
Sveriges Riksbank – the Swedish central bank – is, by most accounts, the world’s

oldest central bank. Despite this status, the institutional structure of the Riks-

bank must certainly rank among the world’s newest. In late , the Swedish

parliament, or Riksdag, approved changes to the Riksbank Act that not only sig-

nificantly altered the organisation of the central bank and its relationship to the

rest of government, but also formalised objectives representing a decade-long evo-

lution towards an inflation-targeting regime. Although low inflation has been the

primary objective for Swedish monetary policy since , it was not until 
that a price stability objective was implemented as the law of the land.

During most of the 20th century, Swedish
monetary policy had been governed by the
objective of keeping the value of the domestic
currency fixed in terms of foreign currencies
(the nominal exchange rate). In the new
regime, with an explicit inflation target and a
floating exchange rate, the Riksbank had to formulate new principles for mone-
tary policy. The Riksbank had to reorganise and reformulate its ways of monitor-
ing macroeconomic developments and implementing monetary policy. In parti-
cular, credibility for the new low inflation target had to be established in the mar-
ket as well as among the public at large. Earlier, the Riksbank had adjusted its
short-term borrowing rate for private banks in response to currency flows, so as
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to keep the exchange rate stable and to protect the foreign exchange reserves. In
the new regime, and given that inflation cannot be controlled exactly in the short
run, interest rate changes were instead motivated by the goal of achieving the in-
flation target in a medium-run or average sense, and by maintaining the public’s
confidence in such a strategy. 

How was the Riksbank to keep track of the
development of inflation? How was it to de-
termine when short-term interest rates should
be changed and by how much? How should
the Riksbank communicate its new strategy

to the public in general and to financial markets in particular? The new strategy
developed gradually, in response to practical experiences both in Sweden and in
other inflation-targeting countries – specifically the Bank of Canada, the Reserve
Bank of New Zealand, the Reserve Bank of Australia, and, in particular during
recent years, the Bank of England – and to academic research about inflation tar-
geting.

Monetary policy strategies defined as inflation-targeting regimes have certain
characteristic features.1 Firstly, this policy has been associated with a desire to for-
mulate explicit and increasingly precise objectives for monetary policy, in particu-
lar numerical inflation targets. Secondly, steps have been taken to create an institu-
tional setting that makes the central bank strongly committed to its objectives.
Thirdly, the inflation-targeting central banks have developed particular decision-
making processes, where inflation forecasts play a very important role. A key
word in this context is transparency. An explicit objective renders policy more
transparent, because it makes it easier for the public to understand the central
bank’s actions. An explicit objective also makes it easier to evaluate monetary pol-
icy and hold the central bank accountable for its decisions. This, in turn, both
strengthens the commitment to the target and gives the central bank incentives to
be transparent, so that policy actions can be evaluated on the basis of all relevant
information. Finally, transparency stimulates improvements to the central bank’s
internal preparatory work and decision-making processes, an aspect not discussed
much in the literature but of great practical importance. For instance, publication
of central banks’ inflation forecasts will lead external experts to scrutinise both
the forecasts as such, and the relation between forecasts and policy actions.
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1 Different economists make somewhat different interpretations of inflation targeting. Our list is consistent with, e.g.,
Svensson (1999, 2001).
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In this paper we will describe monetary policy-making in Sweden today.2 We
will start by presenting the main features of the new legislation for the Riksbank
that came into effect in 1999 and some of the steps that were taken prior to that.
This sets the scene for a description of the mechanics of the policy process. Final-
ly, we discuss some strategic problems the new regime has faced. We do believe
that Sweden’s inflation-targeting regime has been successful and has certain ad-
vantages over other ways of conducting monetary policy. But we also want to
stress that inflation-targeting central banks are still struggling with many classic
problems that central banks around the world find it difficult to deal with. The
problems naturally become more obvious when monetary policy has an explicit
target and is implemented under a high degree of transparency.

The Riksbank’s independence
On 19 November 1992, Sveriges Riksbank
abandoned its policy of pegging the value of
the krona, the Swedish currency, to a trade-
weighted average of foreign currencies. A
new “nominal anchor” for monetary policy
had to be defined. The krona had been re-
peatedly devalued since the middle of the 1970s and to continue with the unilat-
erally pegged exchange rate policy (even with some new target level) was not con-
sidered to be a realistic alternative, at least not for the moment. At the time, Swe-
den was not yet a member of the European Union (EU) and participation in the
European system of pegged exchange rates, the Exchange Rate Mechanism
(ERM), was not feasible in the near future. Neither were the experiences of mon-
ey stock targeting in other countries encouraging. Furthermore, the financial sys-
tem was in the midst of a deep crisis, which made the stability of money demand
questionable and successful targeting of the money stock unrealistic.

In this environment, Sveriges Riksbank
decided to declare, on 15 January 1993, that
the flexible exchange rate policy would be
combined with an explicit target for inflation.
The decision was partly based on the recent
positive experiences of such a strategy in other countries. Contacts with the Bank
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2 For discussions of the development of the Riksbank’s approach to inflation targeting, see, e.g., Heikensten & Vredin
(1998), Berg (1999) and Berg & Lindberg (2001).
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of Canada had been particularly intensive and useful.3 Specifically, the Riksbank
decided that from 1995 onwards there would be a target for Swedish inflation of
2 per cent per year. The inflation target was defined in terms of the consumer
price index (CPI). It was decided to have a transitional period, 1993–94, because
large initial inflationary impulses were expected from the depreciation of the kro-
na (around 20 per cent) and increases in indirect taxes. But it was also made clear
that even after 1994 it was not to be expected that the inflation target would be
fulfilled exactly. The target was accompanied by a “tolerance interval” of ±1 per-
centage point.

As this history unfolded, the independence of the Riksbank gradually in-
creased. A higher degree of independence had already developed over time in re-
sponse to the successful policy changes in other countries in the late 1970s and
early 1980s and the negative experiences from “stagflation” in Sweden. One step,
implemented in 1988, was the decision to make the Riksbank Governor’s term in
office longer (five years) than the election cycle (three years, at that time). A pat-
tern that had become virtually automatic, whereby the Governing Board (Riks-
banksfullmäktige) was chaired by an under-secretary of state from the Ministry of
Finance, was also broken at that time. Another milestone was the government’s
explicit announcement in 1991 that low inflation was an overriding political goal.

