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1. Introduction

Although the Nordic countries have
many things in common, they differ
when it comes to monetary policy.
While Denmark aims to stabilise its
exchange rate against the euro, and
Finland has adopted the euro and
thus has no monetary policy of its
own, Iceland, Norway and Sweden set
their own inflation targets. The fact
that monetary policy differs between
the Nordic countries, but many other
areas of society and macroeconom-
ic policy are similar, means that the
Nordic Region provides a unique set-
ting in which to analyse how mone-
tary policy strategies affect inflation
and other macroeconomic outcomes
while “controlling” for macroeconom-
ic backgrounds. This chapter aims to
do just that.

The mostimportant conclusion
to emerge from this analysis is that,
despite their different monetary pol-
icy strategies, the Nordic countries
have performed remarkably similarly
over the past decade with regard to
the main objective of monetary poli-
cy — keeping inflation low and stable.
Before the pandemic, inflation was
low in all of the Nordic countries but
rose to double-digit levels after the
pandemic.

While it is a stylised fact that
inflation in the Nordic countries has
been quite similar, this does not mean
that monetary policy is unimportant.
This is most evident when it comes
to exchange rate fluctuations. While
the exchange rate between the Dan-
ish krone and the euro remains com-
pletely stable, the exchange rates of
the Icelandic kréna, the Norwegian
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krone and the Swedish krona against
the euro have fluctuated consider-
ably over time. So, while the Nordic
countries’ different monetary policies
have not led to significant deviation
in terms of inflation, they have led to
very different exchange rate devel-
opments. When the exchange rate
is fixed, as in Denmark, the country
gives up its monetary independence,
as monetary policy is geared sole-
ly towards fixing the exchange rate.
When a national currency is replaced
by the euro, as in Finland, monetary
policy is conducted by the Europe-
an Central Bank, i.e. the country no
longer has its own monetary policy.
Provocatively formulated, the ques-
tion might, therefore, be what Den-
mark and Finland have achieved by
giving up their monetary policy inde-
pendence. They may have a fixed ex-
change rate, but their inflation rates
are not systematically lower or more
stable. Equally provocatively, Iceland,
Norway and Sweden could be asked
what they have gained from an in-
dependent monetary policy strate-
gy. They have greater exchange rate
volatility than Denmark and Finland,
but inflation has not been lower or
more stable than in Denmark and
Finland.

One way to look at the choice
between a fixed or floating exchange
rate is as a trade-off between effi-
ciency gains from lower exchange
rate variability (that might improve
foreign trade conditions and com-
petition across borders, and there-
by potentially lead to productivity
improvements), and the option to
use the exchange rate to stabilise
the economy in the event of a large,



asymmetric shock. The latter means
viewing a floating exchange rate as
an insurance, where the premium
consists of the loss of the aforemen-
tioned efficiency gains that could
potentially be obtained from a fixed
exchange rate (Calmfors et al. 1997).

When countries with floating
exchange rates have the option to
adjust the exchange rate in the face
of large macroeconomic shocks, they
should, in theory, experience lower
output variability because the ex-
change rate serves as a shock ab-
sorber. However, my analysis shows
that this is not the case. | find no
clear relation between exchange
rate regime and output variability,
whether | look at the volatilities of
annual growth in output or the size
of economic contractions following
the global financial crisis of 2008-09
and the pandemic in 2020. There is
no clear relation between the choice
of exchange rate regime and output
variability over the past 25 years - a
period that has seen several major
economic shocks (financial crises and
pandemics). In other words, when
it comes to output fluctuations,
it seems to make little difference
whether a country’'s exchange rate is
floating or fixed.

In  previous literature, BIS
(1997) collects a number of stud-
ies on monetary policy in the Nordic
countries in the wake of the curren-
cy turbulence of the early 1990s, fo-
cusing on the period 1992-97. Chris-
tensen and Hansen (2015) compare
monetary policy in Denmark and
Sweden. Gulbrandsen and Natvik
(2020) discuss how monetary policy
has affected house prices in the Nor-
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dic countries. Andersen et al. (2022)
give a brief description of how Nordic
central banks responded to the out-
break of the COVID-19 pandemic.

Therest of thischapterisstruc-
tured as follows. The next section
describes the differences between
final and intermediate objectives in
monetary policy and the specific in-
termediate objectives pursued in the
Nordic countries. Section 3 describes
inflation in the Nordics, focusing on
the last decade, i.e. the pre-pandem-
ic and post-pandemic periods. Sec-
tion 4 discusses the use of monetary
policy instruments, including interest
rate and balance sheet adjustments
(Quantitative Easing). Section 5
looks at financial markets, i.e. how
monetary policy has affected long-
term yields and exchange rates, and
Section 6 analyses output variability.
Section 7 discusses financial stability
and property prices. Section 8 sum-
marises the main findings from the
analysis. A final section discusses the
implications of the study's findings
for future monetary policy strategies
in the Nordic countries.

2. Intermediate goals in mone-
tary policy

When discussing monetary policy, it
is useful to distinguish between (i)
instruments, (ii) intermediate goals,
and (iii) ultimate goals.

Ultimate goals. Ultimate goals,
or simply “goals”, are the goals that
monetary policy ultimately strives to
achieve. Today, there is widespread
agreement that the main objective
of monetary policy is to promote low
and stable inflation. Thereby, mon-



etary policy helps to create an eco-
nomic environment in which house-
holds, businesses and governments
can use their resources as efficiently
as possible. Thus, many central banks
have stable prices/inflation as their
ultimate goal. In addition to this ul-
timate goal, some countries include
output and employment as addition-
al goals for their monetary policy.?

