
– 4 –

sveriges riksbank economic review 2013:3  |  Special Issue

Two Decades of Inflation Targeting: 
Main Lessons and Remaining Challenges
Claes Berg, Kerstin Hallsten, Virginia Queijo von Heideken and Ulf Söderström

Claes Berg holds a PhD in economics and is senior advisor to the Governor of the Riksbank, Kerstin Hallsten holds a PhD in economics 
and is senior advisor to the General Secretariat, Virginia Queijo von Heideken holds a PhD in economics and is an economist at the 
Monetary Policy Department and Ulf Söderström holds a PhD in economics and is head of the Modelling Division of the Monetary 
Policy Department.

Introduction

In June 2013, the Riksbank arranged an international conference to mark 20 years of 

inflation targeting in Sweden. The four papers presented at the conference are published in 

this special issue.

Today, around 30 central banks worldwide work with floating exchange rates and a 

numerical target for inflation.1 The pioneers include New Zealand and Canada, which 

introduced inflation targeting in 1990 and 1991, respectively. The UK and Sweden 

introduced inflation targeting early on (in 1992 and 1993, respectively) following the 

breakdown of their fixed exchange rate regimes. Several emerging market economies 

switched to inflation targeting in the latter half of the 1990s, such as the Czech Republic 

(1997), Korea (1998) and Brazil (1999). In recent years, two major advanced economies 

have introduced inflation targeting – the US (2012) and Japan (2013) – by specifying a 

numerical target for inflation and starting to publish inflation forecasts.

Inflation-targeting monetary policy comprises several parts. The main purpose is to 

achieve price stability. The inflation target is numerical and publicly known.2 The central 

bank produces and publishes inflation forecasts and adapts monetary policy to attempt 

to reach the target. Monetary policy also generally aims to achieve stability in the real 

economy, which is sometimes expressed as “flexible” inflation targeting. Some central 

banks, including the Riksbank, also publish projections for the policy rate, which are 

deemed to provide an appropriate balance between stabilising inflation and stabilising the 

real economy. Inflation-targeting central banks are typically independent, transparent in 

their assessments and stand publicly accountable for their decisions. The purpose of an 

inflation-targeting regime is to facilitate economic decisions by establishing a high degree of 

confidence in low inflation, low inflation volatility and a stable real economy.

In countries that have introduced inflation targeting, inflation has been low and inflation 

expectations clearly anchored around the target.3 Stable inflation expectations have meant 

that various temporary shocks, such as major fluctuations in the oil price and exchange 

1	 See Hammond (2012) for an overview of the regulations in various inflation-targeting countries.
2	 Most advanced economies have opted for inflation targets around 2 per cent, while emerging market economies 

may have a slightly higher target, often around 4-5 per cent.
3	 Svensson (2010).
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rates, have had limited effects on inflation.4 This has been achieved without GDP growth 

becoming more volatile. Table 1 compares key macroeconomic variables in countries with 

different monetary policy regimes. Inflation-targeting countries fare well in this comparison, 

particularly inflation-targeting emerging market economies. Since 2000, fluctuations in 

inflation, GDP growth and inflation expectations have been lower in emerging market 

economies with an inflation target than in countries without an inflation target. The more 

stable development in inflation-targeting emerging market economies is even clearer during 

the period since 2007, which includes the global financial crisis. In advanced economies, 

the differences between countries with and without inflation targets are smaller. This is 

probably because monetary policy in several major currency areas (e.g. the US and the 

euro area) has in practice worked in a way similar to the inflation-targeting countries.5

Table 1. Macroeconomic variables in countries with inflation targets and other countries

Inflation Inflation expectations GDP growth

2000-2006 2007-2012 2000-2006 2007-2012 2000-2006 2007-2012

mean St. dev. mean St. dev. mean St. dev. mean St. dev. mean St. dev. mean St. dev.

Inflation-targeting advanced 
economies

2.20 1.38 2.30 1.60 2.12 0.24 2.25 0.51 2.99 1.63 1.26 2.53

Non-inflation-targeting 
advanced economies 

1.47 0.70 1.41 1.59 1.44 0.24 1.29 0.55 1.97 1.66 0.40 3.38

Inflation-targeting emerging 
market economies

4.14 1.19 4.50 1.76 4.29 0.73 4.19 0.54 4.51 1.80 3.65 3.85

Non-inflation-targeting 
emerging market economies 

7.29 3.01 5.25 2.72 7.33 2.69 4.65 1.20 7.13 4.50 4.13 5.53

Note. The mean and standard deviation are calculated as an unweighted annual average in each group. Inflation and 
GDP growth are based on the quarterly percentage change calculated in annualised terms of seasonally-adjusted CPI and 
real GDP. Inflation expectations refer to the average of the current and the following years’ inflation forecasts in per cent 
according to Consensus Forecast. Inflation-targeting advanced economies: Australia, Canada, New Zealand, Norway, the 
UK and Sweden. Non-inflation-targeting advanced economies: Denmark, the euro area, Japan, Switzerland and the US. 
Inflation-targeting emerging market economies : Brazil, Chile, Colombia, the Czech Republic, Hungary, Indonesia, Israel, 
Korea, Mexico, Peru, the Philippines, Poland, Romania, South Africa, Thailand and Turkey (Indonesia, Romania and Turkey 
not included, however, before 2006). Non-inflation-targeting emerging market economies: Argentina, Bulgaria, China, 
Croatia, Hong Kong, India, Latvia, Lithuania, Malaysia, Russia and Singapore.

Source: Banerjee, Cecchetti and Hofmann (2013)

Monetary policy with inflation targeting may also have provided certain advantages 

during the financial crisis. When production fell sharply in connection with the financial 

crisis, confidence in inflation targets contributed to the ability of inflation-targeting central 

banks to cut interest rates more than other central banks.6 Inflation expectations remained 

relatively stable during the crisis. However, countries with inflation targeting could not 

4	 Mishkin and Schmidt-Hebbel (2007).
5	A ccording to the ECB’s price stability target, inflation in the euro area shall be less than (but close to) 2 per cent. 

The ECB also attaches importance to the trend for credit aggregates in the euro area when monetary policy 
is determined. In 2012 the Federal Reserve announced an explicit inflation target of 2 per cent, which many 
experts had previously perceived to be an implicit target. Another objective of the Federal Reserve is striving to 
achieve maximum employment.

6	 Carvalho-Filho (2011).
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avoid being affected by the crisis. A key lesson learned is therefore that price stability 

in itself is no guarantee for countries to avoid the impact of financial crises. Low, stable 

inflation forms a basis for financial stability, but does not suffice. Risks in the financial 

system can build up nevertheless. A discussion is thus under way about whether central 

banks, besides stable inflation and a stable real economy, also ought to aim at reducing 

the risk and costs of financial crises.7 At the same time, extensive efforts are being made 

to introduce new macroprudential tools to curb risk-taking and make the financial system 

more resilient.

Against this backdrop, the four papers presented at the conference described monetary 

policy experiences and challenges.

The first challenge is about the trade-off between stabilising inflation and the real 

economy, and how this trade-off affects monetary policy decisions. It also addresses how 

the effects of monetary policy can be estimated and evaluated. These matters have been 

under discussion for a long time and are addressed in the papers of Lars Svensson and 

Michael Woodford, both of whom have played a key role in developing the framework for 

“flexible” inflation targeting.