The priority given to price stabilisation and the Riksbank’s strong standing
became apparent when the exchange rate was defended during the currency
crises in 1992. Although this involved extremely high interest rates, the Riks-
bank’s decisions had broad political support. In the very turbulent years 1991 to
1994 the objective of low inflation thus gave the Riksbank a strong say in eco-
nomic policy matters, even to the extent that some outside observers got the im-
pression that the Riksbank was more or less dictating policy.

The change to an inflation-targeting regime
in early 1993 was not accompanied by any
change in the legislative framework for the
Riksbank. The decision to adopt an explicit
inflation target was taken by the Riksbank’s
Governing Board. At that time, the Govern-

ing Board consisted of seven members elected by the Riksdag (the parliament),
plus an eighth member, the Governor, appointed by the first seven. The new in-
flation-targeting regime thus had political support in the sense that it had been
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3 It is worth noting that Sweden also had positive experiences of price level targeting in the 1930s, see Berg & Jonung
(1999). This, however, probably had very little influence on the decisions taken in 1992/93.
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decided by the Governing Board, in turn elected by the parliament. In reality,
however, the issue was still controversial and a proposal by a government commit-
tee to legislate a price stability objective and also give the Riksbank more legal in-
dependence did not attract enough political support to be presented to the parlia-
ment in 1993. Legal reforms did eventually pass however and came into effect in
1999. Sweden’s road to central bank independence is summarized in Table 1.

The price stability objective now has a strong legal foundation. The amend-
ed Riksbank Act states that the “objective of the Riksbank’s operations shall be to
maintain price stability”.4 Moreover, the Riksbank is now governed by an Execu-
tive Board (Direktion) with six members who are also full-time employees of the
Bank – the Governor and five Deputy Governors. These are appointed by a Gen-
eral Council, which in turn is elected by the parliament and consists of eleven
members. The six members of the Executive Board are appointed for six-year
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4 Both the earlier and the amended law also state that “In addition, the Riksbank shall promote a safe and efficient
payment system”.
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Table 1. Sweden’s steps towards inflation targeting and central bank independence

1988 A new Riksbank Act:
• The chairman of the Governing Board is no longer appointed by the government, but by the

other seven members of the Board.
• The Governor’s term in office is made longer (five years) than that of the rest of the Board

and the parliament (three years, at the time).

1991 The government declares that low inflation is an overriding goal for stabilization policy.

1992 The Riksbank abandons the pegged exchange rate policy in November, after repeated specula-
tive attacks against the krona.

1993 January: The Riksbank declares an explicit inflation target.
February: A parliamentary committee presents a proposal for a new Constitution and Riksbank
Act, including a price stability objective for monetary policy and increased central bank inde-
pendence. The proposal does not achieve enough political support and is not formally present-
ed to the parliament.
October: The first inflation report is published, as a report from the Riksbank’s Economics De-
partment.

1995 Sweden becomes a member of the European Union.
The first Inflation Report signed by the Governor is published in November.

1997 The Riksbank starts to publish its inflation forecasts.
The Riksbank starts to publish Financial Stability Reports.
A new proposal for a price stability objective and increased central bank independence is pre-
sented, this time under broad political consensus.

1999 The new Constitution and amended Riksbank Act come into effect.
Clarifications about the inflation-targeting strategy are published in the Riksbank’s Quarterly
Review.



terms, with overlapping mandates so that normally one appointment is made
each year. Among its tasks, the General Council makes proposals to the Riksdag
on the allocation of the profit of the Riksbank. The Chairman and the Vice-
Chairman of the General Council have a right to participate in the Executive
Board’s meetings, and to ask questions, but do not have the right to make propos-
als or to vote. The Riksbank’s organizational structure is depicted in Figure 1.

The operations of the Riksbank are thus managed by the Executive Board,
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implying that the Bank has “instrumental independence” from its principal. A
high degree of independence is secured in several ways that impede interference
with central bank operations. The Constitution Act says that the “General Coun-
cil may sever a member of the Executive Board from his appointment only if he
no longer meets the requirements which are made on him to be able to carry out
his duties or if he has been guilty of serious misconduct”. The Riksbank Act states
that “Members of the Executive Board may not seek nor take instructions when
they are fulfilling their monetary policy duties”.

There were several reasons why the Riks-
bank was made more legally independent in
1999. Most important was perhaps that Swe-
den had to make the Riksbank more inde-
pendent in order to comply with the Maastricht Treaty, which Sweden in effect
had signed up to on becoming a member of the EU in 1995. Although Sweden
has not adopted the euro and is therefore not a full participant in the EMU, there
has been broad political support in Sweden for the idea that technical and practi-
cal preparations should be made for a possible future full membership.5 Besides,
the general idea that the central bank could be independent has gradually re-
ceived more support in Swedish society. This is probably partly due to a favour-
able macroeconomic development. Inflation has remained low, while growth and
employment have increased after the deep crisis in the early 1990s. 

But the communication strategy chosen
by the Riksbank has also been important.
Greater openness and clarity in monetary
policy seem to have improved the legitimacy
of the institution, thereby strengthening the
arguments for independence and weakening those against it. Attitudes to the
Riksbank and its policy have improved substantially after record lows in the early
1990s. Most indicators show that the inflation target was credible well in advance
of formal independence in 1999 (see Figures 2 and 3). The ten-year interest-rate
differential relative to Germany decreased from around 4.5 percentage points in
April 1995 to around 0.35 percentage points in December 1998, and the legisla-
tive changes had little concurrent effect on inflation expectations. In the surveys
of public attitudes to the institution and its policy that the Riksbank has arranged

11

P E N N I N G- O C H  V A L U T A P O L I T I K  4 / 2 0 0 2

5 The parliament’s decision to make the Riksbank more independent was taken before the government’s decision to
postpone membership in the EMU. This timing was probably not co-incidental; legal independence for the Riks-
bank was viewed as useful to maintain credibility for the inflation target as long as Sweden is not a full member of
the EMU.
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since 1996, 37 per cent of the population thought the Riksbank was credible in
December 1996, while the corresponding figure in October 1998 was 49 per
cent, followed by 55 per cent in September 1999. Asked whether the Riksbank
had pursued an appropriate monetary policy, 50 per cent answered yes in De-
cember 1996, 57 per cent in October 1998 and 61 per cent in September 1999.
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Taken together, these observations suggest that the Riksbank’s legitimacy has in-
creased gradually, and that support for the institution was quite strong even be-
fore the amendments to the Riksbank Act. To make the Riksbank formally inde-
pendent with an explicit price stability objective was for many reasons less contro-
versial in 1999 than in 1993.