Monetary policy instruments.
Central banks use instruments to
fulfil their goals. Today, their main
instrument is a short-term interest
rate.

The central bank is the bank
of the private commercial banks. If
there is excess liquidity in the bank-
ing sector, banks can place liquidi-
ty in the central bank. Conversely,
when commercial banks need liquid-
ity, they can borrow from it. The cen-
tral bank's deposit and lending rates
are the monetary policy rates. While
there are small differences between
the specific institutional settings of
Nordic central banks, for instance,
with respect to maturity, whether it
is an overnight rate, a one-week rate,
and so on - the main mechanism re-
mains the same. The central bank
sets the interest rate for commer-
cial banks when they borrow from or
place liquidity in the central bank.

Changes in the monetary poli-
cy rate affect banks' cost of funding,

which implies that private commer-
cial banks will pass on changes in
monetary policy rates to the inter-
est rates faced by their own custom-
ers (private households and firms).
This pass-through from changes in
the monetary policy rate to interest
rates charged by commercial banks
may not happen immediately or on
a direct, one-to-one basis but wiill
manifest itself over time. By chang-
ing the monetary policy rates, central
banks can affect the overall level of
interest rates in the economy, which
in turn influences the overall cost of
borrowing and return on investment
— and ultimately, therefore, economic
activity and inflation.

After the global financial crisis
in 2008-09, and until recently, poli-
cy rates in many countries, including
in the Nordic Region, were close to
zero or even negative. While there is
no explicit lower bound below which
interest rates cannot fall, there is an
implicit lower bound because house-
holds and businesses may have an
incentive to withdraw money from
their deposits if the deposit rate be-
comes "too negative”, i.e. if they have
to pay "too much” for their deposits.
Priorto 2022, interest rates were very
low, but some central banks felt that
there was a need to boost econom-
ic activity and inflation. New mone-
tary policy tools were introduced for

2The goal of the European Central Bank is to "maintain price stability”, the goal of the Bank of England is
to set “monetary policy to keep inflation low and stable”, and the ultimate goal of Danmarks Nationalbank

", u

is to "ensure stable prices”. The US central bank (the Fed) has a “dual mandate”: “maximum employment
and stable prices". The Riksbank, the Swedish central bank, aims to "maintain a low and stable rate of
inflation”, but in addition "without neglecting the inflation target, the Riksbank shall moreover contribute
to a balanced development of output and employment”. Norges Bank follows a flexible inflation target,
meaning that the ultimate goal is "to ensure low and stable inflation in Norway”, but also that the
central bank “gives weight to output and employment”.
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this purpose, such as Quantitative
Easing (QE) and Forward Guidance.
Quantitative Easing means that
the central bank buys bonds (usu-
ally government bonds, but possibly
also mortgage and other bonds) on
the private market. This increases
the demand for bonds, which raises
their price and lowers their yield. For-
ward Guidance consists of informing
the market about the central bank’s
expectations regarding future mon-
etary policy. If the central bank can
credibly commit to, for example, an
expansionary policy for an extended
period, the expected future short-
term interest rates will also fall,
thereby depressing long-term yields.
The lowering of long-term interest
yields (through both Quantitative
Easing and Forward Guidance) is im-
portant for economic activity and in-
flation, as long-term yields influence
the long-term investment decisions
of both firms and households.
Intermediate goals in mone-
tary policy. The Nordic countries dif-
fer in their choice of intermediate
goals/targets. Intermediate targets
are ones that central banks aim to
achieve in the shorter and medium
term.> The reason for this is that
the mechanism via which changes in
monetary policy instruments carry
over to ultimate targets is compli-
cated, because the duration and im-
pact on ultimate targets of changes
in monetary policy instruments are
uncertain, delayed and imprecise. For

example, if the central bank raises
the monetary policy rate by one per-
centage point today, we have strong
reason to believe that this will have
a dampening impact on economic
activity and inflation. However, it is
uncertain how long this will take and
exactly how large the effect will be.
By aiming for intermediate targets,
central banks get a better picture
of how changes in monetary policy
instruments will affect the ultimate
target, i.e. inflation.

2.1 Intermediate goals in the Nordic
countries
The Nordic countries pursue differ-
ent intermediate goals, as indicated
in Table 1.

Three of the Nordic countries
(Iceland, Norway and Sweden) have
a target for their own domestic in-
flation rate. Finland is part of the
eurozone, in which the intermedi-
ate target for monetary policy is a
medium-term inflation rate of 2%.
Denmark does not target a specific
inflation rate but instead aims for a
certain value of the exchange rate
between the Danish krone and the
euro. The idea is that by pegging its
currency to the euro, Danish inflation
will remain close to eurozone infla-
tion in the long run — and if inflation
in the eurozone remains low and sta-
ble in the long run, so will Danish in-
flation.

3 In his classical study, Friedman (1975) wrote: "The intermediate target problem is the choice of a
variable, usually a readily observable financial market price or quantity, which the central bank will treat,
for purposes of a short-run operating guide, as if it were the true ultimate target of monetary policy.”
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Table 1. Intermediate goals in monetary policy in the Nordic countries

Denmark Finland
Inflation No Yes, supranational
target
Exchange Yes No, independent
rate currency
target
The Exchange rate Since the creation
specifics target zone of the euro in 1999,

towards the
euro. Danish
krona-euro

exchange rate

can fluctuate

Finland has been
a member of the
eurozone. Finland
thus has no in-
dependent legal

within a +/- tender, nor does
2.25% band Finland pursue an
around a own inflation tar-
central parity get. Instead, there
of 7.46038 is an inflation tar-
Danish kroner = get for the whole
per euro. eurozone of 2%

over the medium

Iceland

Yes, national

Norway

Yes, national

Sweden

Yes, national

No No No
Since 27 The infla- The infla-
March 2001, tion target  tion target
the inflation ' in Norway in Sweden
target has is “close to is 2% and
been 2.5%. 2 per cent has been so
over time". since 1 Janu-
Prior to this, ary 1995.
the target
was 2.5%.

term.