The second challenge is about how monetary policy decisions can best be 

communicated to the public. Transparency and clarity have always formed an important 

part of inflation targeting, but there are differences in the degree of openness between 

different central banks. Even before the crisis, some central banks started to publish their 

view on future monetary policy (i.e. the policy rate), while others have provided less 

information. The financial crisis and subsequent sluggish recovery have, however, prompted 

many more central banks to opt for clarifying their own intentions regarding future 

monetary policy. In their papers, Lars Svensson and particularly Michael Woodford discuss 

how central banks communicate monetary policy.

The third challenge is about how monetary policy is affected by financial imbalances 

and the introduction of new macroprudential tools. Before the financial crisis, the view 

of many was that monetary policy should focus on stabilising inflation and possibly the 

real economy, but it should not take explicit account of financial imbalances and risks 

to financial stability. The financial crisis has called this view into question. Lars Svensson 

and, in particular, Frank Smets discuss these matters in their papers. Smets analyses the 

relationship between monetary policy and financial stability and also describes different 

perspectives on the role of central banks in achieving financial stability.

The fourth challenge relates to how financial globalisation affects the possibility of 

conducting domestic oriented autonomous monetary policy. The matter relates to what 

economists call the “trilemma” of the economy, i.e. that there are three jointly unattainable 

objectives: monetary policy independence, fixed exchange rates and free capital mobility. 

There is, for instance, empirical support for the view that, with free capital mobility, 

countries with floating exchange rates have greater possibilities of conducting autonomous 

7	 See e.g. Woodford (2012) and Svensson (2012).
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monetary policy than those with stable exchange rates. Linda Goldberg discusses in 

her paper the role of banking globalisation in the possibility of conducting independent 

monetary policy.

Conference papers

LESSONS FROM PRACTICAL MONETARY POLICY

The first paper, “Some Lessons from Six Years of Practical Inflation Targeting” was written 

by Professor Lars E.O. Svensson, Deputy Governor of the Riksbank from May 2007 to May 

2013. Svensson summarizes his experiences from his time at the Riksbank into six lessons.

The first lesson is that the central bank must be clear about its mandate and not diverge 

from this. The Riksbank’s monetary policy mandate is characterised as “flexible” inflation 

targeting,8 which Svensson specifies as the Riksbank seeking to achieve price stability and 

the highest sustainable employment – an interpretation based on the preparatory work 

for the Sveriges Riksbank Act. A clear monetary policy objective leads to more systematic 

monetary policy and facilitates evaluation, which is necessary for an independent central 

bank. In order not to neglect inflation targeting, monetary policy should focus on keeping 

average inflation over a longer period on target. Svensson also argues that the deviation 

of unemployment from a long-run sustainable level is the best measure of resource 

utilisation, and that monetary policy should thus focus on stabilising unemployment around 

an estimated long-run sustainable level (which is determined by factors independent of 

monetary policy). Compared with other measures of resource utilisation (e.g. the deviation 

of GDP from a long-run sustainable trend), the long-run unemployment level is easier to 

estimate, and high unemployment has clearer effects on people’s well-being.

A second lesson is that monetary policy should not use household indebtedness as an 

additional target variable besides price stability and the highest sustainable employment. 

Recently, a majority of the Riksbank’s Executive Board voted in favour of an unchanged 

repo rate, even though a lower rate would have meant CPIF inflation approaching the 

target faster, and lower unemployment. Svensson argues that this policy, “leaning against 

the wind”, has involved unnecessarily tight monetary policy for a long time, leading to 

unnecessarily low inflation and high unemployment. He argues that a higher repo rate does 

not have any major effects on household debt in the short run (and perhaps even leads to 

higher real indebtedness and debt ratio to disposable income). But in the long run, actual 

inflation and expected inflation below the inflation target will lead to a higher real debt in 

the form of an unexpected and unwanted capital loss for borrowers, in comparison with 

inflation in line with the target. Also, interest rate changes are not an efficient instrument 

in affecting household debt; different types of microprudential and macroprudential 

instruments are more appropriate.

8	 See Sveriges Riksbank (2010).
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Svensson’s third lesson is that inflation targeting based on forecasts of inflation and 

resource utilisation (unemployment) should in practice be carried out in two steps. In 

the first step, forecasts are made under the assumption that the repo rate path is kept 

unchanged since the last decision. This shows how new information since the previous 

decision affects the economy. In the second step, the rate path that leads to the best trade-

off between inflation and resource utilisation (unemployment) is selected. This trade-off 

can be formalised using mean squared gaps, which measure the average squared deviation 

of the inflation forecast from the inflation target and the unemployment forecast from the 

long-run sustainable level.9

A fourth lesson is about how to evaluate monetary policy ex ante and ex post. Ex 

ante, i.e. when the monetary policy decision is to be made, different monetary policy 

alternatives can be evaluated by assessing how the inflation forecast stands in relation to 

the inflation target, and how the resource utilisation forecast stands in relation to its normal 

level. The deviations can be measured using mean squared gaps. Ex post, i.e. after the 

fact, the monetary policy conducted can be evaluated by analysing, using counterfactual 

experiments, how different monetary policy would have affected the economy. Svensson 

has himself used four-panel graphs at monetary policy meetings to show how alternative 

interest rate paths lead to different inflation and resource utilisation forecasts. He has also 

used counterfactual experiments to illustrate how more expansionary monetary policy 

would have affected the economy.10

Svensson’s fifth lesson is about the classic trade-off in monetary policy between inflation 

and unemployment. According to mainstream economic theory, there is a short-term 

relationship between inflation and unemployment – lower unemployment is linked to 

higher inflation and vice versa – so a trade-off in monetary policy can arise between these 

two objectives, but in the long term there is no such relationship. However, if the inflation 

target is credible and inflation expectations are stable at the target, a long-term relationship 

emerges between inflation and unemployment, and hence so too a trade-off in monetary 

policy. Svensson argues that it is then very important that inflation is not below the inflation 

target on average for a long period of time, because unemployment would then be higher 

than normal.11 Between 1997 and 2011, average CPI inflation in Sweden was 1.4 per cent, 

i.e. 0.6 percentage points below the inflation target. Svensson notes that, despite this, 

inflation expectations have been stable around the target and he estimates that the average 

low inflation has therefore led to unemployment being around 0.8 percentage points higher 

than necessary. Svensson’s conclusion is that it is important to keep average inflation over a 

longer period in line with the target – a monetary policy strategy that resembles price level 

targeting.

Svensson’s sixth lesson is that central banks should not confuse monetary policy and 

“financial policy”, i.e. policy aimed at securing financial stability. Instead, central banks 

9	 See the article “A method for comparing different monetary policy alternatives” in Sveriges Riksbank (2012).
10	 Svensson (2013).
11	 See Svensson (2013) for a detailed account and Guibourg, Nilsson and Söderström (2013) for a summary.
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should use monetary policy to achieve its monetary policy objectives (price stability and the 

highest possible employment), and financial policy to maintain financial stability. If the two 

areas are confused, the central bank risks poorer fulfilment for both targets. This does not 

mean that monetary policy does not affect financial stability, and that financial policy does 

not affect monetary policy objectives. Under normal circumstances, however, it is more 

efficient to separate the two policy areas. This is in line with the government’s decision to 

give Finansinspektionen (The financial supervisory authority) the main responsibility for 

various macroprudential instruments in Sweden.