In this context it is important to stress
that central bank independence is more than
a legal framework; neither is independence a
one-dimensional concept, it is a matter of de-
gree. The Riksbank is in most respects legally
more independent than the Reserve Bank of New Zealand and the Bank of Eng-
land. In New Zealand, the Reserve Bank is an agency under the government and
the inflation target is determined in a contract between the government and the
Reserve Bank’s governor. In the U.K., the inflation target is given to the Bank of
England by the government. Since the Riksbank is free to formulate its inflation
target itself, it has more “goal independence”. The Riksbank Act may of course
be changed by the parliament, but in practice many political obstacles, especially
the Maastricht Treaty, make this very unlikely. This Treaty also provides the legal
foundation for the European Central Bank (ECB). Nevertheless, the ECB in reali-
ty probably has more independence than the Riksbank since it is even less likely
that the EMU countries will agree to change the treaty than that Sweden will re-
nege unilaterally. In addition, the fact that the EMU includes many countries and
governments makes it more difficult to form strong political pressures against the
ECB.6

The mechanics of the policy process
Since the Executive Board is collectively re-
sponsible for all the operations of the Riks-
bank, it has to meet frequently to take all
kinds of decisions. Normally, this implies a
meeting once a fortnight. Monetary policy is
not on the agenda for most of these meetings but around eight meetings a year
are devoted primarily to decisions on monetary policy. These special meetings are
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6 In terms of exchange rate policy (decisions to make interventions) the Riksbank appears to have more indepen-
dence than both the Bank of England and the ECB. The Swedish government determines the exchange rate
regime but once the regime has been decided, the Riksbank is responsible for exchange rate policy and can attempt
to influence the exchange rate in a particular direction without having the government’s approval. 
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announced four to six months in advance, and edited minutes of the meetings are
published with a delay of around two weeks. Four of the special meetings on mon-
etary policy coincide with publications of the Inflation Report. This means that
the decision-making process during a year can be described in terms of four
12–13-week cycles, each ending with the publication of an Inflation Report and
containing another monetary policy meeting halfway through. The process is
presented schematically in Figure 4.

As noted in Figure 4, drafts of Inflation Reports are discussed a couple of
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Figure 4. The Riksbank’s monetary policy process
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times by the Executive Board before the final Report is published. This means
that, in addition to the pre-announced special meetings on monetary policy, is-
sues relating to monetary policy may come up at a further eight or so meetings of
the Executive Board. Events that threaten the inflation target and require imme-
diate policy responses may of course also occur in between the eight pre-an-
nounced meetings. This was the case when the Riksbank joined other central
banks in lowering the interest rate after the terrorist attacks in the United States
in September 2001, and when interventions in the foreign exchange market were
made in June the same year. The Executive Board has recently declared that it in-
tends to be equally transparent about such unusual policy actions, not because
this is required by law, but to promote credibility.7

In the rest of this section, we first describe the process leading up to the Ex-
ecutive Board’s decision on monetary policy. Then we discuss the intricate issue
of the roles of the different board members, in relation to each other as well as to
the rest of the staff. Finally, we describe some characteristic features of the fore-
cast-based monetary-policy strategy the Riksbank has chosen.

T     
The description of the policy process in Fig-
ure 4 shows that the Executive Board’s meet-
ings on monetary policy are preceded by
meetings of a Monetary Policy Group (MPG).
This group is chaired by one of the Deputy
Governors and meets roughly once a week. At these meetings the staff of profes-
sionals, primarily from the Monetary Policy Department, makes presentations on
recent macroeconomic developments. The MPG’s discussions are intended to as-
sess the quality of the material and the line of reasoning that will subsequently be
presented to the Executive Board. 

Although Executive Board decisions on Riksbank matters are made by the
members collectively, there is a division of labour in the preparatory work. One
Deputy Governor is thus responsible for preparing the decisions on monetary
policy, another for preparing decisions related to financial stability, and yet others
for preparing issues relating to research, administration, etc. The Deputy Gover-
nor in charge of preparing monetary policy decisions chairs the meetings of the
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7 New routines for foreign exchange market interventions have been decided after June 2001; see Heikensten & Borg
(2002).
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Monetary Policy Group (MPG) and also decides the Group’s membership, the
aim being to bring together the staff members who are expected to contribute
most to the discussion of monetary policy matters.8 Currently, the MPG includes
the heads of the departments for Monetary Policy, Market Operations, Research,
and International Affairs, as well as a few advisors and some other economists
from the Monetary Policy Department. It should be stressed that the MPG also
discusses issues other than the current macroeconomic situation and monetary
policy. Since the group meets every week, it also has time for discussions of more
methodological matters. The agenda for the MPG is set by its chairman together
with the head of the Monetary Policy Department.

The discussions at the Executive Board’s monetary policy meetings differ
somewhat depending on whether or not they are held in connection with the
publication of an Inflation Report. Here we shall describe the meetings that lead
up to the publication of an Inflation Report and involve a monetary policy deci-
sion. For the intervening meetings the process is simpler but follows a similar step-
wise pattern.

About two to three weeks before the publica-
tion of the Inflation Report the Board re-
ceives a forecast prepared by the Monetary
Policy Department. On the basis of this, the
Board forms its view of inflation two years
ahead. Presentations supplementing written

reports are given by the staff. Questions are asked and comments given by the
Board members, and the discussion is usually quite lively. 

