regulations but also led to
a more active role for the Swedish Financial Supervisory Authority (FSA).
In 2009, the FSA was required to increase its control over bank activi-
ties connected to money laundering and financing of terrorism; in 2013,
it was given broader powers to counteract financial instability related to
increased lending to households, among other activities. These laws were
closely connected to EU regulations and required the FSA to increase its
control over individual banks and to follow banks’ activities more closely.
In addition, the FSA was directed to report banks’ activities and to dis-
close its own findings to the government.”> Compared to the 1980s and
early 1990s, the FSA had a significantly more active role in the banking
sector and the potential for self-regulation among banks was reduced.
This development affected not only the banks but also other parts of the
financial sector, including the insurance industry and the stock market.?*
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Finance and the Welfare State: What Have
We Learned?

Abstract This chapter concludes the book on financial evolution and
regulatory regimes in Sweden. It summarizes the lessons learned from
the Swedish experiences from banking development and banking regu-
lations, and ends with discussing the question whether a new macroeco-
nomic regime is being initiated.

Keywords Financial crises -+ Macroeconomic regimes - Regulations
Basel regulations - Social democracy

This book provides an overview of the Swedish experience of financial
regulation and development from around 1900 to 2015. It places spe-
cial emphasis on the interaction between national and international
phenomena and on how financial regulations are usually connected to
larger shifts in general macroeconomic policy. This chapter distills a
number of key points from the Swedish experience.
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Regulations Are Likely a Necessary Part
of a Functioning Financial Market

After the deregulation of the Swedish financial market in the 1980s,
bank lending accelerated quickly, increasing by more than three times
between the middle of the 1980s and the early 1990s. A large part of
this credit expansion was connected to private borrowing and to loans
to real estate and building interests. There are many factors that might
explain this trend, ranging from the inexperience of the banking sector
and low real interest rates to tax reform and the unification of Germany.
Likewise, the global financial crisis of 2007-2008 could be explained by
low interest rates or the specific details of American bankruptcy laws or
housing policy. All individual financial crises could likely be explained
away in this manner, i.e., as the result of a particularly unfortunate set
of factors. The specific factors may change, but the fact remains that the
financial sector appears to be inherently unstable and if not sufficiently
regulated, it will end up in crisis.

Large Regime Shifts Are International
but Domestic Politics Matter

Shifts in broad views of how financial markets should be regulated
generally occur in tandem with shifts in views of how macroeconomic
policy should be conducted. Thus, both domestic economic policy and
international exchange rate regimes seem to be connected to financial
regulation. We have used the term “macroeconomic regime” to describe
these complex policies based on overarching principles. Sweden was
typically late to adopt these regimes, probably owing to the close inter-
action between the international and national levels. In particular, a
small country cannot change its macroeconomic and regulatory princi-
ples by its own without severe consequences. If we look at the Swedish
situation, there was only a limited increase of the role of the state in the
1930s, whereas several other countries implemented a larger degree of
state control. By contrast, when the Swedish financial regulatory regime



8 Finance and the Welfare State: What Have We Learned? 137

was altered in the 1950s, the changes were considerable and the finan-
cial system came under rigorous state control. Sweden was also late in
adopting a disinflationary and more market-oriented policy. Although
several countries adopted this type of policy in the 1970s, it was not
until the mid-1980s that this became the main policy in Sweden,
through rapid and somewhat uncontrolled deregulation. The Nordic
financial crisis in the early 1990s did not reverse this course. Instead,
it was only after the global financial crisis of 2007-2008 and the subse-
quent international regulatory agenda that Sweden once again started to
tighten financial regulations.

The importance of international factors does not mean that domestic
policy orientation is not important. What is striking about the Swedish
example in comparison with several other Western European coun-
tries is the level of detail in the regulations introduced by the Swedish
Riksbank in the 1950s. Several other countries—for example, Norway
and Spain—introduced similar regulations but never went into the
same level of detail that Sweden did. It is not far-fetched to regard this
level of detail as a consequence of the establishment of the Swedish
model and the welfare state. Strict control of the financial market was
intended not only to stabilize the Swedish currency but also to guaran-
tee that capital would be available for investment in infrastructure and
to finance large government expenditures. One can see these goals as
part of the ambitious social program launched by the Social Democratic
Party toward the end of World War II and the construction of the so-
called Swedish model. The end of the Riksbank regulatory system in the
1980s also coincided with increasing doubts about key aspects of the
Swedish model, even among Social Democrats.