Eric Leeper, professor at Indiana University and advisor to the Riksbank, discussed 

Svensson’s article at the conference. Leeper focused on the interplay between monetary 

policy and financial stability and, in particular, household debt. He began by referring to his 

own research on the sustainability of fiscal policy. Sustainable fiscal policy is fundamental 

to successful monetary policy, and the reforms to the fiscal policy framework in Sweden in 

the 1990s have likely been an important reason for the stable economic development since 

then. 

Fiscal policy is sustainable when the government’s future possibilities of collecting taxes 

are greater than expected total expenditures. If this is not the case, there is a risk of hitting 

a “fiscal limit,” defined as the maximum expected present value of primary fiscal surpluses. 

As a country’s level of government debt approaches the distribution of the fiscal limit, the 

probability rises that fiscal policy becomes unsustainable. In addition, at the fiscal limit 

monetary policy is not able to meet the inflation target as private agents anticipate that 

the only way to reduce the real value of sovereign debt is through high inflation. In such 

situations, monetary policy is exposed to “fiscal dominance”. 

Leeper extended this conceptual framework to household indebtedness and pointed out 

that households’ possibility of holding debt partly depends on the cost of the debt burden 

(i.e. the interest rate), but also on their expected future income. The policy discussion about 

household indebtedness focuses primarily on the cost of holding debt, and on the fact 

that a lower interest rate increases total household debt and thus makes households more 

vulnerable to shocks. However, monetary policy also affects households’ future income; in 

the medium term, a lower interest rate increases economic activity and hence household 

income. This strengthens households’ ability to hold debt. Monetary policy thus affects 

households’ vulnerability in different ways, and the overall effect is ambiguous.

In addition, fiscal policy affects households’ income in the longer term too, for instance, 

through the tax and pension system. A tightening of fiscal policy which is intended to 

make fiscal policy more sustainable, e.g. through higher taxes or lower pensions, could 

at the same time reduce household income and make households more vulnerable in the 

long run. More sustainable fiscal policy could thus reduce the sustainability of household 

indebtedness.

Leeper therefore drew the conclusion that a comprehensive conceptual framework for 

analysing household indebtedness and the effects of monetary policy on households’ debt 

must also take into account the stance of fiscal policy and macroprudential policy.
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CHALLENGES FOR MONETARY POLICY COMMUNICATION

The second article, “Forward Guidance by Inflation-Targeting Central Banks” is written by 

Michael Woodford, professor at Columbia University and scientific advisor to the Riksbank.

Woodford analyses how inflation-targeting central banks ought to communicate to 

the public about their policy intentions. He first discusses communication about how the 

interest rate is set to meet the target, and describes how central bank communication about 

this has become more sophisticated over time. When inflation targeting was introduced, 

it was common for central banks to base their inflation projection on the assumption 

that the policy rate would be kept unchanged throughout the projection period. Such an 

assumption is generally not internally consistent, however, as the resulting projections 

about inflation and the real economy may themselves imply that the interest-rate target 

should be expected to change, if the same sort of forecast-targeting procedure is employed 

in the future. In most cases, private agents (for example, financial market participants) 

will understand that the interest rate will be changed in the future. Their expectations and 

decisions (which determine how the economy develops) would then be based on a different 

view of monetary policy than that which forms the basis of the central bank’s projections. 

To avoid this problem, many central banks began basing their inflation projections on 

market expectations of the future path of short-term interest rates. However, Woodford 

points out that, even with such an assumption, a problem still persists in monetary policy 

communication, because in practice the view of the central bank of the future rate path 

may differ from that of financial market participants. Uncertainty then persists about the 

reasoning behind policy decisions. Woodford argues that the risk of being misunderstood 

by market participants can be decreased if the central bank is clearer about its own 

intentions regarding future policy. The central bank should therefore publish its own policy 

rate projection. Woodford also discusses how the policy rate path should ideally be based 

on criteria for how inflation approaches the target and how the real economy is stabilised. 

Woodford discusses the Riksbank’s method of communicating using repo rate 

projections, which have been published since 2007. During the initial years, communication 

of the rate path is deemed to have worked relatively well. There have sometimes been 

substantial deviations between the Riksbank’s rate path and monetary policy expectations 

in financial markets. This could be due to the fact that the repo rate projection is a 

“forecast”, and not a “promise” of the future policy rate, while at the same time market 

participants may hold a different view of inflation and the real economy than the Riksbank. 

The gap between the Riksbank’s forecasts and market expectations may, however, be 

narrowed by increasing market confidence in the rate path. This could be achieved through 

the Riksbank strengthening its commitment to pursuing a clearly specified approach to 

making interest rate decisions, that is in turn assumed in its repo rate projections.

Woodford also discusses the special advantages of increasing the explicitness of a central 

bank’s policy commitments and enhancing the transparency of decision-making at a time 

when the policy rate reaches its lower bound, while at the same time the economy requires 

further stimulus. A clearly binding commitment from the central bank can then contribute 



– 11 –

sveriges riksbank economic review 2013:3  |  Special Issue

to influencing expectations about economic developments in a positive direction. In this 

context, Woodford gives particular attention to the type of inflation and unemployment 

thresholds introduced by the Federal Reserve and Bank of England for facilitating the 

understanding of monetary policy.12 He sees advantages in conditioning the future rate 

path upon how the economy develops. However, at the same time he raises questions 

about whether formulating this conditionality in terms of thresholds for unemployment 

and inflation expectations is the best approach. In particular, he questions how clear such 

an approach may be in practice, e.g. if inflation and unemployment give opposite signals 

about how the thresholds affect the interest rate decision. An alternative approach that he 

recommends would be to base monetary policy on a target for the path of nominal GDP. 

This would mean making statements about the economy’s future evolution that would 

represent a promise rather than merely a projection, though no promise would be made 

about the specific rate path that the policy would require.

John Williams, President of Federal Reserve Bank of San Francisco, discussed 

Woodford’s article at the conference. Williams pointed out that, during the past decade, 

the Federal Reserve has become increasingly transparent in how it communicates its views 

of future monetary policy. Williams also noted that there is empirical support for the view 

that the Federal Reserve’s monetary policy forward guidance influences the market’s view 

of future policy rates.13 At the same time, however, it is important to be aware of the fact 

that, in practical monetary policy, there are certain limitations. Central bank communication 

is given limited media space, which calls for simplified clarity on a few points, rather than 

a comprehensive description of policy. Also, there are many different views held within 

the FOMC (Federal Open Market Committee) and it is difficult to describe a “consensus” 

policy reaction function. Instead, the FOMC communicates through multiple channels: 

a consensus statement about longer-run goals and policy principles, FOMC policy 

statements and minutes, quarterly policy projections based on individual assessments of 

appropriate monetary policy, as well as speeches and testimony to Congress. Much of the 

communication therefore focuses on turning points, such as the timing of an interest rate 

lift-off from near zero and the scaling down of the Federal Reserve’s asset purchases, rather 

than a more general monetary policy reaction function. 

