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Stable krone and
limited intervention

m In the last six months, the krone has been stable slightly
on the strong side of the central rate vis-a-vis the euro. CONTACT
In the beginning of this period Danmarks Nationalbank
intervened modestly in the foreign exchange market.

Niels Lynggard Hansen
Director and Head of Eco-

m Danmarks Nationalbank has kept its monetary policy nomics and Monetary Policy
rates unchanged. The rate of interest on certificates of nih@nationalbanken.dk

deposit, CD rate, is -0.65 per cent. The interest spread to

+45 3363 7125
ECONOMICS AND

the European Central Bank’s monetary policy rate has been MONETARY POLICY
unchanged at -0.25 percentage points since March 2016.

m Growth in lending to households and the corporate
sector has been moderate. In July 2017, lending to the
corporate sector was approximately 3 per cent higher than
the year before, while lending to households had grown
by approximately 1 per cent. The debt level is still relatively

high.
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Foreign exchange market

Stable krone rate and limited intervention

In the last six months, the Danish krone has been
stable slightly on the strong side of the central rate
vis-a-vis the euro. During this period, Danmarks
Nationalbank intervened modestly in the foreign
exchange market. Most recently, small interventions
were made in February and March 2017 prior to the
French presidential election, during which France’s
participation in the euro was an topic. On previous
occasions, Denmark has also seen inflows of capital
in periods of political or economic uncertainty in the
euro area.

At the end of August, the foreign exchange reserve
was kr. 464 billion, corresponding to 22 per cent of
Denmark’s gross domestic product, GDP. Due to the
limited intervention, the size of the foreign exchange
reserve has been stable since June 2016 after the UK
referendum on membership of the EU.

Danmarks Nationalbank has kept its monetary policy
rates unchanged since January 2016. As a result, the
rate of interest on certificates of deposit, CD rate,
remains unchanged at -0.65 per cent. The monetary
policy spread to the European Central Bank, ECB,
has been unchanged at -0.25 percentage point since
March 2016.

Weakening of the dollar

The dollar strengthened against the euro in the
wake of the US presidential election in November
2016, including as a result of market expectations of
expansionary fiscal policy under President Donald
Trump. This development has reversed, and the
dollar is now weaker than before the election, cf.
Chart 3. This may reflect the Trump administration’s
problems in implementing its fiscal expansion,
among other factors. Furthermore, the strengthen-
ing of the euro against the dollar since early April
should be viewed in the light of declining political
uncertainty following the French presidential
election and the impression of stronger momentum
in the euro area economy over the spring.

In April, the Czech National Bank abandoned its
exchange rate floor vis-a-vis the euro, which it had
kept in place since November 2013, cf. Box 1. During
that period, the Czech National Bank kept the Czech
currency on the weak side of 27 koruna per euro.

The krone has been stable on the Chart 1
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Weakening of the dollar Chart 3
vis-a-vis the euro
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Unlike the Swiss National Bank’s removal of its ex-
change rate floor vis-a-vis the euro in January 2015,
the Czech decision was very much expected.

Money market

The ECB has maintained its interest rates un-
changed, but changed its forward guidance

The ECB decided to remove its reference to pos-
sible lower interest rates in its forward guidance on
the monetary policy rates at the monetary policy
meeting in June. Accordingly, it no longer expects
that further lowering of the monetary policy rates
will be necessary. The ECB'’s risk assessment of the
outlook for the euro area economy is now more bal-
anced than previously, and in the ECB’s assessment,
the risk of deflation in the euro area is no longer
present.

Despite the more optimistic outlook for the euro
area economy, the ECB expects the monetary policy
rates to remain at the current low levels for some
time to come. The ECB intends not to raise its mon-
etary policy rates until the asset purchase pro-
gramme has been completed.

The economic upswing in the euro area has not yet
been reflected in a rate of price increase in accord-

The Czech Republic removed its Box 1
exchange rate floor vis-a-vis
the euro in April

On 6 April 2017, the Czech National Bank, the CNB,
removed its exchange rate floor which has kept the Czech
currency on the weak side of 27 koruna per euro since
November 2013. The Czech exchange rate floor was intro-
duced to avoid a long-term rate of price increase under
the target of 2 per cent. In connection with the removal,
the CNB announced that the exchange rate floor was no
longer necessary to meet the inflation target.