Sources: Webpages of Nordic central banks.

The semantics of labelling an infla-
tion target an intermediate target
can be debated. As King (1994) care-
fully explains, in a system with infla-
tion targeting, "the intermediate tar-
get is the expected level of inflation
at some future date chosen to allow
for the lag between changes in inter-
est rates and the resulting changes
in inflation”. In a country with infla-
tion targeting, the ultimate objective
is stable prices/inflation, but this is
achieved by setting the monetary
policy instrument so that the ex-
pected inflation rate is close to the
inflation target at some point in the
future. The forecast inflation rate
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is thus the intermediate target. For
the sake of simplicity, | refer to the
inflation targets of Finland, Iceland,
Norway and Sweden as intermedi-
ate targets to allow comparison with
Denmark's intermediate target (the
exchange rate).

It is interesting that most of
the Nordic countries pursue an in-
flation target because, during the
1980s and early 1990s, all of them
pursued an exchange rate target.
This changed after the turmoil in
the European Exchange Rate Mech-
anism (ERM) of the early 1990s. As
a consequence of the currency crises
in the early 1990s, Finland, Norway



and Sweden abandoned their previ-
ously fixed exchange rate regimes in
favour of inflation targeting. Den-
mark, on the other hand, held on to
its fixed exchange rate regime, which
it has effectively been pursuing for
over 40 years (since 1982). In 1999,
Finland replaced its domestic legal
tender with the euro and has been a
member of the eurozone ever since.
This means that the Finnish central
bank, the Bank of Finland, is a mem-
ber of the eurozone system of central
banks under the European Central
Bank (ECB). The ECB sets a target
for inflation across the eurozone,
which effectively means that there is
no specific target for inflation in Fin-
land.

The fact that the Nordic coun-
tries pursue different intermediate
goals means that their policy instru-
ment(s) are used for different pur-
poses. For instance, Denmark sets
the monetary policy rate with the
sole aim of keeping the Danish krona/
euro exchange rate close to the tar-
get. Whether Danish inflation is very
high or very low, the central bank will
not change the monetary policy rate
unless doing so is necessary to keep
the exchange rate stable.

On the other hand, central
banks in Iceland, Norway and Swe-
den will change their interest rates
to meet their inflation targets. For
instance, if inflation is too high, the
monetary policy rate will be hiked,
and vice versa. The Icelandic, Norwe-
gian and Swedish central banks have
no goals with respect to the exchange
rate. This means that a change in
the exchange rate will not trigger a
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monetary policy response unless the
change materially impacts inflation.

The Bank of Finland has no
separate monetary policy instru-
ment. The applicable instrument is
the one set by the European Central
Bank. This means that the monetary
policy rate in Finland changes when
inflation in the eurozone deviates
from the target. If inflation in the eu-
rozone is too high, the ECB will raise
the policy rate. This also means that
inflation in Finland can be very high
or very low without monetary policy
being changed as long as overall in-
flation in the eurozone is on target.
On the other hand, the governor of
the Bank of Finland is a member of
the Governing Council of the ECB
and, as such, is able to influence the
setting of ECB monetary policy in-
struments.

3. Inflation in the Nordic coun-
tries before and during the
pandemic

Given this variation in monetary pol-
icy frameworks in the Nordic coun-
tries, it might be expected that their
inflation rates also differ. For exam-
ple, did Denmark, with its fixed ex-
change rate policy, perform worse
than countries with explicit inflation
targets when inflation rose after the
pandemic? Did Iceland, Norway and
Sweden perform better than Finland
because they were able to respond
directly to inflation at home, while
Finnish monetary policy remains tied
to the eurozone?

Figure 1 shows inflation in the
Nordic countries during the past de-



Figure 1. Inflation in the Nordic countries, January 2013-June 2023, percentage
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Source: Datastream via Refinitiv.

cade. The overall conclusion is that
inflation before, during and after the
pandemic was relatively similar. This
means that regardless of whether
a Nordic country had no currency of
its own, a fixed exchange rate or an
inflation target, inflation fluctuated
around 2% before the pandemic, only
to surge to close to 10% afterwards.”
No Nordic country, regardless of its
monetary policy regime, was able to
prevent the post-pandemic inflation
surge. This is an important conclu-
sion.

During 2023, inflation began
to fall in all of the Nordic countries
— most strongly in Denmark and to

a lesser extent in Norway. The falls
have continued in early 2024.

The overall conclusion - that
inflation in all of the Nordic coun-
tries was relatively low before the
pandemic and increased dramatical-
ly afterwards — does not mean that
there were no differences at all. To
demonstrate this, Table 2 shows av-
erage rates of inflation and volatili-
ties (standard deviations) of infla-
tion rates during the past decade,
the period before the pandemic, and
the period after the pandemic.