The Role of Individuals in Key Positions
Is Important

Both the introduction and elimination of the Riksbank regulation were
closely related to individuals who acted as catalysts for these events. The
introduction of the Riksbank regulation was due in large part to Mats
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Lemne’s preparatory work at the Ministry of Finance. When Lemne was
made Governor of the Riksbank, he had unique opportunities to influ-
ence the use of the regulation and to shape the new regulatory regime.
Lemne’s successor, Per Asbrink, also came from the Social Democratic
Party and played a large role in the continued application of the regu-
lation. However, as discussed above, he also drove the increased inter-
nationalization of the Riksbank and orchestrated the end of the low
interest rate policy.

The Bankers' Association played a major role in representing the
interests of the banks. In particular, its chairman had the opportunity to
influence the interpretation of the Riksbank regulation, especially dur-
ing its establishment. Ernfrid Browaldh from Handelsbanken played an
important role in the introduction of the Riksbank regulation for insur-
ance companies by developing the compromise that both insurance
companies and the Riksbank could accept. During the deregulation
process, individuals such as Bengt Dennis and Kjell-Olof Feldt were
instrumental. In sum, individual initiatives have a significant influence
on large structural changes in the financial system and on shifts between
regulatory regimes.

Successful Future Regulations Are Likely
to Be Multidimensional

The Statist Regime relied heavily on direction from higher authorities.
In contrast, during the Market Regime, banking was guided primarily
by traditional bank legislation (see the presentation in Chap. 2); because
this legislation was not especially detailed, self-regulation became more
important. The financial sector’s interest in risk management intensi-
fied during the turbulent 1970s. In the 1980s, a series of new statistical
models to assess risks were developed and risk management depart-
ments were created. Central banks were expected to use the interest rate
as a tool to regulate financial activity as part of a hands-off approach.!
These two approaches, direction from authorities and self-regulation,
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were viewed as substitutes, but a lesson from the past suggests that they
should be viewed as complementary. Below, we expound on this notion
from the perspective of the Basel III regulations.

The Basel regulatory framework was developed in tandem with the
internal development of risk management in the banking sector and
evolved to become the key regulatory framework of the Market Regime.
The Basel framework considerably broadened the concept of regula-
tion by adding several different dimensions. In the words of David
Llewellyn, “Just as the causes of banking crises are multidimensional, so
the principles of an effective regime for financial stability need to incor-
porate a wider range of issues than externally imposed rules on bank
behavior.”? Llewellyn has developed a schemata of financial regulatory
regimes based on various components that regulate the relationship
between the government and actors in the financial market. These com-
ponents can be grouped into the following categories:

Governmental activities

Rules established by regulatory agencies.
Supervision by official agencies.
Intervention protocols in the event of failure.

Market activities

The role of market discipline and monitoring.
Internal corporate governance within financial companies.

Activities combining governmental and market activities

Incentive structures established by regulatory agencies, consumers, and

banks.>

This perspective stresses that direct regulation can be a complement to
and not merely a substitute for market discipline and that both might
be necessary. Llewellyn strongly emphasizes the importance of interac-
tion among the official regulator, financial organizations, and consumers

of financial products for the creation of an effective financial system.*
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From a broad perspective, the Riksbank regulatory period is a good
example of governmental activities, especially through the establishment
of detailed regulations. The increase in direct rules had consequences
for supervision. Specifically, although the Bank Inspection Board
(Bankinspektionen) was formally responsible for ensuring that banks
adhered to the applicable legislation in the period 1950-1985, it had
no control of the Riksbank regulation. Rather, the Riksbank regulation
was handled by the Riksbank through monthly reports and meetings,
which implied a more active role for the Riksbank compared to that of
the Bank Inspection Board. Consequently, the banks (and the insurance
companies) had to be more rigorous and detailed in their statements to
the Riksbank. Thus, in effect, the Riksbank performed a supervisory
function.

The Riksbank’s control of the financial companies also encouraged
a special form of self-regulation: cooperation among banks. For exam-
ple, interest rates for both deposits and lending were coordinated by the
banks through meetings; when the banks had agreed on the new inter-
est rates, they were jointly published in daily newspapers. The Riksbank
regulation, which established maximum and minimum interest rates,
was the basis for the banks’ coordination of interest rates. Adherence to
other regulations (for example, liquidity quotas) was also accomplished
through coordination and discussions among the banks.