The meeting follows a pre-set structure, starting with the international pic-
ture and moving on to financial market developments. The assumptions concern-
ing interest rates and exchange rates receive special attention, partly because all
forecasts are supposed to start from the technical assumption that the policy in-
strument will be unchanged. The discussion of Swedish inflation is more or less
based on an expectations-augmented Phillips curve framework. Thus, supply and
demand conditions in the Swedish economy are discussed along with various
measures of the “output gap”, and the picture of inflation is elaborated with infla-
tion expectations and possible supply shocks. A decision on the forecast in the so-
called main scenario is taken, followed by a discussion of the risks in the picture.
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8 As noted in Figure 1 (page 10), there are other preparatory groups than MPG, dealing with other kinds of policies
by the Board than monetary policy (international issues, financial stability, research, administration).
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Finally, forecasts including various risk scenarios are produced, and later present-
ed in the form of a fan chart that provides a sense of the range of uncertainty as-
sociated with the projections (see Figure 5).9

These discussions take about 11/2 to
3 hours. Already at this stage it is usually fair-
ly clear how the members of the Executive
Board view the situation and what they are
likely to think about the setting of policy in-
struments a few weeks later. Members who do not think they will go along with
the main thrust of the description of macroeconomic conditions will also normal-
ly indicate that at this time. On the basis of the conclusions from the discussions,
a draft of the Inflation Report is written by the staff in consultations with the re-
sponsible Deputy Governor and sent to the Board for discussion one week later.
At this meeting the Board thoroughly reviews the texts and finalises them.
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9 See Blix & Sellin (1998, 1999) for a description of a method that can be used to construct uncertainty intervals
based on sector experts’ judgements.
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S    
After another week, the meeting for setting
the instrumental rate is held. The starting
point for this meeting is the by now complet-

ed Inflation Report. The members of the Board are presented with any new in-
formation since the previous week’s meeting and are asked if they can approve
the Report. In recent years all the members have usually agreed on the overall
picture but there have been a few instances of dissent. Against this background,
the setting of the policy rate is then discussed. 

The Riksbank’s policy instrument is the interest rate on one-week repurchase
agreements with the private banks. Repurchase agreements are made every week,
i.e., more frequently than the Executive Board’s decisions on monetary policy, but
it is only as a result of decisions by the Board that the repo rate is changed. Before
the repo rate is announced, usually on Tuesdays at 9.30 a.m., the Riksbank
makes a forecast of the banks’ borrowing needs for the coming week. The an-
nouncement of the repo rate is thus associated with an announcement of the
planned total size of the repurchase agreement. The total amount is allocated be-
tween the Riksbank’s counterparties (the primary dealers) in proportion to their
bids. The result is announced one hour after the first announcement (usually
Tuesdays at 10.30 a.m.) and the banks receive the liquidity the day after.10

If there were major errors in the Riksbank’s forecast of the banks’ borrowing
needs, the overnight interest rate could become quite volatile. In practice, in or-
der to stabilise the overnight rate the Riksbank typically (but at its own discretion)
makes loans to and accepts deposits from the banks at the going repo rate ±10
basis points. The Riksbank thus has an almost horizontal supply curve for liquidi-
ty at the intended repo rate.

The Riksbank’s monetary policy may thus be
described in terms of two stages. In the very
short run, between the Board’s monetary pol-
icy meetings (usually a period not longer
than six weeks), the Riksbank supplies the

money that is demanded at its set one-week rate. At each monetary policy meet-
ing, the prospects for inflation are assessed and the Board decides whether the re-
po rate should be changed.

A monetary policy meeting starts with a summary of the MPG’s view on in-
terest rate policy, presented by the Deputy Governor who chairs the MPG and is
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10 For further discussions of the Riksbank’s interest rate policy, see Mitlid & Vesterlund (2001). 
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responsible for preparing monetary policy decisions. The MPG is not required to
produce a unanimous recommendation, and there is no voting in that group. The
purpose of the recommendations is primarily to give the Executive Board some
ideas about the most relevant policy issues and options and to provide a good
foundation for the subsequent discussion.11

After all the members of the Executive
Board have presented their assessment of the
appropriate monetary policy action – the
Governor usually chooses to be the last one to present his – there may be some
discussion before the Board votes on the interest rate. The interest rate is set by a
majority vote.12 Any minority views are explicitly recorded in the minutes, as for-
mal reservations against the majority decision. 

Finally, each of the eight special monetary policy meetings ends with a deci-
sion on a press release explaining the Board’s decision. This release, which has al-
so been prepared by the MPG, summarises the Board’s majority view and is thus
not a consensus-based document summarising the discussion.13 It is an important
policy document, particularly when no press conference is held, as is normally the
case when there is no new Inflation Report or a decision to change the instru-
mental rate.

T       B 
Setting up a policy process of this kind clearly
raises many difficult questions.14 One con-
cerns the role of the staff relative to the Board.
The Riksbank has, much like the US Fed, de-
cided to give the staff a prominent role in the process. This is manifested in the
right of the staff to present full and comprehensive forecasts without the direct
prior involvement of any Board member. This is for example not the case in the
Bank of England, where the Monetary Policy Committee itself puts together the
forecast on the basis of various pieces and model results presented by the staff.

Moreover, the staff members participate in the meetings of the Riksbank’s
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11 Even though more members of the Executive Board than the MPG’s chairman may attend the group’s meetings,
they never participate when the MPG discusses policy recommendations.

12 In principle, there may be six different alternative suggestions and no majority for any. In practice, however, the
Board’s discussions usually lead to the emergence of two alternatives. 

13 From time to time there have been complaints from market participants that the minutes convey different signals
about future policy actions from those in the press release. This is hardly surprising in that the latter presents the
majority view while the minutes reflect a discussion and include the views of all the participants.

14 See Heikensten (2000) for a discussion of the arguments behind the present set-up for policy making.
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Executive Board and may present their views. This is for example not the case in
the ECB, where one of the Board members does the presentations without any
staff in the room.

There are several reasons for the model chosen by the Riksbank. Giving the
staff a strong role in making forecasts is motivating and educational, partly be-
cause it makes them better informed as to which issues the Executive Board is
most concerned about. That in turn is likely to result in the staff taking more re-
sponsibility and making more relevant analyses and presentations in the future. It
is also a way of broadening the competence of the staff and preparing them for
possible future Board membership. 