Table 2 points to the interest-
ing conclusion that the Nordic coun-
tries that pursue their own inflation

“ The current post-pandemic inflation flare-up is not a Nordic phenomenon, but a global one. The
inflation developments in the Nordics thus followed inflation developments in the rest of the eurozone,
the UK, the US and so on. Rangvid (2022) analyses the post-pandemic rise in inflation. He concludes
that expansionary fiscal and monetary policies spurred demand at the same time as supply chains were
impaired. Similarly, it is an important stylised fact that low inflation before the pandemic was a global

phenomenon.
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Table 2. Average rates and volatilities (standard deviations) of inflation rates in the Nordic

countries, 2013-23 and subperiods, percentage

Denmark Finland Iceland Norway Sweden
2013-23
Average 1.6 1.6 3.3 2.8 19
Standard deviation 2.3 2.2 2.2 1.5 2.8
2013-20
Average 0.7 0.8 2.4 2.4 0.9
Standard deviation 0.4 0.6 0.9 0.7 0.9
2020-23
Average 3.5 3.5 5.4 3.7 41
Standard deviation 3.5 33 27 2.1 41

Note: Based on monthly observations.
Source: Own calculations.

targets are also those with the high-
est inflation on average. For exam-
ple, over the past decade, inflation
averaged 1.6% in Denmark and Fin-
land, neither of which have their own
inflation targets, while it was slightly
higher in Sweden, at 1.9%, and some-
what higher in Iceland and Norway.
The same applies to the post-pan-
demic period (2020-23), during
which inflation was higher in Iceland,
Norway, and Sweden than in Den-
mark and Finland. It is also relevant
to comment on the pre-pandemic pe-
riod. Before the pandemic, inflation
was generally too low in Denmark,
Finlond and Sweden, that is below
2%. In fact, inflation even fell below
1% in all three countries. On the other
hand, inflation was right on target in
Norway and Iceland (remember that
in Norway, the inflation target was
2.5% until 2018, which is very close to

the average rate of inflation of 2.4%
over the period 2013-20). There are
no clear patterns for the volatility of
inflation.

This chapter focuses on the
not-too-distant past, such as the
past decade. Nevertheless, in seek-
ing to answer the overall question of
whether Nordic countries that have
their own inflation targets are better
able to control inflation than coun-
tries that pursue other goals, such as
exchange rate targeting (Denmark),
or which share a common currency
(Finland), it is instructive to look at a
longer period. Table 3 shows average
inflation rates and inflation volatility
going back to 1995.°

According to Tables 2 and 3,
Denmark and Finland have consis-
tently had relatively low inflation,
while it has been relatively high in
Iceland and Norway. Sweden has

5| show results for the period starting in the mid-1990s in order to exclude the effects of the exchange

rate turmoil in the Nordic countries in the early 1990s.
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Table 3. Average rates and volatility of inflation rates in the Nordic countries, 1995-2023,

percentage
Denmark Finland Iceland Norway Sweden
1995-2023
Average 2.0 17 4.3 2.3 15
Standard deviation 1.5 17 3.2 13 2.0
2005-2023
Average 1.9 1.8 49 2.4 17
Standard deviation 1.8 19 3.5 1.4 2.3

Note: Based on monthly observations.
Source: Own calculations.

had the lowest rate of inflation over
both the past three and the past two
decades.

The preliminary conclusion
from this section is that it is not nec-
essary to have an inflation target
for a country to maintain low and
stable inflation. Moreover, in times
of very high inflation, such as during
the post-pandemic inflation surge,
a national inflation target does not
necessarily help to contain inflation-
ary pressures relative to an exchange
rate target or a shared currency, for
instance.

4. Monetary policy instruments

Figure 2 shows the monetary policy
rates in the Nordic countries over the
last decade.

Figure 2 reveals that Denmark,
Finland and Sweden, which had rela-
tively low rates of inflation over the
last decade, also had relatively low
policy rates. Iceland and Norway,
which had somewhat higher inflation
rates, also had higher policy rates on
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average. In addition, all countries in-
creased their monetary policy rates
sharply after the pandemic in re-
sponse to the inflation flare-up.
Before the pandemic, mon-
etary policy rates were negative in
Denmark, Finland and Sweden. The
policy rate was raised to zero in Swe-
den at the beginning of 2020 be-
cause inflation was close to target in
2018-20 (see Figure 1), while policy
rates were negative up until 2022 in
Denmark and Finland because infla-
tion remained stubbornly below tar-
get in the eurozone up until 2021-22.
Central banks around the
world were too slow to respond to
the post-pandemic surge in inflation.
For example, inflation in the US ex-
ceeded the 2% target in March 2021,
but the US central bank did not start
raising the monetary policy rate un-
til March 2022. Similarly, inflation in
the eurozone exceeded the 2% tar-
get in June 2021, but the ECB did not
start raising the policy rate until a
year later, in summer 2022. Did the
Nordic countries with independent



Figure 2. Monetary policy rates in the Nordic countries, 2013-23, percentage
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monetary policies (i.e. Iceland, Nor-
way and Sweden) perform better?
Figure 2 shows that Iceland and Nor-
way started raising interest rates in
2021, i.e. earlier than the ECB and
the Fed. However, inflation in Iceland
and Norway also started exceeding
the inflation targets earlier than in
both the eurozone and the US. In ef-
fect, Sweden's response was just as
delayed as that of the ECB. The Riks-
bank did not raise interest rates un-
til May 2022, by which time inflation
was at 7%.