12	 The FOMC (Federal Open Market Committee) stated in December 2012 that [the current] exceptionally low 
range for the federal funds rate will be appropriate at least as long as unemployment remains above 6.5 per 
cent, inflation between one and two years ahead is projected to be no more than a half percentage point 
above the Committee’s 2 per cent longer-run target and longer-term inflation expectations continue to be well 
anchored. The MPC (Monetary Policy Committee) of the Bank of England stated in August 2013 that it did not 
intend to raise the policy rate or reduce asset purchases until unemployment had fallen to a “threshold” of 7 
per cent. However, the proposition linking the policy rate and asset sales to the unemployment threshold would 
cease to hold if any of the following three “knockouts” were breached: in the MPC’s view, it is more likely than 
not that CPI inflation 18 to 24 months ahead will be 0.5 percentage points or more above the 2 per cent target; 
medium-term inflation expectations no longer remain sufficiently well anchored; or the FPC (Financial Policy 
Committee) judges that the stance of monetary policy poses a significant threat to financial stability that cannot 
be contained by the substantial range of mitigating policy actions available to the FPC, the Financial Conduct 
Authority and the Prudential Regulation Authority in a way consistent with their objectives. 

13	 Swanson and Williams (2012).
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As for a nominal GDP target, as Woodford advocates, Williams agreed that it has 

several theoretical advantages. Such a monetary policy target would probably be robust to 

uncertainty in terms of the long-term sustainable unemployment rate level and uncertainty 

about the functioning of the economy.14 A nominal GDP target would also ease economic 

recovery when the interest rate approaches zero, as indicated by Woodford.15 Monetary 

policy communication could also benefit because a nominal GDP target imposes a 

“balanced approach” to monetary policy (equal weights being given to the price level 

target and the target for stabilising the real economy). 

But there are, according to Williams, also a number of practical problems in using a 

nominal GDP level as a monetary policy target. One problem is that GDP statistics are 

revised quarterly, even far back historically. It could therefore be difficult to conduct 

and communicate monetary policy in a way that is consistent over time. In addition, 

unanticipated shifts in potential output growth would for example translate into persistent 

deviations of inflation from the desired target. This could contribute to a difficult challenge 

for the central bank. Another problem with nominal GDP targeting is that it relies on a 

credible commitment to not let “bygones be bygones”. In practice, it might be difficult to 

communicate that temporary deviations from the inflation target in one year will affect 

monetary policy in subsequent years. 

MONETARY POLICY AND FINANCIAL STABILITY

The third article, “Financial Stability and Monetary Policy: How Closely Interlinked?” 

is written by Frank Smets, Director General of the Directorate General Research of the 

European Central Bank, ECB.

The paper starts by describing the financial imbalances that emerged in the euro area in 

the 2000s. A lesson learned from the events of that period is that achieving price stability 

does not suffice to achieve financial stability. Moreover, financial instability can complicate 

the ability of monetary policy to achieve price stability. The experience also shows that 

banking crises are often protracted and very costly. It therefore does not suffice for 

policymakers to focus on cleaning up after a crisis – instead preventive policy measures are 

called for in order to avoid a crisis emerging.  

Since the financial crisis, a consensus view has therefore emerged that a new 

macroprudential policy framework must be bolstered to increase resilience in the financial 

sector and reduce the risk of financial cycles. The implications of the crisis for the monetary 

policy framework are, however, more debated, according to Smets. Some argue for minimal 

changes to the pre-crisis framework, while others argue for a radical rethink, giving financial 

stability and price stability equal weights as monetary policy objectives. Smets distinguishes 

three views in the literature. He calls them: (i) the “modified Jackson Hole consensus”, (ii) 

“leaning against the wind vindicated”, and (iii) “financial stability is price stability”. 

14	 Orphanides and Williams (2002, 2006).
15	 Williams (2006).
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The “modified Jackson Hole consensus” view argues in favour of only slight changes to 

the framework, with the central bank keeping its relatively narrow mandate of maintaining 

price stability and stabilizing resource utilisation, whereas macroprudential authorities 

should pursue financial stability, with each having their own instruments. In this view, 

monetary policy should only care about financial stability to the extent that it affects 

the outlook for inflation and resource utilisation. This resembles the view argued by Lars 

Svensson in his paper.

The “leaning against the wind vindicated” view is that macroprudential policy cannot 

fully address the financial cycle, and that this cycle interacts with the business cycle in 

complicated and often non-linear ways. This implies that, while inflation stabilization should 

remain the primary objective of monetary policy, the central bank cannot avoid keeping an 

eye on financial stability as a secondary objective. In this view, the central bank should lean 

against the build-up of financial imbalances by raising the policy rate by more than would 

be justified on the basis of the short-run inflation outlook, in order to reduce the probability 

of a financial crisis later on. Practically, this can be done by extending the policy horizon, as 

the financial cycle is typically longer than the business cycle. In this approach, central banks 

may thus face additional trade-offs, which will require increased credibility of the medium-

term inflation target. 

The final view, “financial stability is price stability”, involves a more radical reshaping 

of the traditional inflation targeting framework for monetary policy. This view argues that 

financial stability and price stability are so intimately intertwined that it is impossible to 

make a distinction. It assumes that monetary policy is fundamentally about stabilising the 

financial system, leaning against emerging financial imbalances in the boom and addressing 

malfunctioning markets and unclogging the monetary transmission process in the bust.

Smets argues that which view one is likely to adhere to depends on the answers one 

gives to the three following questions: (a) how effective is the new macroprudential policy 

framework in maintaining financial stability?; (b) what is the impact of monetary policy on 

financial stability?; and (c) what is the risk of “financial dominance”, i.e. a situation in which 

financial stability concerns dominate monetary policy considerations and undermine the 

credibility of the central bank’s price stability objective. 

On the first question, both the literature and the actual country experiences in advanced 

economies are relatively scant. Overall, the relatively few empirical studies that analyse the 

effectiveness of various macroprudential tools support their effectiveness in dampening 

fluctuations in the financial cycle. Recent negative country experiences, such as in Spain, 

show, however, also that the extent to which such tools significantly curb overall systemic 

risk is still unclear. The effectiveness of macroprudential policies will also depend on the 

ability to avoid regulatory arbitrage, i.e. attempts by the financial sector to circumvent 

regulatory measures, and to coordinate such policies internationally.  

Regarding the second question, views on the effectiveness of monetary policy in 

addressing financial stability vary. On the one hand, Smets refers to the literature that 

indicates that monetary policy does affect risk-taking in the financial system. Keeping 
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interest rates low for a long period may sow the seeds of financial instability by increasing 

the risk-taking especially of banks with low capital buffers. On the other hand, a number 

of studies have highlighted the collateral damage to the real economy that may arise from 

attempts to curb risk-taking by raising policy rates. According to Smets, there is a need 

for further research, e.g. on the potential non-linear relationships between interest rate 

changes, lending and house prices, to reconcile those different views.