Another important issue concerns the roles of
the various Board members. The policy-making
process at the Riksbank is very open internal-

ly. The core members of the MPG participate in Board meetings, thereby ensuring
that the presented material is in line with the MPG’s discussions. Also, members of
the Executive Board other than the MPG’s chairman are invited to participate in
most of the MPG’s meetings. The idea behind these principles is twofold. First, to
secure that the Board can base its final decision on several fairly independent views,
and second to promote an environment in which the influence of the Executive
Board members primarily reflects their background and familiarity with the policy
issues, rather than their responsibilities in the Riksbank’s organisation. Still, the
Governor has a prominent role, both by virtue of his casting vote in all matters de-
cided by the Executive Board and because he chairs the meetings and thus can in-
fluence how the discussions (and, perhaps, negotiations) are moving. The Deputy
Governor responsible for monetary policy exerts an influence as chairman of the
MPG and in that role proposing decisions on rates as well as preparing press re-
leases. In the end, however, it is our impression that the influence of the various
Board members primarily reflects their background, experience of and compe-
tence in the relevant subjects and issues at hand.

T - 
The Riksbank’s monetary policy is often described in terms of a simple rule of
thumb. The following quote is from the Inflation Report from October 1999:15
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15 Similar formulations have been expressed both before and after October 1999, and the first (but somewhat less
precise) statement of the Riksbank’s rule of thumb appeared in the Inflation Report from September 1997.
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“if the overall picture of inflation prospects (based on an unchanged repo rate) in-
dicates that in twelve to twenty-four months’ time inflation will deviate from the
target, then the repo rate should normally be adjusted accordingly.”

Large parts of the staff ’s analysis and the policy discussions are thus focused
on the forecasts of inflation one to two years ahead, although nowadays there is
also a brief outlook three years ahead. There are various arguments for a fore-
cast-based monetary policy. One has to do with the idea that as it takes time be-
fore monetary policy exerts its full impact on the economy, the central bank can-
not control inflation perfectly in the short run. Another argument is that, even if
it could, the central bank presumably would not want to keep inflation exactly on
target all the time. By focusing on forecast inflation, monetary policy refrains
from reacting to temporary fluctuations in inflation, and thereby avoids large
fluctuations in nominal interest rates. The desirability of this form of interest rate
smoothing is related to the question about whether monetary policy should pay
any attention to other objectives than price stability, such as the stability of GDP,
employment or financial markets.

In the early stages of the inflation-target-
ing regime the Riksbank did not publicly ex-
press any concerns about the real side of the
economy. Since the mid 1990s, however, the
Riksbank has explicitly declared that it is not
a “strict” but a “flexible” inflation targeter (like most other central banks today).
The horizon at which the Riksbank aims to meet its inflation target is therefore
not independent of real economic developments, neither does the Riksbank want
to counter all transitory changes in inflation. This policy also has legal support. In
the preparatory documents on the Riksbank’s independence it is said that the
“Riksbank, as an agency under the Riksdag, should accordingly have an obliga-
tion to support the general economic policy objectives to the extent that these do
not conflict with the price stability objective”. The task of the Executive Board is
thus to implement this notion of “flexible” inflation targeting.

There is of course no exact and mechanical forecast-based policy rule.16 For
instance, various measures of “core” or “underlying” inflation are used to distin-
guish transitory from permanent movements in the CPI, and such filtered infla-
tion measures have at times been more decisive for monetary policy than CPI
forecasts. From time to time monetary policy decisions have also been influenced,
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16 For some empirical estimates of the Riksbank’s reaction function, see Jansson & Vredin (2001) and Berg, Jansson &
Vredin (2002).
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at least marginally, by financial market conditions that were not entirely reflected
in actual or forecast inflation.17

It is obvious that an inflation-targeting, fore-
cast-based monetary policy like this does not
minimise the degree of discretion in mone-
tary policy. At the same time, the discretion
ary element of policy is limited by certain
rules the Riksbank has decided to impose on

itself. The Inflation Reports are very important in this context. They provide in-
centives to make careful analyses and they discipline the internal discussions (as
described above). They also convey such information about the Riksbank’s policy
decisions and forecasts to the public, including the publication of the forecasts
themselves, that the Bank’s actions can be evaluated. The minutes from the
Board meetings are also useful for such purposes.

The Riksbank’s principal, the Swedish parliament or Riksdag, has good rea-
sons to evaluate the actions of its independent central bank. However, even before
the amended legislation was adopted in 1999, the Governor took an initiative for
an open hearing about monetary policy before the Riksdag’s Finance Committee.
The amended Riksbank Act requires the Riksbank to hand over a written report
on monetary policy to the Parliamentary Finance Committee at least twice a
year. The Riksbank has chosen to use the Inflation Reports for this purpose and
some Reports thus contain separate sections with the Riksbank’s own evaluation
of its policy. Each year (before 15 February), moreover, the Executive Board is al-
so required by the Riksbank Act to submit a report to the Riksdag on the Riks-
bank’s operations during the previous year.

Strategic issues in inflation targeting
The principles behind Sweden’s monetary
policy and the mechanics of the policy pro-
cess may seem rather simple. Indeed, the
Riksbank has – like the other inflation-target-

ing central banks – deliberately tried to pursue and explain its policy as simply
and transparently as possible. This form of monetary policy is now often viewed
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17 The best examples of this are the decisions taken during the global financial crisis in the fall of 1998 and after 11
September 2001.
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as “international best practice” and other central banks have been recommended
to follow the examples of their inflation-targeting colleagues.18

Nevertheless, important problems remain and are repeatedly discussed in the
meetings of the MPG and the Executive Board. Many are classic problems of
monetary policy and not associated with the inflation-targeting strategy as such,
although they are perhaps easier to see in such a relatively transparent frame-
work. For instance, questions about the implications of uncertainty and about the
central bank’s optimal response to asset price fluctuations (in particular, stock
prices and exchange rates) have been re-investigated by policy makers and re-
searchers within the inflation-targeting framework.19 In the following we will
however focus on certain issues that are more directly tied to the inflation-target-
ing approach and the Riksbank’s policies: the definition of the inflation target, the
nature of the Executive Board’s collective decision-making, and the appropriate
degree of transparency.