The late reaction of monetary
policy to the surge in inflation is one
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issue. Another is whether policy rates
were raised sufficiently. Rational eco-
nomic agents look beyond nominal
variables and instead plan according
to real variables. So, has the mone-
tary policy in the Nordic countries
been stimulating or contractionary in
real terms? Figure 3 shows a simple
measure of real policy rates: nominal
monetary policy rates minus actual
inflation — i.e. the series in Figure 2
deducted from the series in Figure 1,
on a country-by-country basis. Be-
low, | discuss expected inflation and
its importance for real interest rates.



Figure 3. Real monetary policy rates in the Nordic countries, calculated as nominal monetary
policy rates minus actual inflation, 2013-23, percentage
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Figure 3 shows a dramatic fall in real
interest rates after the pandemic.
Inflation increased dramatically in
2021 and 2022, but as mentioned,
monetary policy interest rates were
not raised until 2022. This meant, for
example, that the real interest rate
in Denmark was below -10% in Sep-
tember 2022 because the monetary
policy interest rate was still nega-
tive, even though inflation was above
10%.

There is an academic discus-
sion as to whether policy rates should
be raised as much as inflation. While
a simple Taylor rule would suggest so,
Cochrane (2022, 2023) offers further
insights, suggesting that the crucial
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condition is whether inflation expec-
tations are adaptive or rational. If
expectations are adaptive — that is,
based on past realisations, meaning
that people expect current high in-
flation to continue - then monetary
policy rates should be hiked at least
as much as inflation. If, on the oth-
er hand, expectations are rational -
that is, forward-looking — then there
is no need to raise monetary policy
rates as much as inflation as long
as inflation expectations remain an-
chored. In a world governed by ratio-
nal expectations, if economic agents
believe inflation will return to the
target, then the central bank need
not raise interest rates as much as



inflation, but only to the extent that
inflation expectations have changed.
Or, in simple terms, if inflation rises
by 10 percentage points and peo-
ple expect this new level to continue
(adaptive expectations), then mone-
tary policy rates should be raised by
at least 10 percentage points. If, on
the other hand, people expect infla-
tion to return to the inflation target
in the future, then the central banks
need not raise monetary policy rates
significantly, and inflation will fall by
itself.

Not all of the Nordic countries
collect inflation expectations - or
at least, they have not done so over
a longer period. In Sweden, where
households' expected inflation rates
are collected, expected inflation has
followed the path of realised infla-
tion, according to the survey from
the National Institute of Economic
Research (NIER). For instance, at the
end of 2022, households expected
inflation one year ahead to reach al-
most 10%, which is close to the re-
alised rate of inflation in late 2022.
However, this expectation fell slightly
in 2023, as realised inflation was also
falling. Another survey, from Pros-
pera, also indicates that households
expect inflation to persist, albeit at a
slightly lower level than the NIER sur-
vey indicates (see Riksbanken 2023).

This means that the Swedish ex ante
real interest rate, based on NIER in-
flation expectations for Sweden, will
change along similar lines to the one
depicted in Figure 3.6 For Norway,
households' expected inflation rates
also increased in 2022 (see Norges
Bank 2023).

4.1 Central bank balance sheets
under floating and fixed exchange
rates

Before the pandemic, interest rates
were very low, often negative, and
appeared to be stuck at what was
perceived as a lower bound. Never-
theless, inflation was too low in many
countries. As a consequence, central
banks introduced new monetary pol-
icy instruments, such as Quantitative
Easing (QE), as explained in Section
2.

When a central bank buys
bonds from the secondary market, its
balance sheet expands. The central
bank now owns the newly bought as-
set and credits the payment for the
asset to the account of its counter-
part (a private bank). In other words,
the asset side of the central bank's
balance sheet has expanded (it now
owns a bond), as has the liability side
(the counterpart's deposit accountin
the central bank has increased by the
same amount).

¢ The Prospera survey also gives two- and five-year inflation expectations. It is noteworthy that five-
year inflation expectations have stayed close to the 2% target. This means that different inflation
expectations produce different pictures of real rates. In particular, based on the five-year expected
inflation, real interest rates would be less negative in Sweden than Figure 3 indicates.

7 QE adds liquidity to the financial system, as described above (the private banks' deposits in the central
bank increase). The Danish central bank wants to make sure that there is not too much liquidity in the
system that can be used in trades against the Danish krone in times of currency turmoil. In addition,
the Danish central bank sets the monetary policy rate to keep the exchange rate stable. QE would
also influence long-term yields, which affects the demand for Danish kroner and thus, potentially, the
exchange rate. As the governor of the Danish central bank said in 2020, "fixed exchange-rate policy and

QE do not fit well together"” (Reuters 2020).
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Figure 4. The asset holdings of the Riksbank, 2013-23, SEK million

B Gold mForeign exchange reserves M Securities B Other assets

1,800,000
1,600,000
1,400,000
1,200,000
1,000,000
800,000
600,000
400,000
200,000
o

A
O
Q¢

Source: Webpage of the Riksbank.

Figure 5. The asset holdings of Danmarks Nationalbank, 2013-23, DKK billion

B Foreign exchange reserves M Other assets

800
700
600
500
400
300
200

100

0]
2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

Source: Danmarks Nationalbank’s website.
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Denmark, Iceland and Norway
have not used QE. In Denmark, do-
ing so would potentially have been in
conflict with the goal of a fixed ex-
change rate.” In Norway, the central
bank judged that QE would have no
significant effect on the economy,
as most interest rates in Norway
are adjustable, meaning the pass-
through from changes in the policy
rate to market rates is already high
(Olsen 2019). In Iceland, there was no
need for QE, as inflation was running
close to the 2.5% target before the
pandemic.