Finally, on the last question Smets presents an analytical framework to illustrate the 

risk of “financial dominance” if macroprudential authorities fail to take sufficient measures 

to curb credit growth (e.g. due to political pressures) and thereby shift the burden of 

maintaining financial stability to the monetary authority. The financial crisis has clearly 

demonstrated that central banks have a unique role as lenders of last resort; i.e. in times of 

financial stress they can provide liquidity support to prevent a bank from being forced to 

suspend payments, and thereby avoid the contagious effects throughout the system. This 

role as crisis manager gives central banks an incentive to attempt to prevent the occurrence 

of financial crises. At the same time, this role can also give rise to problems because 

expectations emerge about the central banks always acting in a crisis, which increases the 

risk of having to intervene. Smets discusses different ways of reducing this risk.

Based on this review, Smets concludes that the “leaning against the wind” view may 

be the most reasonable view at the current stage. First, while macroprudential tools 

should form the first line of defense against the building up of financial imbalances, the 

macroprudential policy framework is still under construction, and its effectiveness in 

avoiding systemic crises is as yet unproven. Second, there are signs that monetary policy 

interacts with variables linked to the emergence of financial imbalances, such as lending, 

liquidity and risk-taking. Third, as lenders of last resort, central banks cannot avoid having 

to deal with financial stability in crisis times. Moreover, a number of monetary policy 

measures are closely associated with macroprudential tools. However, in order to mitigate 

the risk of overburdening monetary policy and undermining its credibility, Smets finds it is 

important that price stability remains the primary objective of monetary policy and that a 

lexicographic ordering is introduced with financial stability as a secondary objective. This 

would enable the central bank to lean against the wind as needed, while at the same time 

the primary focus on price stability is maintained in the medium to long run.

Stefan Gerlach, Deputy Governor of the Central Bank of Ireland, discussed Smets’ paper 

during the conference. He started by saying that he agreed with most of what Smets writes 

about. He then chose to focus on four aspects in his presentation: the euro area, fiscal 

policy, another implication of the risk-taking channel and, finally, the question of the risk of 

a central bank not meeting its inflation target.

First of all, he discussed whether the choice between using monetary policy and 

macroprudential policy differs for the euro area and other currency areas. He stated that 

there are many arguments for using macroprudential policy in the euro area. For instance, 

if financial imbalances arise in just one country, this cannot be addressed by the common 

monetary policy. The imbalances must be managed by national macroprudential policy. 
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This also ensues from the mandate held by the European Central Bank, ECB. The ECB is to 

contribute to financial stability, but this is not its primary objective – that is instead price 

stability. Financial stability and macroprudential policy should primarily be addressed by 

national authorities.

The fact that the financial system in the euro area is bank-based also suggests that 

the use of macroprudential policy in addressing financial imbalances is justified.16 In the 

opposite case – that of a market-based financial system – monetary policy might be more 

justified, because it then works on a broader front and reaches more parts of the financial 

system. Gerlach furthermore noted that fiscal policy is not mentioned in the paper. Fiscal 

policy is of importance, because it can often give rise to financial imbalances since, for 

instance, a tightening of fiscal policy might prove hard when asset prices are rising rapidly. 

In his view, monetary policy is not suitable for addressing rapidly increasing house prices. 

One reason is that the real costs (in terms of e.g. GDP or employment) can be high if 

monetary policy needs tightening to curb house prices. The advantage of macroprudential 

policy in this case is that the measures can be more focused.

Gerlach did not find the risk-taking channel to be an argument against expansionary 

monetary policy. Overly high risk-taking at banks is mainly due to banks being insufficiently 

capitalised. The effects of expansionary monetary policy on the risk-taking of banks can 

then be counteracted by higher capital requirements and better supervision of poorly 

capitalised banks.

Finally, Gerlach argued against the idea that inflation can get too high if monetary policy 

also focuses on financial stability. Such a risk is motivated by the fact that monetary policy 

can be forced into a highly expansionary mode in connection with a financial crisis. In his 

opinion, however, the risk is rather the opposite. If a financial crisis emerges, conducting 

a sufficiently expansionary monetary policy would be difficult. The risk instead is that of 

inflation being below the target. In Gerlach’s view, this suggests that monetary policy 

should maintain its focus on price stability.

MONETARY POLICY WITH GLOBAL BANKS

The fourth article, “Banking Globalization, Transmission, and Monetary Policy Autonomy” 

is written by Linda S. Goldberg, Vice President of Financial Intermediation at the Federal 

Reserve Bank of New York.

Goldberg departs her analysis from the “international policy trilemma” i.e. that there 

are three desirable but jointly unattainable objectives: monetary policy autonomy, stable 

exchange rates and free capital mobility. Free capital mobility might force a country to 

relinquish either the stable exchange rate or monetary policy autonomy. The country 

16	 There is a tradition of differentiating between bank-based and market-based financial systems by analysing 
measures that relate the size of financial markets to the assets or lending of banks. In such an analysis, Germany 
for instance is considered to have a bank-based financial system, while the UK and US have market-based 
financial systems. There are signs, however, that the differences between these two types of system have 
diminished over time.
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may choose to keep monetary policy autonomy and free capital mobility by introducing a 

floating exchange rate, as Sweden has done. Another alternative is to relinquish monetary 

policy autonomy and introduce a currency board to address the stable exchange rate, as 

Lithuania has done, or support a fixed exchange rate, as Denmark had done vis-à-vis the 

euro. A third alternative is to limit international capital mobility. By curbing cross-border 

capital mobility, for example through the use of binding capital controls, monetary policy 

can be conducted independently of other countries while the exchange rate is stable. 

Earlier empirical research provides some support for the trilemma. Countries with stable 

exchange rates have, for instance, less freedom in monetary policy than other countries. 

Countries with floating exchange rates or capital controls have greater possibilities of 

conducting autonomous monetary policy.

Goldberg’s article discusses the role of the globalisation of banks in the possibility of 

conducting domestic-oriented monetary policy. First Goldberg provides evidence on the 

changing form and scale of global banking in recent decades. She then argues that the 

establishment of banks’ subsidiaries and affiliates in other countries can reduce financial 

frictions in international capital markets. In that sense, the increased globalisation of banks 

can contribute to greater capital mobility and exacerbate the trilemma – especially in 

countries with stable exchange rates. At the same time, global banking achieved through 

branches and affiliates established in another country can increase the information that 

the parent bank has about its counterparties in lending and other transactions. Enhanced 

information content in capital flows could contribute to greater stability in lending, 

especially in connection with financial stress, which can weaken the trilemma, rather than 

enhance it. The form and function of the global bank’s activities in a country should matter 

for the trilemma outcomes.

Expanding on the literature, Goldberg conducts empirical tests of the trilemma and 

analyses the co-movement of the short nominal interest rate in a country with the interest 

rate in a country to which the home country has some degree of de facto or de jure 

exchange rate pegs. She studies how the choice of the exchange rate regime, capital 

controls and global bank presence in the first country affect the degree of interest rate 

co-movement. The results show that in countries with pegged exchange rate regimes, rate 

co-movement is higher and monetary policy is more dependent on the monetary policy of 

the pegged country. However, she finds less clear support than earlier studies for the view 

that countries with capital controls have more autonomous monetary policy than other 

countries. Goldberg also finds some support for the view that the presence of global banks 

affects interest rate co-movement. Both for countries with pegged and flexible exchange 

rates, there is an increase in rate co-movement in countries where foreign banks account 

for a large proportion of lending. This result is especially strong for economies that already 

have a high degree of capital account openness. However, the statistical explanatory 

power does not increase much when variables that are to capture the scope of global 

bank presence are added. According to Goldberg, this results arises because global banks 

conduct their business very differently across the countries that serve as their hosts. The 
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overall effect of the globalisation of banks on the possibility of conducting autonomous 

monetary policy will depend on the degree and information-intensity of lending in host 

markets, especially relative to the overall international activities of the global banks hosted 

by a country.

