Introduction

The Central Bank will keep the krona within the target bands

After the Central Bank raised its policy rate by 0.&ary to avoid an excessively sharp drop in the nomi-
percentage points on November 1, the monetanal exchange rate, among other things because of the
stance through interest rates became tighter thancainceivable negative consequences for financial sta-
any time since the present financial and monetabyility. It therefore intervened in the foreign exchange
regime was established in the middle of the last deaarket in order to prevent such a development, which
cade. The stance tightened even further due to a dropuld have led to a greater temporary depreciation
in inflation and in inflation expectations. The shortthan is compatible with long-term balance.
term interest differential with abroad, on the other Since the kréna began to slide, the Central Bank
hand, has remained broadly unchanged. Towards thas raised its interest rates and sold currency in order
end of January, the Central Bank’s real policy rate defend the exchange rate. The last occasion when
was just over 6%2% based on the inflation premiurthe Central Bank sold currency in the interbank mar-
on T-bonds, and the short-term interest rate differeket was towards the end of January. The Central
tial with abroad (trade-weighted) was just undeBank will use the instruments at its disposal in order
6%2%. Bank interest rates, however, remained ute keep the kréna within its fluctuation bands.
changed since they were last raised in November. Recently, the Bank made an agreement on an uncon-
Despite the increase in the Central Bank’s policgitional credit facility to the amount of 21% b.kr. in
rate, the downward trend of the exchange rate contiarder to boost its ability to defend the exchange rate,
ued. At the end of January the kréna was down kyver and above its earlier provisions.
3%% from the beginning of November. The slide of Inflation during the second half of last year was
the kréna in recent months may partly be explainddwer than had widely been expected. It slowed from
by the fact that the cut in fishing quotas and poore&n annual rate of around 6% in spring 2000 to 3%2%
economic prospects implied a reduction in the equéat the beginning of this year, despite a considerable
librium exchange rate. Nonetheless, the Central Bamepreciation of the kréna during the second half of
considered it necessary, in the prevailing econom&000. The slowdown in inflation has not caused
conditions, to counteract the downward trend. Themauch change in the Central Bank’s inflation forecast
are three main reasons. Firstly, the Central Bank wésr this year. Consumer prices are forecast to rise by
concerned that a lower nominal exchange rate woujdst over 4%:% during the year, the same figure as
be likely to fuel inflation, given the overheating of theforecast last November. The reason for not forecast-
economy. Even though the real exchange rate miginig a continuing decline in inflation is that the impact
arguably be too high, an untimely adjustment had tof the weaker kréna is eventually expected to be
be avoided. A decline in the exchange rate can onfsansmitted to prices. This impact will be felt more
be compatible with low inflation if the economy hasslowly than before, but will not disappear. The argu-
cooled down sufficiently. Secondly, the Central Banknents for this are presented in the article on Econom-
does not view the level of the real exchange rate asand Monetary Developments and Prospects in this
the main cause of the large current account deficissue. Of course there is some uncertainty about this
Further depreciation of the kréna is therefore by npoint. Conceivably, part of the depreciation will not
means inevitable. Thirdly, the Bank thought it necede passed into prices, and the lag may also be longer
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than assumed here. Inflation would then be lowdarge current account deficit is puzzling in light of
than forecast for the coming months, but gaithe significant fiscal surplus. Its primary cause is
momentum later. An opposing factor is that strongrobably to be found in the factors which have kin-
excess demand in the goods and labour markatled demand growth and reduced the savings rate.
could contribute to higher inflation. Assuming thatExcessive credit growth, to a substantial extent fund-
the exchange rate remains unchanged, the price oett with foreign borrowing, plays a large role in this
look has improved somewhat since November, amtkvelopment. If action is taken in the near and medi-
an inflation rate of 2.7% is forecast from the beginum term to address the causes of the current account
ning to the end of 2002, provided that the economgeficit by promoting greater national saving, reduc-
begins to cool during the course of this year. ing national expenditure, easing labour market pres-
In the Central Bank’s view, for two main reasonsures and dampening credit growth, a further drop in
there are still no grounds for easing the monetathe exchange rate may well be avoided.
policy stance. Firstly, as the following article argues The statement of the IMF mission proposes that
more closely, no unequivocal signs have yet emergé#ue current fluctuation bands of the exchange rate be
that the economy is cooling. Secondly, under thabolished, that inflation targeting be adopted as the
present conditions, a lowering of the Bank’s policyframework of monetary policy and full instrument
rate could conceivably further weaken the kréna, takmdependence given to the Central Bank for reaching
ing it uncomfortably close to the lower limit of its the target. The Central Bank has been examining this
fluctuation band. option closely for some time and has included articles
As has already been made clear, the Central Bank inflation targeting in its publications. In the Bank’s
considers that the present large current account defiew, many arguments favour the adoption of inflation
cit represents both a symptom of overheating in thargeting. This would be a logical extension of the
economy and a risk to the stability of the exchanggevelopment towards greater exchange rate flexibility
rate and financial system. The main task of economand a closer focus on price stability, which began in
ic policy at the moment is therefore to counter th&995 with the widening of the exchange rate fluctua-
overheating which is the reason for the deficit. Evetion bands. No decision has been made about taking
though its main cause is not an overvalued reéhis step, which in any case would require some prior
exchange rate, the consequences of the currgreparation. It must be underlined that if inflation tar-
account deficit could still be an untimely depreciageting is adopted, the exchange rate would not neces-
tion and an undesirably high rate of inflation. Shargarily head outside the present fluctuation bands. In an
changes in the exchange rate, which often accompapen economy, the exchange rate exerts a strong
ny an excessive current account deficit, could undeimpact on prices. For this reason, monetary policy
mine financial stability. This, among other thingswould still need to take exchange rate developments
was the view of a mission from the Internationainto account. Nor do conceivable reforms to the mon-
Monetary Fund which was published in January anetary policy framework alter the above assessment of
is included in this issue dflonetary Bulletin the position of the exchange rate. Market participants
To reiterate, the Central Bank does not considénerefore have full reason to treat the current exchange
the level of the real exchange rate to be the marate fluctuation bands as a reference point.
cause of the current account deficit. The real ex- The Central Bank sees an unquestionable need
change rate appreciated much less during the ufor a tight monetary stance for the time being in order
swing which is now maturing than it generally has itio contain inflation. Furthermore, the Bank also iden-
previous upswings, and, following a considerabléfies a pressing need to dampen general demand to
slide since last spring, it is now below its averagprevent the current account deficit from threatening
over the last 20 years. To some extent the presdmdth price and financial stability.
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