In Sweden, where QE has been
used, the balance sheet of the Riks-
bank increased from SEK 900 billion
at the end of 2019 to almost SEK
1,600 billion at the end of 2022 - an
increase of almost 80%. Over the
same period, the balance sheets of
the Danish and Norwegian central
banks increased by 33% and 20%, re-
spectively.

While an 80% expansion in the
balance sheet over a couple of years
is large, the increase in the Riksbank’s
balance sheet is comparable to the
increases seen in other central banks
that have engaged in QE. For in-
stance, the balance sheet of the Fed
has approximately doubled over the
same period (from approximately
USD 4 trillion at the end of 2019 to
approximately USD 8.5 trillion at the
end of 2022), while the balance sheet
expansion of the ECB over the same
period is equal to the Riksbank’s 80%
expansion (approximately EUR 4.7
trillion in late 2019 to approximate-
ly EUR 8.5 trillion late 2022). Relative
to GDP, the Riksbank’s balance sheet
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grew from 18% of GDP in 2019 to 27%
in 2022, while the balance sheets of
the Fed and the ECB increased from
19% and 39% (of GDP in 2019) to
33% and 64%, respectively, in 2022.

Figure 4 reveals how the in-
crease in the assets owned by the
Riksbank is due to an increase in the
holdings of securities in Swedish kro-
nor — i.e. it is attributable to QE. The
other items on the asset side of the
Riksbank’s balance sheet remained
comparatively stable over the past
decade.

It is illustrative to compare the
balance sheets of the Riksbank and
Danmarks Nationalbank (Figure 5).

The development in the Na-
tionalbank’s total assets is almost
exclusively determined by the fixed
exchange rate policy and what is
needed to maintain it. Two interest-
ing episodes are worth mentioning:
spring 2015 and spring 2020. On 15
January 2015, the Swiss central bank
abandoned its unilateral, one-sided
peg to the euro, causing the Swiss
franc to appreciate sharply. The Dan-
ish exchange rate peg and Denmark’s
large surplus on the current account
of the balance of payments led some
investors to speculate that Denmark
might follow Switzerland and aban-
don the exchange rate peg. Those
investors predicted that should this
happen, the Danish krone would ap-
preciate towards the euro. Therefore,
they bought Danish currency in the
hope that they would subsequently
be able to convert it back to the euro
at a higher rate and make a profit.

The Danish central bank fol-
lowed the playbook, i.e. it intervened



in the foreign exchange market, but
with one important difference com-
pared to previous occasions. In 2015,
investors speculated on an apprecia-
tion of the Danish krone. In the past
occasions when the fixed exchange
rate was under pressure, such as the
early 1990s and the 2008 financial
crisis, investors speculated on a de-
preciation of the Danish krone. During
these earlier episodes, the Danish
central bank hiked its monetary pol-
icy rates and bought Danish kroner
on the foreign currency market, using
its foreign exchange reserves to pay
for the purchase. The problem with
this is that foreign exchange reserves
are limited, and hiked interest rates
hurt economic activity, as Sweden
for instance discovered in 1992.8 In
2015, on the other hand, the Danish
central bank bought foreign currency,
paying with Danish kroner. In theo-
ry, the Danish central bank has un-
limited amounts of kroner it can use
to buy foreign currency (the central
bank can always add more reserves
to the private banks' accounts at the
central bank). The result was a large
increase in the foreign currency re-
serves of the Nationalbank and an
expansion of its balance sheet. With-
in a few days, as Figure 5 shows, the
balance sheet increased from less
than DKK 500 billion to more than
DKK 700 billion. At the same time,
the central bank lowered its policy
rate (see Figure 2) to below the ECB

policy rate. Eventually, the storm
subsided, and nothing happened to
the exchange rate.

Figure 5 also shows that the
Danish central bank intervened
(buying Danish kroner, selling euros)
during the most intense weeks of
the COVID-19 pandemic in the spring
of 2020. The balance sheet shrunk
again.

Finally, it should be noted that
the Swedish Riksbank incurred large
losses on its bond holdings during
2022 as the value of bonds bought
under QE fell when interest rates in-
creased.’

The bottom line is that a cen-
tral bank in a country with a floating
exchange rate, such as Sweden, can
use its balance sheet to influence in-
terest rates and inflation. However, a
central bank in a country with a fixed
exchange rate, such as Denmark,
cannot use its balance sheet to influ-
ence long-term market rates by buy-
ing or selling bonds from the market.
Rather, it can only use the balance
sheet to control the exchange rate.

5. Impact on financial markets

Central banks change their policy in-
struments to reach monetary policy
goals. However, the path from instru-
ments to goals is long and indirect.
This process, called the transmission
mechanism, describes how changes
in the policy instrument are trans-

8 The Riksbank intervened in the foreign currency market, but this was not enough, so it also hiked the
policy rate to 500%, which, of course, would have caused excessive pain for the economy had it been
maintained for a longer period. Sweden, therefore, ended up abandoning the fixed exchange rate in 1992.
? For more on the importance of central bank losses, see Nordstréom and Vredin (2022), Rangvid (2023a,

b), and Calmfors et al. (2023).
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mitted through financial markets
and the economy to affect the ulti-
mate goals (see Rangvid 2021, Chap-
ter 10, for a detailed description; or
Calmfors et al. 2023).

5.1Yields on long-term bonds

By changing the short-term interest
rate, the central bank affects other
interest rates in the economy, there-
by influencing the cost of borrowing
for households and firms, as well as
the return on investments and thus
incentives to save, as described in
Section 2.