Karolina Ekholm, Deputy Governor, Sveriges Riksbank, discussed Goldberg’s paper at 

the conference.

Ekholm considered that the way banking globalization affects central bank policy is an 

important and under-researched issue, most likely partly due to a lack of relevant data. 

From a central bank perspective, the globalization of banks raises many questions that 

are not necessarily related to the autonomy of monetary policy. For instance, banking 

globalization could be a reflection of “too-big-to fail”: banks become global because by 

becoming large they get a stronger insurance from taxpayers. If so, one could wonder 

whether a SIFI surcharge (the amount of extra capital that will have to be held by 

systemically important financial institutions) is sufficient to deter “excessive” globalization. 

On the other hand, Ekholm wondered whether uncertainties regarding the recovery and 

resolution of cross-border banks could be so large that there is “too little” globalization. 

She added that an issue that emerged in connection with the financial crisis 2008-2009 

was the difficulty to determine global banks’ real need for liquidity support and thereby the 

difficulty to avoid creating opportunity for arbitrage. These banks have access to liquidity 

from more than one central bank.

Ekholm also stressed that to evaluate monetary policy autonomy, it is important to 

address how monetary policy abroad affects expectations of domestic monetary policy and 

what role the exchange rate plays in shaping those expectations. Even with a completely 

flexible exchange rate, the co-movement in policy rate expectations might be strong simply 

because market participants find it unlikely that the monetary policy authorities would 

welcome exchange rate movements brought about by increased interest rate differentials.

Although she considered Goldberg’s analysis important, she found it difficult to draw 

strong conclusions given some limitations in the analysis. Among those, she mentioned 

that the analysis focuses solely on the host country perspective, it ignores the nationality of 

foreign banks and in particular whether they originate in the country to which there is some 

degree of de facto or de jure exchange rate peg, and there may be endogeneity problems 

affecting the econometric estimations. She suggested that it could be useful to quantify 

the results by simulating the response to interest rate changes abroad for particular type of 

countries, such as for instance the Baltic States, which have had fixed exchange rates and 

their banking sectors dominated by foreign banks.

Last, Ekholm mentioned that it could be interesting to include macroprudential policy in 

the analysis, since such policy is sometimes used in order to create more monetary policy 

autonomy in countries with exchange rate pegs. She speculated that a possible result could 

be that the presence of global banks would make such policy less effective.
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Editors’ comments

WHAT ROLE CAN FORWARD GUIDANCE PLAY IN INCREASING THE UNDERSTANDING OF 

MONETARY POLICY?

The papers presented at the conference gave rise to several discussions. A key area 

discussed was how monetary policy forward guidance of central banks can affect the 

economy, and how such guidance should be implemented.

During the financial crisis, most central banks cut their policy rates to historically low 

levels, and in many countries policy rates reached what is considered to be their lower 

bound. In order to make monetary policy more expansionary despite the inability to cut the 

policy rate further, central banks have started to use two different strategies. Many central 

banks have introduced quantitative easing, purchasing great volumes of financial assets 

(e.g. government bonds or mortgage bonds) in order to raise asset prices and stimulate 

the economy. Many central banks have also become clearer in their forward guidance for 

monetary policy.17

In the past year, both the Federal Reserve and the Bank of England have announced 

their intention to keep the policy rate low at least until unemployment comes down to a 

certain level (6.5 per cent in the US and 7 per cent in the UK), as long as they see no risks 

to price stability or (in the Bank of England’s case) financial stability. The idea is to influence 

long-term interest rates by convincing households, companies and financial market 

participants that monetary policy will be expansionary for a long time. By linking any policy 

rate increases to economic development, the central bank’s “reaction function” (i.e. how it 

reacts to the economy) is also clarified.

Similar communication has been used by other central banks on various occasions 

both before and after the financial crisis. For example, in April 1999 the Bank of Japan 

announced that it would keep the policy rate low until the risk of deflation was considered 

to be over, and when the policy rate of the Federal Reserve reached 1 per cent during the 

2003-2004 recession, it was announced that monetary policy would be expansionary for a 

long period of time.

The Riksbank has, like the Reserve Bank of New Zealand, Norges Bank and the Czech 

central bank, gone further by publishing policy rate forecasts for the coming years. In 

this way, the central banks are clear about how they believe monetary policy will develop 

ahead.18 In addition, the Riksbank (and other central banks) publishes alternative scenarios 

showing how monetary policy could react if the economy develops differently to the way it 

does in the main scenario. This serves to illustrate the central bank’s reaction patterns.

The Riksbank’s communication can thus be considered more general than that used 

by e.g. the Federal Reserve and the Bank of England. The communication of these central 

17	 Söderström and Westermark (2009) describe various monetary policy alternatives when the policy rate has 
reached its lower bound.

18	 Since January 2012, the Federal Reserve’s Federal Open Market Committee (FOMC) has been publishing 
information about how the various members believe the policy rate will develop in the coming three years.
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banks is focused on describing monetary policy at the lower bound of the policy rate, and 

attempts to communicate a simple rule for when the central bank will start to increase the 

rate. The Riksbank’s choice to publish an interest rate path is a more general strategy that 

can be used in all circumstances, irrespective of the policy rate level. And, together with 

alternative scenarios for macroeconomic developments, the Riksbank attempts to provide 

a more comprehensive presentation of the fundamentals of monetary policy, and describe 

how various shocks affect the economy and monetary policy. The Riksbank’s strategy of 

publishing an interest rate path could also be used if the rate were to reach its lower bound, 

for describing the circumstances in which rate increases could commence. This was actually 

done in 2009-10 when the repo rate was at 0.25 per cent, which was considered to be the 

lower bound by the Riksbank’s Executive Board. At the time, alternative scenarios were 

published describing circumstances which could cause the repo rate to be increased earlier 

than in the main scenario, later than in the main scenario, or even be cut to below 0.25 per 

cent.

However, it is possible that the guidance used by the Federal Reserve and the Bank of 

England is more effective at the lower bound, because it clearly ties changes in monetary 

policy to a handful of observable macro variables (unemployment and inflation).19 This 

resembles the tradition of describing monetary policy in terms of a simple rule for the policy 

rate, such as a Taylor rule and, like for a simple rule, there are pros and cons. Simplicity can 

be good and increase clarity in monetary policy, but reality is naturally more complicated. 

Therefore, both the Federal Reserve and Bank of England have announced that, in certain 

circumstances, they may increase the policy rate even if unemployment has not reached its 

threshold, for instance if inflation is too high or (in the Bank of England’s case) if financial 

stability is considered to be under threat. Moreover, both central banks have pointed out 

that they monitor a broad array of indicators to assess labour market developments.