At end-2016, the rate of price increase in the Czech
Republic reached 2 per cent for the first time in four
years. This caused speculation in the markets as to when
the CNB would remove the exchange rate floor. Inflation
rose further in 2017. Speculation about removal of the
exchange rate floor led to substantial inflow of capital
to the Czech Republic, and the CNB had to make large
intervention purchases of foreign exchange in the market
to prevent a strengthening of the Czech koruna. The
CNB's decision in April had no knock-on effect on the
krone market.

As a result of the CNB's interventions in the market,

the Czech foreign exchange reserve grew to more than
120 billion euros, approximately 70 per cent of GDP.
The Czech foreign exchange reserve has tripled since
November 2013. The CNB intervened at a time where the
koruna was kept weak vis-a-vis the euro due to the ex-
change rate floor. The strengthening of the koruna since
6 April means that the value of the foreign exchange
reserve has fallen. Based on estimates from the IMF,

the CNB has lost more than 3 billion euros due to the
strengthening of the koruna.

The Czech currency has strengthened
vis-a-vis the euro since April
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ance with the ECB's inflation target. Hence, the
ECB’s Governing Council, which is responsible for
setting monetary policy in the euro area, finds that
the highly accommodative monetary policy
remains appropriate.

As part of the ECB's extraordinary monetary

policy measures, the central banks of the euro

area member states have been purchasing bonds
through the expanded asset purchase programme,
APP, since March 2015. Most of the asset purchases
are still conducted through the Public Sector Pur-
chase Programme, PSPP, under which the ECB has
been purchasing bonds issued by the public sector
in the euro area, primarily government bonds. In
April 2017, the ECB reduced its monthly net asset
purchases by 20 billion euro. Hence, the ECB is now
purchasing bonds for 60 billion euro per month.

The ECB asset purchase programme increases
excess liquidity in the banking sector

The ECB’s bond purchases provide liquidity to

the euro area banking sector. Excess liquidity has
increased due to the ECB’s asset purchase pro-
gramme, reaching around 1,650 billion euro in July
2017, cf. Chart 4. Excess liquidity has increased by
more than 1,500 billion euro since the ECB start-

ed purchasing government bonds in March 2015.
Excess liquidity is the banks’ total deposits with the
central bank over and above the sum of the individ-
ual banks” minimum reserve requirements.?

The high level of excess liquidity helps to keep
money market rates in the euro area close to the
ECB'’s deposit rate, the bottom of the ECB’s interest
rate corridor, cf. Chart 5. The low and stable money
market rates in the euro area are reflected in the
Danish money market.

Money market rates are low and stable

The money market rate in Denmark, measured
by the 3-month CITA swap rate, has been around
-0.5 per cent since the autumn of 2016, cf. Chart
6.2 Short-term interest rate expectations have not

1 The minimum reserve requirement is the volume of liquidity
each bank in the euro area must hold as reserves in their current
accounts with the national central bank on average over a specified
period, i.e. the reserve maintenance period.

2 In a CITA interest rate swap, one party pays the average of the
overnight rate over the period and receives a fixed rate agreed on
entering the swap.

The ECB asset purchase programme Chart 4
increases excess liquidity in the euro
area
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Low and stable money market rates Chart 5
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Money market rates remain Chart 6
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changed materially during the period. The slight
slope of the forward curve up until the end of 2018
indicates that the market expects a very modest rise
in interest rates from the ECB by that time. Based
on the forward rates, expectations in the market are
that the money market rates will remain negative up
until the beginning of 2020.

The yield spread to the ECB, measured as the
difference between 3-month money market rates in
Denmark and the euro area, has been around -10
basis points since mid-2016. Market expectations
indicate that the money market spread to the euro
area is expected to narrow, cf. Chart 7.

Smaller spread between unsecured
and secured money market rates

The yield spread between unsecured money market
rates and swap rates in the euro area has been
narrowing since the beginning of 2016, cf. Chart 8.
In August 2017, the spread had been reduced to 2-3
basis points, corresponding to a level slightly below
the pre-crisis level. The swap rate can be seen as an
expression of the overall rate of interest achieved
by lending in the overnight money market for e.g.
three months.