Regulations Can Have Different Purposes

As discussed in the first chapter, regulation of the financial sector began
early and was motivated by the emergence of problems related to con-
sumer protection and financial stability. Regulation was hence not part
of a particular political agenda. This is an important lesson: regardless
of the political views of a particular government, some form of finan-
cial regulation is likely necessary to protect the consumers of financial
products and to maintain financial stability. However, following World
War II, financial regulation clearly was used as a tool for fulfilling par-
ticular political goals in addition to providing consumer protection and
financial stability.
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In Sweden, the Riksbank regulation created in 1951 was clearly
linked to the Social Democratic postwar program. Financial stability
was obviously an important concern, but the regulation went much
further. Specifically, they were developed to handle what the govern-
ment viewed as an imbalance in the market: demand for capital in pri-
oritized sectors was higher than supply, and a free market for capital
would make it difficult for the government to fulfill its political goals.
The Riksbank regulation thus differed fundamentally from the bank
legislation and regulations established toward the end of the nineteenth
and beginning of the twentieth centuries. We would argue that these
earlier laws were pragmatically created to increase systemic stability; by
contrast, the bulk of the postwar regulations were aimed at stimulat-
ing the economy and channeling capital to sectors deemed important.
It is therefore possible to be critical of the Riksbank regulation and its
political motivations but nonetheless advocate ambitious regulations to
ensure financial stability.

Regulations Can Negatively Affect Key Actors
Even if Social Costs Are Low

From the perspective of the Social Democratic ideology, the restric-
tions imposed on the financial market were largely successful. Moreover,
they do not seem to have been particularly costly for society as a whole,
because the period of the Riksbank regulation was one of unprece-
dented financial stability and strong economic growth. The regulation
did have direct economic consequences for market actors, however. For
example, the liquidity quotas and lending ceilings prevented banks from
being as active in industrial financing as they had been before World
War II. However, whether the Riksbank regulation caused reduced prof-
its for the banks is uncertain. The regulation of interest rates—through
both the Riksbank regulation and agreements among the banks—
reduced competition and made the market more oligopolistic, which
likely increased banks’ profits and counterbalanced the costs of the regu-
lation.
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Compared to the period before the Riksbank regulation, the ratio
between total lending and total deposits was reduced from approxi-
mately 100% in 1950 to 75% in 1960. This reduction was consider-
able and probably hampered the development of industrial and trading
companies. Nevertheless, the 1950s and 1960s were golden years for
Swedish industry, with a growing international market and increased
opportunities to use internal financing for the development of produc-
tion and business. Thus, it appears that industrial companies managed
to handle their finances through other means during the restrictive
credit period.

In sum, regulations can damage the interests of key actors.
Ultimately, it is a political decision whether these negative effects on key
actors should be tolerated to achieve regulatory goals.

“Shadow Banking” Is a Real Concern
for Regulation

The Riksbank regulation was constructed in the 1950s to ensure the
regulatory compliance of banks and insurance companies. It was equally
important that the regulatory system not be undermined by loopholes.
The Riksbank regulation was initially a coherent control system, but the
development of new financial companies and instruments made it pos-
sible to circumvent the regulations. An early example of this circumven-
tion came in the mid-1950s, when banks established special financial
companies to handle leasing and factoring, which were prohibited activ-
ities for banks under the legislation.

The development of the Euromarket also had a great impact on the
Swedish postwar regulatory system. With the advent of the Euromarket,
it became more difficult for Sweden to remain isolated. In 1969, under
the leadership of Asbrink, the Riksbank raised interest rates through the
infamous “Kill Switch.” The use of the Kill Switch placed additional
pressure on the strained Swedish financial system and on the fragile rela-
tionship between the Riksbank and the banks.
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The 1970s and 1980s saw several innovations that the banks could
use to circumvent the Riksbank regulation. For instance, bank certifi-
cates allowed banks to purchase bonds without formally violating the
liquidity quotas. At the time, the Riksbank staff viewed the financial
innovations as highly successful and believed that they rendered the
Riksbank regulation useless to achieve their goals. In hindsight, how-
ever, considering the quick buildup of credit after deregulation, it seems
that the efficiency of the loopholes was overestimated. Nonetheless, the
loopholes likely had a psychological effect by undermining the regula-
tors’ confidence in the efficacy of their efforts. This lack of confidence
eroded the commitment of the regulators and hence legitimized deregu-
lation.

A Successful Macroeconomic Regime Can
Become Obsolete

The Classical Regime, with its gold standard and central bank inde-
pendence, was largely successful at the end of the nineteenth century in
terms of achieving its purposes, which were to ensure price stability and
a stable financial framework for trade and investment. However, this
regime was unable to guarantee economic stability after World War L.
Although the specific reasons for this failure continue to be debated, it
seems fair to say that the main problem was that the world had changed
since the Classical Regime was constructed.