W     , 
    

The Riksbank’s inflation target is defined in
terms of the CPI. In addition to the appro-
priate level of the inflation target (which has
been extensively discussed elsewhere), there
is the question of which definition of inflation
is most relevant from a monetary policy perspective. Many central banks use
measures of “core” or “underlying” inflation in their analyses and rhetoric. The
Riksbank has used a measure that excludes indirect taxes and subsidies as well as
house mortgage interest payments. The rationale for this is most easily under-
stood by referring to the Riksbank’s experience from 1997 and 1998 (see Figure
6). At that time, CPI inflation was continuously below the target, despite large
cuts in the repo rate during 1996. The Riksbank gradually understood that one
property of the CPI may give rise to “perverse” short-run effects of monetary pol-
icy. When the repo rate is lowered as inflation prospects improve, this lowers
house mortgage interest expenditure. Thus, a lower repo rate may initially lead to
lower inflation, as measured by the CPI. This does not, of course, imply that
higher inflation should be met by a more expansionary policy; over time (and

23

P E N N I N G- O C H  V A L U T A P O L I T I K  4 / 2 0 0 2

18 See Svensson, et al. (2002).
19 See Adolfson (2002) and Söderström (2001, 2002) for work on such issues that has been done at the Riksbank.
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perhaps even in the short run) the “perverse” effects are presumably dominated
by aggregate demand effects.20

Indirect taxes and subsidies also have CPI effects that are hard to handle for
central banks. Changes in indirect taxes and subsidies lead to immediate changes
in the price level, sometimes with small effects on future inflation. Since monetary
policy can do little to counteract such price shocks in the short run, it has been
argued that monetary policy should aim to stabilise inflation adjusted for those
factors.

Other inflation-targeting countries have simi-
lar experiences and have decided to formu-
late their inflation targets – or at least explain
their monetary policy decisions – in terms of
measures of “core” or “underlying” inflation

excluding interest payments and indirect taxes and subsidies. It should be
stressed, however, that the theoretical basis for these measures is unclear.21 Essen-
tially, the problem with most measures of “core” or “underlying” inflation is that
they exclude certain categories of goods or services from the CPI, whereas economic
theory suggests that an optimal monetary policy should respond differently to dif-
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20 Theoretical explanations of the “prize puzzle” have been offered by, e.g., Altig et al. (2002) and Barth & Ramey
(2000).

21 For a theoretical analysis, see Nessén & Söderström (2001). Bryan, Cecchetti & Wiggins II (1997) also discuss how
core inflation should be measured.
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ferent shocks (which may affect the prices of many different goods and services).
On the other hand, if the policy that would be optimal under ideal circumstances
is not viewed as feasible in practice, the central bank may want to adhere to some
simple and transparent rule for the relation between a certain inflation measure
and the policy instrument. But commonly applied measures of “core” inflation do
not seem to be justifiable on such grounds either.

The Riksbank has encountered several
difficulties when it comes to implementing
the idea of “core inflation targeting” in prac-
tice. First, some government subsidies and
charges are not defined as subsidies or indi-
rect taxes in the CPI system, but still cause similar problems for monetary policy
(the problems are not overcome just by focusing monetary policy on an index ex-
cluding subsidies and indirect taxes). For instance, during the year 2000 discus-
sions within the Riksbank concerned the appropriate response to an expected
country-wide cap on the charges for nursery care. Such a reform was expected to
lead to a one-time drop in the CPI during 2002, but formally no direct subsidy
was involved, since this service is financed and primarily supplied by local govern-
ments at non-market prices. Hence, both the CPI forecasts and the measures of
“underlying” inflation suggested that inflation would be below the target two
years ahead. It was still questionable whether the reform of the day nursery
charges really justified lower interest rates.

A second problem with a monetary policy rule that focuses on any of the
common measures of “core” or “underlying” inflation is that many supply and
demand shocks give rise to large one-time effects on the price level and small per-
sistent effects on inflation. Should monetary policy not counteract the inflation-
ary effects of such shocks either, if it has been decided that changes in indirect
taxes and subsidies warrant no reaction? This question has been very important
during 2001 and 2002, when various supply shocks have raised prices of food and
energy. Many central banks do attach considerable weight to measures of “core”
inflation that exclude expenditures on food and energy. The risk with such an ap-
proach is that the central bank in effect stabilises the price of a consumption bas-
ket that excludes a large part of consumption expenditures. 

Furthermore, computing the effects of any specific shock on any specific in-
flation measure is very difficult without a fairly sophisticated economic model.
Measures of “core” inflation are usually intended to exclude the “direct” effects
on CPI from certain price shocks, using the fixed weights in the CPI. Yet, it re-
mains unclear if the effects measured in this way are what matter for monetary
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policy. For instance, changes in indirect taxes or oil prices may have general equi-
librium effects on consumer prices that dominate the first-round effects (at least
eventually). Neither economic theory nor practical experience provides any clear
guidance on how monetary policy should respond to such shocks, but the idea
that a certain price index would invariably yield an unambiguous signal about the
optimal policy seems ill-founded.

The Riksbank has decided not to use one
specific “core” index for all situations. The
intention instead is always to communicate
exactly on what forecast or other grounds

the interest rate decision has been based, what deviations from the target are ac-
ceptable in any given situation because of temporary supply shocks.22 The most
important instrument for this communication is the Inflation Report. The pur-
pose of this transparency is to commit the Riksbank to a precise discussion of
these matters, which probably improves our knowledge in the long run and
makes it easier to evaluate monetary policy ex post. This strategy allows for dis-
cretionary policy but it still seems to be consistent with the type of flexible mone-
tary policy rules advocated by some academic economists, for instance Taylor
(1993).

The principle of forecast-based inflation targeting itself can also be viewed as
a way of systematically handling the problems with short-term CPI fluctuations.
If monetary policy is based on the forecast of inflation some quarters ahead, very
temporary movements in inflation will be filtered out of the inflation numbers to
which the central bank reacts.

P   -
When the Swedish parliament amended the Riksbank Act in 1998 it was decided
that a Board of six members would manage the Riksbank collectively, including
the decisions on interest rates. This was in line with the structures in many other
central banks within the EU, a fact which probably affected the decision. In the
academic literature on monetary policy, however, the policy maker is usually a
single individual. This means that actual policy-making raises a number of diffi-
cult and important issues that have not attracted much analytical attention.