The Riksbank’s communication is more general and could therefore be perceived as less 

clear, but it can take into account many different relevant factors. How monetary policy 

reacts to the development of a certain macroeconomic variable generally depends on why 

the variable has developed in a certain way, i.e. which underlying shock has affected the 

economy. This is often illustrated in the alternative scenarios published in the Monetary 

Policy Report. Adding to that, the Riksbank’s strategy is useful whatever the state of the 

economy, irrespective of the repo rate level.

HAS MONETARY POLICY IN SWEDEN CONTRIBUTED TO UNNECESSARILY HIGH 

UNEMPLOYMENT?

Another key question is whether inflation targeting in Sweden has contributed to 

unnecessarily high unemployment, as maintained by Lars Svensson in his paper. At the 

same time as actual inflation has on average been below the target, inflation expectations, 

which have formed the basis for wage contracts, have been stable at around 2 per cent. 

19	A t the conference, John Williams stressed the advantages of providing guidance in a simple manner.
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If over a long period of time actual inflation is below the inflation target while wage 

demands are based on expectations of inflation being close to the target, real wages for the 

employed might be higher and employment lower, even in the long run. This rationale is 

supported by traditional macroeconomic theory.

There is, however, reason for exercising caution when estimating the long-term Phillips 

curve and interpreting the results.

First, the choice of inflation measure can be discussed. Svensson bases the analysis on 

CPI inflation. After the introduction of the inflation target in Sweden, the general level of 

interest rates has been much lower than before. Lower interest rates have led to lower costs 

for housing and housing costs are included in the CPI. Housing costs are measured by the 

interest rate costs of households for their mortgages. When the Riksbank cuts the policy 

rate to stimulate the economy, this leads to lower mortgage rates and hence lower CPI 

inflation in the short term. Because the general level of interest rates has fallen for a long 

time, this effect is not only temporary in nature. In order to study the relationship between 

inflation and unemployment, there may therefore be a reason to discount the effects of 

falling interest rates on the CPI by using CPIF inflation (the CPI with a fixed rate of interest). 

Then, inflation averages 1.7-1.8 per cent since 1995, which is much closer to the target than 

CPI inflation (see Figure 1).20 
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Figure 1. CPI inflation and CPIF inflation 1995-2012
Annual percentage change, revised data. The CPIF is the CPI with a fixed interest rate.

CPI CPIF

Source: Statistics Sweden

Second, there are econometric difficulties in estimating a long-term Phillips curve. At the 

beginning of the 1970s, Robert Lucas and Thomas Sargent published fundamental criticism 

of econometric estimates based only on one equation, because a valid test involves several 

equations of a complete model of the economy. According to Benati (2012), this criticism 

20	 See Andersson, Palmqvist and Österholm (2012) for an in-depth analysis of the Riksbank’s attainment of the 
inflation target over a longer period of time.
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may also apply to the estimates made by Svensson. Benati claims that inflation over time 

has become less persistent in countries with a credible inflation target, which adds to 

the unreliability of estimates of the relationship between unemployment and inflation. 

Even in an economy with a long-run vertical Phillips curve (such that there is no long-

term relationship between inflation and unemployment), an estimate based on only one 

equation that relates inflation to unemployment may, according to Benati’s calculations, 

lead to the incorrect conclusion that the Phillips curve is flat (sloping downwards) and that 

there is a long-term relationship.

Other economists have pointed out that the relationship in the Phillips curve is only valid 

in the long term if it is assumed that inflation expectations are constant – an assumption 

that is not explicitly tested in Svensson’s paper.21 In addition, different measures of inflation 

expectations behave differently over time. While survey data from Prospera (used by 

Svensson) are stable around the inflation target, inflation expectations for the corporate 

sector as measured by the National Institute of Economic Research’s survey are more 

variable over time.22

It is thus difficult to interpret the relationship between unemployment and inflation as 

a causal link. In practice, many different factors can affect inflation, unemployment and 

other real economic variables in the long run. Since the beginning of the 1990s, inflation 

in Sweden has been much lower than previously, while GDP growth has increased slightly. 

However, it is not only the inflation target and monetary policy that have contributed 

to this. The Swedish economy has also been affected by joining the EU, a more stable 

regulatory fiscal policy framework, new rules and regulations for wage formation and 

the deregulation of various product markets. Adding to that, globalisation and increased 

competition curbed inflation in several countries during the decades preceding the financial 

crisis that started in 2008.

Inflation and unemployment are thus affected by different types of shocks on both the 

supply and demand side. This speaks in favour of using an econometric model with more 

relations for analysing the role that monetary policy has played since the inflation target 

became credible. Using the Riksbank’s macroeconomic model Ramses, the development of 

inflation since 1995 can be explained as follows.23

Figure 2 shows how the deviation of CPIF inflation from 2 per cent can be broken down 

into a number of exogenous shocks according to Ramses. Inflation was low mainly in 1998-

2000, 2004-07, 2009 and 2012. According to the model, the low inflation can mainly 

be explained by unexpectedly strong productivity (the red bars). We can also see that 

developments abroad have kept a lid on inflation during several periods, mainly 2002–2005 

and from 2009 onwards (the blue bars). At the same time, the model shows that monetary 

policy has contributed to buoying inflation by being more expansionary than normal (the 

yellow bars) for a long time.

21	 See also Guibourg, Nilsson and Söderström (2013).
22	 Flodén (2012).
23	 Söderström and Vredin (2013).
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Figure 2. Historical explanation of CPIF inflation’s deviation from two per cent since 
1995 according to the Riksbank's macro model Ramses 
Annual percentage change, revised data, quarterly averages.

Source: Söderström and Vredin (2013)

The main reason for inflation being low since 1995 is therefore, according to the model, 

that productivity has been unexpectedly strong. If productivity rises faster than expected, 

it can contribute to increased unemployment in the short term. Companies can produce 

the same volume of goods or services with a slimmer workforce. However, in the longer 

term, increased productivity leads to the ability of companies to pay higher salaries 

and employ more people, which stimulates demand, boosts employment and reduces 

unemployment. The model also shows that unexpectedly strong productivity developments 

have contributed to keeping unemployment below its long-term trend.24 However, 

developments abroad have led to higher unemployment. The conclusion is that productivity 

has contributed to keeping a lid on both inflation and unemployment, while developments 

abroad have curbed inflation and increased unemployment. The relationship between 

inflation and unemployment is therefore not stable over time, but is affected by the shocks 

to which the economy is exposed.

It is thus difficult to estimate how low average inflation has affected employment and 

unemployment. Yet this is an important question for inflation-targeting central banks. 

Inflation expectations being well anchored around the inflation target is a major success 

for inflation targeting, because the economy is then less vulnerable to shocks. At the same 

time, however, well-anchored expectations make it important for the central bank to avoid 

inflation falling below the target for long periods of time, because this could have negative 

effects on, for instance, employment.

24	 Söderström and Vredin (2013).
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HOW IS MONETARY POLICY AFFECTED BY FINANCIAL IMBALANCES AND THE 

INTRODUCTION OF NEW MACROPRUDENTIAL TOOLS?

A third question discussed in many of the papers is how monetary policy is affected 

by financial imbalances and the introduction of new macroprudential tools. There is an 

international consensus view that microprudential policy must be bolstered while, at the 

same time, new macroprudential tools are being introduced to make the financial sector 

more resilient and reduce the risk of financial crises. Macroprudential tools are normally 

divided into structural tools, i.e. those intended to reduce the structural risks in the financial 

sector, and cyclical tools intended to vary over time, e.g. the countercyclical capital buffer. 