Short-term interest rates on
financial markets (not shown for
reasons of space) typically follow
monetary policy rates, even if the re-
lationship between them is not one-
to-one.”® They were negative in Den-
mark, Finland and Sweden up until
2022, Norwegian short-term rates
were positive (albeit below 2%) un-
til 2022, and rates in Iceland were
somewhat higher than in the oth-
er countries. Short-term rates have
followed monetary policy rates up-
wards since 2022. Overall, in the Nor-
dic countries, there is a high degree
of pass-through from movements in
the monetary policy rate to move-
ments in short-term interest rates.

What about long-term rates,
which are arguably even more im-
portant for economic activity? Figure
6 shows the yields on long-term gov-
ernment bonds in the Nordic coun-
tries.

Like monetary policy rates,
long-term yields have been lower in
Denmark, Finland and Sweden than
in Norway and Iceland. They have
typically been a percentage point or
two higher in Norway and somewhat
higher still in Iceland (Icelandic yields
refer to the right-hand axis in Fig-
ure 6). Furthermore, while monetary
policy rates turned negative in 2012
in Denmark, in 2014 in Finland and in
2015 in Sweden (Figure 2), long-term
yields in those countries remained in
positive territory up until 2019, after
which they turned negative.

It is interesting to note that
yields on government bonds have
moved in tandem in Denmark, Fin-
land and Sweden despite very dif-
ferent monetary policy regimes. In
light of the large QE programme
implemented in Sweden, it is par-
ticularly interesting that long-term
yields were not lower in Sweden than
in Denmark and Finland. Given that
there was no QE in Denmark, and
Danish yields have been as low as
Swedish, one may wonder how much
QE helped spur economic activity
(and thus inflation) in Sweden. At
the very least, it seems a fair, if ten-
tative, conclusion that QE in Sweden
was not successful in bringing yields
lower than those of Denmark.

5.2 Exchange rates

While the previous sections have
demonstrated that inflation rates
have moved in a remarkably similar

0 Short-term interest rates can be found for instance here: https://data.oecd.org/interest/short-term-

interest-rates.htm.
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Figure 6. Yields on long-term government bonds in the Nordic countries, 2013-23, percentage
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Source: Datastream via Refinitiv.

way across the Nordic countries, this
section will show that exchange rate
movements have been very different.
Figure 7 shows the exchange rates to
the euro for the Danish krone (DKK),
the Norwegian krone (NOK), the Ice-
landic kréna (ISK), and the Swedish
krona (SEK).

While the Danish krone has
been completely stable against the
euro for the past decade, the val-
uve of the Icelandic kréna has been
something of a rollercoaster. It ap-
preciated sharply (by approximately
35%) from 2013 to 2017, which was
followed by an almost equally strong
depreciation from 2017 to 2021. At
the same time, the Swedish and Nor-
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wegian currencies have been depre-
ciating consistently. The Norwegian
krone has depreciated by more than
50% during the past decade, while
the Swedish krona has depreciated
by 30%. In terms of volatility, the Ice-
landic kréna has fluctuated the most
towards the euro, the Danish krone
the least. The standard deviation of
monthly percentage changes in euro
exchange rates over the past decade
are as follows: DKK, 0.05%; ISK,
2.7%; NOK, 2%; and SEK, 1.17%.

As a depreciating currency
makes imported goods more expen-
sive (when measured in domestic
currency), the depreciations of the
Norwegian and Swedish currencies



Figure 7. Number of Danish kroner (DKK), Norwegian kroner (NOK), Icelandic krénur (ISK) and

Swedish kronor (SEK) per euro, 2013-23
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have contributed to inflation in Nor-
way and Sweden. In this light, it is
interesting that inflation in Sweden
was not higher than in Denmark and
Finland before the pandemic (Table
1. It is tempting, and probably also
true, to say that the depreciating
Norwegian krone can help explain
why inflation was higher in Norway
than in Denmark and Finland be-
fore the pandemic. However, the fact
that inflation was not higher in Swe-
den than in Denmark and Finland
pre-pandemic, despite a depreciat-
ing exchange rate, contradicts this
explanation. True, the Norwegian
krone depreciated more towards
the euro (35%) in 2013-20 than the
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Swedish krona (22%), but a degree
of depreciation as large as that in
Sweden should still matter for in-
flation. Similarly, the Icelandic kréna
appreciated against the euro before
the pandemic and continued to do so
until 2017. This made imported goods
cheaper and, therefore, should have
reduced inflation, all else being equal.
Nevertheless, inflation in Iceland was
not lower — if anything, it was high-
er — than in Denmark and Finland,
both of which saw no exchange rate
movements prior to the pandemic.
The fact that the strong de-
preciations of the Norwegian and
Swedish currencies have not led to
considerably higher inflation rates in-



dicates that the degree of exchange
rate pass-through is relatively low
(see, for instance, Corbo and Caso-
la 2018 for Swedish evidence of low
exchange rate pass-through to infla-
tion rates).

Overall, despite very large dif-
ferences in exchange rate patterns
between the Nordic countries, it
seems difficult to argue that these
have had major effects on the differ-
ences in inflation across the Nordic
Region.

5.3 Current account balances

The relationship between rates of
inflation and changes to exchange
rates is not very strong across the
Nordic countries, but what about
foreign trade? It might be thought
that Danish and Finnish foreign
trade would be less volatile than, for
instance, Swedish and Norwegian
foreign trade because the Danish ex-
change rate is fixed, while the Swed-
ish and Norwegian currencies float.
As it turns out, this link is weak. Fig-
ure 8 shows the current account bal-
ances relative to GDP for the Nordic
countries.