The unsecured money market rate is normally high-
er than the swap rate with the same term to matur-
ity to compensate for the higher credit and liquidity

Money market spread remains Chart 7
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Narrowing spread between uncol-
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risk of providing unsecured loans for which liquidity

and credit risks are tied up longer than for overnight Overnight money market rate Chart 9
loans. The narrowing of the yield spread since 2016
has coincided with the increase in excess liquidity in Per cent

0.5
the euro area due to the ECB’s asset purchase pro-

grammes. The rise in excess liquidity helps to reduce

the liquidity premium on lending in euro. The yield o0

spread between unsecured money market rates and 05

swap rates has also narrowed in Denmark since the

beginning of 2016. -1.0

Status of Danmarks Nationalbank’s daily 15 : ' :
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open market operations

From 1 February 2017, Danmarks Nationalbank
introduced daily purchases and sales of certificates
of deposit to support a smooth exchange of liquidity
in the Danish money market. The reference rate for Source: Finans Danmark.

Daily open market operations
T/N fixing
End-of-period effect

money market lending - the T/N rate - has remained

stable since then at around -0.50 per cent, cf. Chart

9. At the turn of the month, the interest rate is slight- Lower turnover in the T/N market Chart 10
ly higher due to lower liquidity supply in the money
market. A higher interest rate around the turn of the Kr. billion

month is also seen e.g. in the euro area and is at-
tributable to the banks” wish to reduce their lending
activities on the cut-off date for monthly accounts,
among other factors. Here, a number of liquidity 3
and risk indicators are calculated which is why some
banks prefer to hold deposits with the central bank
rather than lending to other banks over the turn of
the month.

Average daily turnover

The stability of the T/N rate has also affected the Jan16 Apr16 Jul16 Oct16 Jan17 Aprl7 Jul17
CITA interest rate swap market, which during the
period of daily open market operations has not ex-

o . . Note:  On days with turnover below kr. 3 billion, the fixing of the
hibited the day-to-day fluctuations previously seen. T/N rate is supplemented by quoted rates.
The first period after the introduction of daily open Source: Finans Danmark.

market operations saw a limited decline in the
interbank exchange of liquidity in the overnight
money market. Turnover fell considerably in July, cf.
Chart 10, and fixing of the T/N rate has often been
supplemented by quoted rates reported by a panel
of banks. The purpose of the quoted rates is to help
to ensure appropriate T/N interest rate setting on
days of low turnover. The banks’ reporting of quoted
rates indicates broad consensus on the market price
of the T/N rate, measured as a low spread between
the highest and the lowest quoted rate.

Since the autumn of 2016, Danish banks’ net pos-
ition vis-a-vis Danmarks Nationalbank has aver-
aged around kr. 200 billion, cf. Chart 11. The stable
average reflects e.g. the limited number of foreign
exchange interventions during that period. In add-
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ition to interventions, mainly central government
payments may affect the net position, especially in
the short term. The net position was higher at the
beginning of August, because VAT to the central
government is not payable in July. In August, VAT
to the central government is paid twice, so the net
position is reduced again over the month.

Since the introduction of daily open market oper-
ations in February 2017, the difference between the
total current account deposit and the total current
account limits has been close to zero, cf. Chart

11. The banks’ daily open market operations have
enabled them to better exploit their current account
limits to the full.

Capital market

Long-term bond yields remain unchanged
Long-term interest rates remain very low. The 10-year
government bond yield in Denmark has been on the
low side of 0.50 per cent since the end of 2016, cf.
Chart 12. In the same period, the 2-year government
bond yield has been around -0.60 per cent.

The spread between Danish and German 10-year
government bond yields was 10 basis points in
August 2017. This is a decrease compared with the
beginning of 2016 when the yield spread was 30
basis points. Part of the decrease has taken place
after 1 April 2017, when a new primary dealer model
was introduced in the Danish government securities
market. Preliminary results indicate that the new
model has improvd liquidity in the Danish govern-
ment securities market.3 Improved liquidity of Danish
government bonds may contribute to reducing the
spread between Danish and German government
bond vyields. Since April 2017, the yield spreads be-
tween Germany and countries such as France, Spain
and ltaly have also narrowed, cf. Chart 13. Presum-
ably, the narrowing yield spreads are attributable to
both reduced political uncertainty and better growth
prospects in the euro area.

3 Cf. Anders Tofthgj Andersen and Jonas Staghgj, New model has
improved liquidity in the Danish government securities market,
Danmarks Nationalbank Analysis, No. 8, May 2017.