Similarly, the Statist Regime was successful for a number of dec-
ades but came under increasing pressure toward the end of the 1960s.
In the 1970s, the world was a different place from the one that existed
when the Statist Regime was inaugurated. Attempts to build a stable
international economy had been torn asunder by fundamental imbal-
ances in the balance of payments between surplus and deficit countries.
The credit policy of the 1970s should be seen as an ad hoc emergency
trial-and-error strategy to address such imbalances. In Sweden, the goals
established by the Social Democrats toward the end of World War 1I
were fading from the public mind and from the party that initially
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established them, in part because the acute problems that they were
intended to address had to some degree been solved. The international
climate was leaning toward deregulation to solve imbalances, and
Sweden, which was facing a seemingly worse economic situation than
comparative countries, was home to a new generation of politicians and
officials, many of whom were trained in economics. Thus, the stage was
set for deregulation and the introduction of the Market Regime.

Deregulation and the increased emphasis on market solutions made
self-regulation more important and increased the roles of the banks’
owners and managers. Organized risk management became more
important as regulations were eliminated. At the same time, coordi-
nation among banks was abolished and the interest rate was set com-
petitively. For a while, the Market Regime seemed as successful as its
predecessors in their respective heydays. A reduction in macroeconomic
fluctuations in the 1990s and the beginning of the 2000s led to the
notion of the “Great Moderation,” i.e., a new era of economic stabil-
ity. This notion was brutally smashed by the global financial crisis that
began in 2007.

Toward a New Macroeconomic Regime?

An important tendency in the regulatory system since the 1980s has
been the homogenization of regulations and the neutralization of dif-
ferences among actors from different countries in order to increase com-
petition. However, the financial crisis of 2007-2008 and its aftermath
have led to a renewed insistence on market regulation. Determining
the appropriate content of the regulatory system has become a global
issue. The activities of Basel III were largely a reaction to the problems
encountered between 2008 and 2010 and resulted in a wave of new reg-
ulations. The banking sector has repeatedly argued that these regulations
threaten to reduce the flexibility and efficiency of banks.

It is tempting to interpret these new regulations as a step toward a
new macroeconomic regime, and we agree that there is a tendency
toward more regulation and control imposed by governments, central
banks, and supervisory agencies. Basel III was in many ways an attempt
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to fine-tune the regulatory system by imposing a web of interconnecting
regulations onto an increasingly hostile banking sector. However, this
web of regulations has been designed to maintain the fundamentally
market-oriented nature of the financial system. This effort thus hark-
ens back to the 1970s, when authorities attempted to impose order on
the financial system by increasing regulations instead of undertaking a
more fundamental regime shift. It is too early to say whether the Basel
III framework will be sufficient to prevent a future financial crisis or at
least to ensure that a future crisis has only moderate costs. However, it
is clear that we have not seen a major regime change because such a
change would entail fundamental shifts in political ideology and the use
of other regulatory measures. Moreover, the preceding financial crisis
has largely failed to produce any major shift in economic theory that
would legitimize a regime change. However, the Swedish financial sys-
tem’s close connections to the EU and the development of Basel III will
determine the development of national regulations in the future.

A new major financial crisis might signal the end of the current macro-
economic regime, but it is unclear what would take its place. As discussed
above, the Statist regulatory regime was largely functional for its pur-
poses but was haphazardly constructed based on the blueprint of a war
economy. The Statist regime relied on cumbersome personal meetings
and external controls. It was also a one-dimensional regulatory system
and consequently undermined itself by building up resistance not only
among the banks but also within the responsible agency, the Riksbank.
Moreover, the world is a much more complicated place than it was in
the post-World War II period. New technology provides opportunities
not only for new forms of banking but also for new types of regulations.
So-called RegTech—regulatory technology—could potentially revolu-
tionize the ways in which regulations will be implemented in the future.

This book focuses on how the banking sector and its regulation have
developed over time and interact with many other factors. It ends in
the same manner: by once again stating the need to see financial regula-
tion as something that continually develops through trial and error. The
future will tell whether the Basel III regulatory framework will stand the
test of time. A study of the past, however, indicates that, ultimately, few
things can stand the test of time.
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Notes

—_

Dionne, “Risk Management”.

2. Llewellyn, “Regulatory Regime and the New Base Capital Accord”, 327.

3. This distribution of governmental activities is based on Llewellyn,
“Regulatory Regime for Financial Stability”.

4. Lewelly, “Regulatory Regime for Financial Stability”, 16-20.
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