As noted above, one characteristic feature of inflation targeting (in Sweden
and elsewhere) is the desire to be transparent about the objectives of monetary
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22 The Riksbank’s views on output stabilisation and CPI versus core inflation targeting have been expressed in more
detail in the Inflation Reports and by Heikensten (1999), who presents and explains a formal decision on these is-
sues taken by the newly elected Executive Board at its first meeting in January 1999. 
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policy and the policy-making process. To aid
the Riksbank’s new Executive Board in struc-
turing its discussions and analyses and in
forming a view on monetary policy and also
communicating this view, in January 1999
the Board presented a suggested policy framework. This included several aspects
from the existing set-up, such as the 2 per cent inflation target and the rule of
thumb relating the repo rate to the inflation forecast at the 1 to 2-year horizon.
The way temporary deviations from the target would be handled was spelt out
more explicitly than before (see Heikensten (1999)). The Board unanimously
agreed to these principles.

Minutes of the Board’s monetary policy
meetings are published. There have, of cour-
se, been differences of opinion in the Board
that are documented in the minutes. (The
minutes are edited, however, i.e., they are not
transcripts.) When interpreting the minutes and the differences of opinion, one
important question is whether the collective decision should be regarded as “pre-
erence aggregation” or “information aggregation”.23 Mervyn King, among others,
has stressed that the different views in a monetary policy committee should be the
consequence not so much of members having different objectives (“preference ”),
but rather of their different views on what is a good or bad policy decision in a
certain situation, given the objective of reaching the explicit target at a certain
horizon (“information aggregation”). It is probably correct to say that one pur-
pose of the explicit and rather detailed framework for policymaking applied by
the Riksbank (and other central banks with explicit inflation targets) is to limit the
room for disagreements due to different preferences about policy objectives. That
is, there should be little room for systematic differences in opinion reflecting, for
example, Board members being “hawks” or “doves”.

As a reading of the published minutes will show, differences of opinion within
the Riksbank’s Executive Board have indeed most frequently reflected minor dif-
ferences in the Board members’ forecasts. From time to time there has also been
some disagreement on more fundamental relationships: the effect on inflation
from capacity utilisation; the persistence of shocks to the nominal exchange rate;
the proper interpretation of various indicators of inflation expectations; the opti-
mal target horizon; and the optimal response to fluctuations in financial markets
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23 We are grateful to Torsten Persson for emphasising this distinction.
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(monetary aggregates and equity prices). In this sense, the Board’s discussions
have concerned “information aggregation”.

However, against the background of earlier
controversies about the independence issue,
one fairly obvious reason behind the six-
member Board is that the parliament wanted
to secure a broad representation of Swedish
society in the monetary policy process.24 Dif-

ferent parameters in an implicit loss function (including output and inflation sta-
bilisation) do seem to have played a role in the Swedish case. Besides, the willing-
ness to pursue an activist policy, i.e., the preference for interest rate smoothing,
appears to have differed somewhat across Board members. Thus, some members
appear to have been more “hawkish” than others over this period. That is, the
Board’s monetary policy meetings are partly about “preference aggregation”. It
should be emphasised, however, that the pattern in these respects is far from
clear; the time horizon is short and it is too early to draw any firm conclusions. In
principle, the hypothesis that individual Board members have the same prefer-
ences could be tested, for instance by researchers outside the Riksbank, if the
minutes provide sufficiently detailed information about policy decisions (and over
a sufficiently long period).

Although questions about “information aggregation” versus “preference ag-
gregation” have never been explicitly addressed during the Board meetings, the
difficult problem of how to construct a joint forecast has of course had to be dealt
with. With individual accountability of the kind the Riksbank cultivates, it might
not have been surprising to get six different forecasts. In practice, however, the di-
vergence between members has been rather small. Members have tried to arrive
at a common view in the monetary policy meetings on the basis of the forecast
presented by the staff. The Riksbank decided in 1999 to vote on the Inflation Re-
ports and to open up for dissenting views. Dissent has been recorded only when
differences of opinion concerning the forecast of inflation have been sufficiently
significant to motivate a different view on interest rates. It may be worth noting
that in this respect the Riksbank’s Executive Board works somewhat differently
from the Bank of England’s Monetary Policy Committee, where the Inflation Re-
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24 Another argument that supports this hypothesis is that it was clear from the start that a management structure of
this kind is unlikely to be the most efficient for taking decisions on other kinds of issues than monetary policy, e.g.,
regarding organisational questions and corporate culture.
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ports are consensus documents covering the views of all members.25 The fact that
the Riksbank’s Inflation Reports contain a coherent forecast from a majority of
the Executive Board has simplified communication with the outside world.

Another difficult task is to form a common view on the almost unlimited
number of possible risk scenarios and the nature of the uncertainty surrounding
the inflation forecasts. These Board discussions are now based both on a “top
down” approach, starting with descriptions of various conceivable scenarios, of-
ten also presented in figures by the staff, and a “bottom up” analysis beginning
with the uncertainty surrounding the variables that currently seem most impor-
tant. A table prepared by the staff, indicating the probability of alternative out-
comes for some of the more important variables in the forecast and the role these
variables play for the final outcome, is presented as a complement to the pub-
lished fan charts (see Table 2).26 The Board discusses both the alternative out-
comes and their probabilities, and decides on a distribution of inflationary out-
comes using both such tables and fan charts.

Table 2. Scenarios and probabilities
Per cent

Scenario Inflation forecast Deviation from Probability Contribution to difference
two years ahead two years ahead between mode and mean

forecast two years ahead

Main scenario (mode) 2.2 0.0 65 0.00
Scenario 1 2.0 –0.2 10 –0.02
Scenario 2 2.3 0.2 10 0.02
Scenario 3 2.8 0.6 15 0.09
Sum 100 0.10

Scenario 1: Lower consumption in the U.S. and stagflation in Europe
Scenario 2: Higher consumption in the U.S.
Scenario 3: Higher domestic inflation pressure

H    
During the last decade, several central banks
have become much more transparent about
their objectives and policy processes. With in-
creased focus on monetary policy after the
shift in paradigm during the 1980s, and hence increased central bank indepen-
dence, it has been necessary for politicians and the general public to be able to
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25 For instance, in the Bank of England’s Inflation Reports “the fan charts represent the MPC’s best collective judg-
ment”.