Net position Chart 11
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Government yields have been almost Chart 12
unchanged since the autumn of 2016
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Narrowing yield spreads to Germany Chart 13
for several European countries since
April 2017
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Narrower yield spread between Chart 14
government and mortgage bonds
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Fewer short-term adjustable rate loans

The tendency towards fewer short-term adjustable
rate loans in Denmark has continued over the last
six months. Since the 1st quarter of 2013, the share
of 1-year (F1) and 2-year (F2) adjustable rate loans
has decreased from 29 per cent to 8 per cent of total
mortgage lending. This mainly reflects a change in
the mortgage banks’ administration margins in fa-
vour of loans with longer fixed interest periods. Only
a small proportion has changed in favour of fixed
rate loans, which have increased from 28 per cent to
35 per cent of the total outstanding volume of mort-
gage loans since the 1st quarter of 2013. Most of the
increase is related to loans with medium-term fixed
interest periods. The spread between mortgage and
government bonds has gradually narrowed since the
beginning of 2016, cf. Chart 14.

The low level of interest rates has increased loan
conversions broadly across households and corpo-
rate customers. Since July 2016, especially mortgage
bonds with coupons of 3 and 3.5 per cent have been
replaced by mortgage bonds with coupons of 2 per
cent or less. The latter accounted for 82 per cent of
all issued mortgage bonds in July 2017, cf. Chart 15.

The foreign ownership share of Danish bonds has
increased notably in recent years and now amounts
to approximately 25 per cent, cf. Box 2.

Most mortgage bonds have Chart 15
low coupon rates
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Increasing foreign ownership of Danish bonds

The foreign ownership share of Danish bonds taken as one
has increased considerably since the beginning of 2010. In
July 2017, the foreign ownership share was around 25 per

cent of all Danish bonds.

Foreign ownership of Danish bonds is highest among short-
term securities. For example, the ownership share for gov-
ernment bonds maturing within 1 year is 88 per cent. At the
same time, foreigns hold just under 100 per cent of all T-bills.

The large foreign holdings of very short-term securities

may be attributable to the pricing of FX swaps between
kroner and dollars. When dollar-based investors hedge their
exchange rate risk from Danish kroner via FX swaps, they
receive a premium. They may achieve a higher return than
Danish investors.* The foreign ownership share of Danish
government bonds with a maturity longer than 1 year has
been largely unchanged since 2011.

The foreign ownership share of Danish short-term gov-
ernment bonds tends to increase over the year until the
bonds expire on 15 November. Part of the explanation is
that the Danish insurance and pension companies typ-
ically reduce their holdings while foreign investors increase
their holdings as the expiry date approaches. This may
reflect that foreign investors prefer short-term government
securities to a greater extent than the Danish insurance
and pension sector. The central government’s buy-backs of
government bonds before expiry also contribute to higher
foreign ownership as the domestic sector typically sells in
connection with buy-backs.

Box 2

Foreign investors are also major buyers of Danish mortgage
bonds. The foreign ownership share has risen considerably
for long-term mortgage bonds in particular.

High foreign ownership share of
short-term Danish government securities
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maturity of no more than 1 year. The series are 3-month
moving averages of the foreign ownership shares of Danish
government securities. The ownership shares have been
adjusted for the central government’s own holdings, which
includes current buy-backs.

Source: Danmarks Nationalbank.

Increasing foreign ownership
of Danish bonds
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bonds include mortgage bonds, government bonds and
corporate bonds, among others.

Source: Danmarks Nationalbank.

Increasing foreign ownership
of Danish mortgage bonds
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1. See also Danmarks Nationalbank, Stable krone and calm money market, Danmarks Nationalbank Report (Monetary and financial trends),

No. 2, March 2017, Box 1 on more expensive dollar funding.
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Lending

Easing of credit standards and
growing corporate sector demand for loans

In Danmarks Nationalbank’s most recent lending
survey, the banks and mortgage banks report an
easing of credit standards for both the corporate
sector and households in the 2nd quarter of 2017,
cf. Chart 16. In the preceding three quarters, the
banks and mortgage banks eased their credit
standards for the corporate sector, while tighten-
ing them for households. The banks and mortgage
banks state increased competition and a lower risk
assessment as the reasons for the easing for the
corporate sector. The banks and mortgage banks
do not expect any further easing in the 3rd quarter.