Internationally, the European macroprudential body – the ESRB (European Systemic Risk 

Board), has a key role. For instance, the ESRB has issued a recommendation on intermediate 

targets and macroprudential instruments in the EU countries. This helps provide the EU 

countries with a carefully considered and similar toolbox.

However, views about how macroprudential policy should be organised and its 

implications for monetary policy diverge between different countries. In some countries, 

central banks have been assigned a key role in macroprudential policy, while in other 

countries they have been given a less prominent role.

In the UK, there is a specific committee responsible for macroprudential policy in the 

Bank of England – the FPC (Financial Policy Committee). The central bank Governor 

and two Deputy Governors are members of both the FPC and MPC (Monetary Policy 

Committee), which is a way of promoting coordination between monetary policy and 

macroprudential policy. A reason for why such coordination might be needed is that 

monetary policy and macroprudential policy to a great extent operate through the same 

channels. Both the policy rate and several macroprudential tools affect credit growth and 

asset prices, for example.

In Sweden, the government has proposed that Finansinspektionen (The financial 

supervisory authority) be given the main responsibility for the macroprudential tools, 

including the countercyclical capital buffer. The government has also proposed that a 

formalised financial stability council be established, comprising the Minister for Financial 

Markets and the heads of Finansinspektionen, the Riksbank and the National Debt Office. 

The council is to be a forum with meetings recorded by minutes, but not a decision-making 

body. In the council, risks in the financial system and views on appropriate measures for 

managing and counteracting such risks will be discussed.

It is not expected that the new macroprudential policy order will affect the Riksbank’s 

formal tasks and objectives. The Riksbank will still maintain price stability and promote 

a safe and efficient payment system, i.e. in practice promote the stability of the financial 

system. The Riksbank will also support the objectives of general economic policy, the 

purpose of which is to achieve sustainable growth and high employment. This gives 

the Riksbank a key role also in the future in terms of ensuring sustainable and stable 

macroeconomic developments.
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It can also be noted, however, that in Sweden it will not be possible to coordinate 

macroprudential policy and monetary policy as closely as in the UK.25 The introduction 

of new macroprudential tools will nevertheless affect the fundamentals for monetary 

policy. But how they will be affected and at which rate is difficult to ascertain at present. 

As indicated by Smets, there is still only limited experience of how macroprudential policy 

works in practice. Academic research in the area is in its infancy in terms of both empirical 

and theoretical studies.

Even when macroprudential policy is in place, however, monetary policy might have 

a role in counteracting financial imbalances, in line with Smets’ “leaning against the 

wind” view. One reason is that it may be hard to devise macroprudential tools that are 

not circumvented by innovative market participants by means of regulatory arbitrage, 

which aims to transfer financial operations from a regulated to an unregulated sector. An 

advantage of monetary policy is that it operates on a broader and more efficient front than 

the macroprudential tools by “getting into all of the cracks”, even the parts of the financial 

system not covered by financial regulation.26

Exactly how the interplay between macroprudential policy and monetary policy will be 

devised ahead is hard to know. However, as various macroprudential tools are introduced 

and knowledge increases about how they work in practice, the implications for monetary 

policy will gradually become clearer. The Riksbank will, just like before, need to follow and 

analyse risks and resilience in the financial system, partly to see how they affect the general 

economic development (and hence monetary policy) and particularly to contribute to 

promoting financial stability.

HOW DOES FINANCIAL GLOBALISATION AFFECT THE POSSIBILITY OF CONDUCTING 

AUTONOMOUS MONETARY POLICY?

A fourth question is how financial globalisation affects the possibility of conducting 

autonomous and domestic-oriented monetary policy. This question is linked to the 

economic trilemma, i.e. that there are three jointly unattainable objectives: monetary policy 

independence, stable exchange rates and free capital mobility.

According to Goldberg’s paper, it is difficult to draw any certain conclusions about 

the overall effect of the globalisation of banks on the possibility of conducting domestic-

oriented monetary policy. On the one hand, the establishment of banks in other countries 

can contribute to reducing financial frictions, which increases cross-border capital 

mobility and hence the risk of financial imbalances emerging. On the other hand, such 

establishment could involve strengthening the parent bank’s control of the subsidiary’s 

lending in another country, which could contribute to improving financial stability.

In a broader perspective, one might wonder what happens if financial globalisation and 

completely free capital mobility lead to real interest rates being fully equalised between 

25	 Ingves (2013).
26	 Stein (2013).
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different countries. Would the possibility of conducting autonomous monetary policy then 

disappear? Theoretically, no, because monetary policy, through effects on the exchange 

rate, can still influence demand and inflation.27 The idea is that the difference in inflation 

between two countries is determined by the exchange rate. The central bank can thus 

announce an altered orientation in monetary policy, e.g. a change in the inflation target, 

which affects inflation expectations and the exchange rate. Even in a financially globalised 

world, it is theoretically possible for a central bank to autonomously influence inflation.

However, there is empirical research that suggests that flexibility in domestic-oriented 

monetary policy is limited in practice, one reason being that there is a global financial cycle 

that is affected by the policy rate in major currency areas.28 For example, cross-border 

capital flows, asset prices, domestic lending and the leverage of banks are seemingly 

affected by monetary policy in the US. There is a certain degree of empirical support for 

the view that this global financial cycle poses a limitation on how autonomous monetary 

policy can be, whatever a country’s choice of exchange rate regime.29

This also means that the trilemma of the economy could be a dilemma of the economy 

in practice, i.e. it is difficult to combine domestic-oriented monetary policy with free capital 

mobility, even with a floating exchange rate. Such signs have emerged lately in several 

emerging market economies. The reason is the protracted process of recovery that emerged 

after the global financial crisis, which has contributed to the monetary policy of several 

advanced economies being unusually expansionary. Low policy rates and quantitative 

easing have kept a lid on the general interest rate level in the US and Europe, leading to 

capital flows to emerging market economies. This has raised the question about the risk 

of capital outflows from emerging market economies in connection with monetary policy 

starting to normalise in the US and other major currency areas. Capital outflows and a 

weakening of the exchange rate could then limit flexibility in monetary policy, especially in 

emerging market economies with large current account deficits and/or substantial debts in 

foreign currency.30

This suggests that inflation targeting, particularly in emerging market economies, might 

need supplementing with different types of macroprudential measures and/or capital 

controls. Such measures could enable limiting the growth rate for domestic lending and 

risk-taking in the financial sector, particularly in the upturn phase of the global financial 

cycle.

27	 Woodford (2009).
28	 Rey (2013).
29	 Rey (2013).
30	A fter the Federal Reserve signalled in May 2013 that asset purchases could start to be scaled down, the 

exchange rate of e.g. Brazil, India, Indonesia, South Africa and Turkey weakened.
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Concluding remarks

Monetary policy with inflation targeting has been very successful, both in Sweden and 

other countries. Inflation has been low and stable, while at the same time production and 

employment have been high. However, the financial crisis shows that many challenges 

remain. The articles in this issue of the Sveriges Riksbank Economic Review discuss some 

important challenges, to both practical monetary policy and academic research.
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