26 Figure 5 shows that the distribution around the inflation forecast is skewed such that there is a higher probability
of inflation above the main scenario (the mode of the forecast distribution) than below. Table 2 shows how such a
situation could arise.
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hold the central bank more openly accountable for its policies. In this situation, it
has also been in the central banks’ own interest to provide as good information as
possible. In Sweden, most initiatives towards increased transparency have been
taken by the Riksbank itself. One reason for this is that transparency has been im-
portant not only for improving the Bank’s external communication and reputa-
tion, but also for raising the quality of the internal work – all important argu-
ments made internally have to be explained externally. Central bank transparen-
cy is thus a good thing, and one may conclude that the more transparency, the
better.

The Riksbank does not see any convincing arguments for deliberate central
bank secrecy.27 For instance, the Bank does not share the view that important
pieces of central bank information should be kept secret because the general pub-
lic cannot understand complicated economic analyses. There are many financial
market analysts and media that can help the public to overcome such problems.28

The major obstacle to transparency may be that central banks themselves do not
fully understand how the economy works.

Reasons why central banks cannot be fully transparent are not difficult to
find. One important fact is that policy making is to a large extent based on judge-
ments, i.e., decisions are affected not only by explicit models of the economy but
also, and perhaps primarily, by the policy makers’ own interpretations of the situ-
ation. Besides being unavoidable, this is desirable, since explicit models of necessi-
ty are simplifications of reality and their accuracy is uncertain. But it also means
that policy makers are virtually precluded from being fully transparent about
their reasons for reaching a particular decision.

Even if full transparency were feasible, its production would come at a cost.
Although central banks have softer budget constraints than other authorities, they
should not use that advantage to avoid weighing the benefits of all their activities
against the costs. Given this, the production of more information about the policy
process has to be weighed against investments in deeper analyses of the economy.
The Riksbank’s experience in this area can be described as a production cycle.
During the first years of inflation targeting there were large investments in analy-
sis. Thereafter, transparency gradually increased. At the moment, we are taking
steps to prevent the efforts towards greater transparency from crowding out more
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27 This is not to deny that there are good theoretical arguments against transparency; see Geraats (2002) for a survey.
But we claim that they are not the reasons why central banks have been against transparency in practice.

28 See Green (2001) for a discussion of whether central banks have an informational advantage and the implications
for transparency.
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in-depth, long-term analyses. There may be a trade-off between transparency in
the short and the longer run.

In the end, transparency is not desirable
for its own sake, but primarily to improve the
public’s access to such information about the
macro economy and monetary policy that
enables them to understand the reasons for monetary policy decisions. Thereby,
monetary policy can gain acceptance and become predictable. 

Concluding comments
The fact that low inflation is a relatively recent phenomenon has been important
for the policy framework created by the Riksbank. With the strong Keynesian and
parliamentary traditions in Sweden, and the scepticism the Riksbank encoun-
tered after the deep crisis in the early 1990s, it was important to find ways of
quickly regaining legitimacy and credibility. A new framework was needed that
would quickly provide new policy recommendations and help shape inflation ex-
pectations. In designing this framework the Riksbank chose to draw on experi-
ence from many other countries. But the Bank has also proceeded with new ideas
developed internally, frequently guided by discussions with academics.

Inflation targeting was believed to be a fruitful strategy, a belief that has been
supported by what has happened both in terms of interest rates and other meas-
ures of credibility, and by changing attitudes in Swedish society towards the Riks-
bank and its policies. Of particular importance in this context have been (i) the
use of an explicit symmetric target; (ii) the publication of Inflation Reports includ-
ing explicit forecasts; and (iii) a rule of thumb for the relation between policy deci-
sions and inflation forecasts. When these three aspects of the framework had been
put in place, it became easier for the financial markets and for other observers to
understand the Riksbank and to evaluate monetary policy ex ante as well as ex post.
The clear framework also helped the Riksbank in focusing and improving its
work, which in turn has supported its position in the eyes of the outside world.

There are obvious similarities between the ways the Fed’s Open Market
Committee and the Riksbank’s Executive Board conduct monetary policy. But
there are also differences. Some of the differences have to do with perceived dif-
ferences in the so-called transmission mechanisms and their implications for infla-
tion prospects. Sweden is a small and open economy. Important effects on eco-
nomic activity and inflation come not only via trade in goods and services but
nowadays, and perhaps more importantly, via the international financial markets,
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capital flows, exchange rates and other asset prices. These channels are often in-
fluenced not so much by monetary policy in Sweden as by the policies pursued in
other countries or areas, in particular the US and the euro area. Another impor-
tant difference from the US is that price and wage formation in Sweden is in
many markets more concentrated and centralised, sometimes resulting in rather
abrupt changes in inflation. Furthermore, low inflation has been established in
Sweden only during the last ten years, making it difficult to estimate all important
transmission mechanisms with confidence.

Two kinds of critique against inflation target-
ing have been common in recent years. One
argument is that the inflation-targeting ap-
proach is overly simplistic: following what are
taken to be simple rules means that impor-
tant aspects of monetary policy are neglect-

ed. We do not agree. Obviously, any relatively simple framework cannot solve all
of the problems we and other central banks encounter. But our experience is that
the inflation-targeting approach gives a good structure for precise discussions and
analyses. This, in turn, helps in the work of improving analyses and policy. We
would hardly have got to where we are today in our thinking on policy issues had
we not been constantly forced to wrestle with questions about how new problems
we have faced could be dealt with within our own relatively precise framework.

A second type of critique is that inflation tar-
geting cannot be implemented until policy is
reasonably credible and the central bank
demonstrates a capacity to make good infla-
tion forecasts. We do not believe in this ei-
ther. Although our forecasts have not been

extremely good, we have nevertheless gained credibility by openly discussing
them and the reasons for the errors. In fact, the Riksbank would claim that the
Swedish experience shows that the clear framework provided by inflation target-
ing is particularly important precisely when there is great uncertainty concerning
policy and future inflation. The Riksbank also believes that the positive experi-
ences in Sweden and other countries with explicit inflation targets are important
information for all central banks and a strong argument for clear frameworks also
in countries where low inflation is already well established.
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