Corporate sector demand for loans increased in the
2nd quarter of 2017, primarily in mortgage banks
and medium-sized banks. Both mortgage banks
and medium-sized banks expect the tendency for
increasing demand from the corporate sector to
continue in the 3rd quarter.

Limited growth in lending to households
and corporate sector

Growth in total lending to households and the
corporate sector is still moderate, cf. Chart 17. In
July 2017, lending to the corporate sector was ap-
proximately 3 per cent higher than the year before,
while lending to households had grown by approxi-
mately 1 per cent. The development for households
is attributable to a decline in lending to sole propri-
etorships, while lending to wage earners, etc. has
gone up. The debt level is still relatively high.

Since the peak in 2008, lending by banks to house-
holds and the corporate sector has declined by 27
per cent. In the same period, lending by mortgage
banks increased by 23 per cent. From the beginning
of 2017, lending by banks has begun to increase
slightly. Total lending by banks and mortgage banks
is now 5 per cent higher than at the peak in 2008.

Falling lending and deposit rates

The banks’ lending and deposit rates have been
falling since the lowering of the rate of interest on
certificates of deposit at the beginning of 2015, cf.
Chart 18. Lending rates have fallen more than de-
posit rates during this period. The banks have been
hesitant to pass on Danmarks Nationalbank’s nega-

Easing of credit standards for both Chart 16
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Credit growth is moderate Chart 17
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Lending rates decreasing faster Chart 18
than deposit rates
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Source: Danmarks Nationalbank.

tive rate of interest to small firms and especially to
households, which have been exempt from negative
deposit rates.* This means that the banks’ interest
rate margin has fallen in this period. The banks have
to a certain degree been able to compensate for this
by increased income from administration margins
payable on mortgage loans and other fees. On the
expenditure side, there has been focus on increasing
efficiency and reducing costs, cf. Financial stability,
1st Half 2017.5

At the end of March, just under 50 per cent of firms’
deposits at banks earned interest at a negative rate,
cf. Chart 19. This is an increase of 18 percentage
points over the last year and reflects, among other
things, that banks are adjusting to the negative rate
of interest on certificates of deposit.

4 Cf Rasmus Kofoed Mandsbjerg, Sgren Lejsgaard Autrup and Lars
Risbjerg, Pass-through from Danmarks Nationalbank’s interest rates
to the banks’ interest rates, Danmarks Nationalbank, Monetary
Review, 2nd Quarter 2016.

5 Danmarks Nationalbank, Optimism in the banking sector provides
breeding ground for increased risk-taking, Danmarks Nationalbank
Analysis (Financial stability), No. 11, June 2017.

Interest rates are negative Chart 19
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Rising bank deposits have Chart 20

followed lower yield spreads

Per cent Percentage points
0.50 0
Yield spread (right-h. axis)
0.45 -1
0.40 -2
Household bank deposits
relative to domestic demand
0.35 -3
030 — 0y g
03 04 05 06 07 08 09 10 11 12 13 14 15 16 17
Note:  The yield spread is measured as the difference between
the average deposit rate for households and the average
bond yield, which is an average of the yields to maturity
for outstanding government bonds and mortgage
bonds.
Source: Danmarks Nationalbank and Nasdag OMX.
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Households have increased their
deposits with Danish banks

Bank deposits from Danish households have in-
creased strongly in recent years, to a level close

to the peak. Households need bank deposits for
transaction and other purposes, and their bank
deposits will typically rise in step with the increase
in consumption measured in current prices.® For
households, a cost of having large bank deposits

is that they can potentially achieve a higher return
by investing in other assets. The spread between
households’ return on bank deposits and return on
investment in bonds has narrowed since 2009, cf.
Chart 20. This means that despite the lower deposit
rates for households, bank deposits have neverthe-
less become more attractive compared with alterna-
tive placement in bonds.

6 The Danish money demand has previously been estimated by
Anders Moller Christensen and Hugo Frey Jensen, Den danske
pengeefterspgrgsel 1975-1986, Nationalekonomisk Tidsskrift, No.
2,1987 (in Danish), Niels Lynggard Hansen, Money Demand in
Denmark, Danmarks Nationalbank, Monetary Review, August 1996
and Allan Bgdskov Andersen, Money Demand in Denmark 1980-2002,
Danmarks Nationalbank, Working Papers, No. 18, 2004.
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