The country with the most sta-
ble (least volatile) current account
balance is Sweden, while the coun-
try with the most volatile one is Nor-
way. The standard deviations (based
on the 2013-2023 period) of current
account balances are 1.94% for Den-
mark, 1.78% for Finland and 1.54% for
Sweden. Sweden's exchange rate has
been much more volatile than that of

Denmark and Finland, which means
that if a fixed exchange rate helps
to stabilise foreign trade, the Swed-
ish current account balance should
also be more volatile. However, there
seems to be no clear relationship be-
tween exchange rate volatility and
current account balances.

What about the level of cur-
rent account balances? Both the
Norwegian and Swedish currencies
have been depreciating over the past
decade, while Finland and Denmark
have not seen exchange rate changes
vis-a-vis the euro." Hence, if exchange
rate depreciations are assumed to
help exporters and hurt importers,
Norway and Sweden should have
seen an improvement in their current
account balances relative to those of
Denmark and Finland. Again, there is
no clear evidence of this. Denmark,
like Sweden and Norway, has had a
stable and solid surplus on the cur-
rent account, while Finland has had a
deficit but a stable one.

Two qualifiers must be applied
to this analysis. First, these analyses
focus on exchange rates against the
euro. This is only natural, as the eu-
rozone is a large trading partner for
all of the Nordic countries, and Den-
mark and Finland have eliminated all
exchange rate uncertainty towards
the European currency. Neverthe-
less, the Nordic countries also, of
course, trade with countries outside
of the eurozone, meaning that some
of the developments in current ac-
count balances are related to trade

™ Given that inflation was low in Norway and Sweden before the pandemic, their real exchange rates

have also depreciated against the euro.
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Figure 8. Current account balances in the Nordic countries, 2013-23, percentage of GDP
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with non-eurozone countries and,
as such, are not affected by the ex-
change rate with the euro. Second,
while current account balances rep-
resent exports and imports of goods,
services and financial assets, they
also reflect the difference between
savings and investments. When Den-
mark, Norway, and Sweden run large
current account surpluses, they do
so both because they sell more to
other countries than they buy from
them but also because savings are
higher than investments. Savings
and investments are determined by
many things other than the exchange
rate, such as pension systems, inter-
est rates, underlying productivity
growth, etc.
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6. Output stabilisation

An argument for eliminating ex-
change rate flexibility is that doing
so stimulates international trade,
with potentially positive implications
for productivity growth. A disadvan-
tage of a fixed exchange rate regime
is that monetary policy cannot be
used to respond to an asymmetric
macroeconomic shock because the
policy is solely geared towards ensur-
ing that the exchange rate remains
fixed. This means that, in a country
with a floating currency, the inter-
est rate and exchange rate may be
adjusted in response to asymmetric
shocks. These countries pay an insur-
ance premium for this, in the form of



the generally higher level of exchange
rate volatility and its presumed nega-
tive impact on the amount of foreign
trade. Specifically, Iceland, Norway
and Sweden can change monetary
policy rates to account for an asym-
metric shock. The “cost” they pay is
higher exchange rate variability. On
the other hand, Denmark and Fin-
land cannot actively use monetary
policy should an asymmetric shock
occur. Their gain is lower exchange
rate variability. A consequence of
this should be that output variability
is higher in countries with fixed ex-
change rates, which cannot respond
to asymmetric shocks via exchange
rate (and interest rate) changes,
meaning that asymmetric shocks
play out in full, whereas countries
with flexible exchange rates could ex-
perience lower output variability be-
cause the exchange rate can act as a
shock-absorber.

Figure 9a shows GDP in the
Nordic countries (normalised to one
in 1999, the year of the introduction
of the euro), while Figure 9b shows
annual percentage growth rates of
real GDP. Table 4 summarises the
main takeaways from these two
figures by showing standard devi-
ations of annual growth rates and
how large the contractions were in
the different Nordic countries during
the global financial crisis (fall in GDP,
2008-09) and the pandemic (fall in
GDP, 2019-20).

The main impression from Fig-
ure 9 and Table 4 is that there is no
clear relationship between the ex-
change rate regime and output vol-
atility. Table 4 shows that Iceland (a
floating exchange rate country) has
had the highest volatility in terms
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of economic growth, while Norway
(also a floating exchange rate coun-
try) has had the lowest. Denmark (a
fixed exchange rate country) has had
more or less the same output volatil-
ity as Sweden (a floating rate coun-
try). The same applies to the contrac-
tions during the financial crisis and
the pandemic: Denmark and Swe-
den had practically the same con-
tractions despite different exchange
rate regimes. Hence, an independent
monetary policy did not act as a
shock absorber for Sweden, at least
when compared to the impact of the
crisis on output in Denmark. Similar-
ly, despite a floating exchange rate,
the crises led to major contractions
in Iceland - in particular, a consider-
ably larger post-pandemic contrac-
tion than in Denmark and Finland
(fixed exchange rate countries).

It is impossible to predict when
a large asymmetric shock will hit
a Nordic country. When it does, it
might be beneficial to have a float-
ing exchange rate and the option to
pursue an independent monetary
policy. However, at least during the
last 25 years, in which several major
economic shocks have hit the Nor-
dic countries, it is difficult to see any
clear relation between the choice
of exchange rate regime and out-
put variability. In simple terms, it is
not clear that Nordic countries with
floating exchange rates have been
more resilient to major macroeco-
nomic shocks than their neighbours
with fixed exchange rates.

Overall, the previous two sec-
tions have demonstrated that there
is no clear relation between exchange
rate changes, or the volatility there-
of, and inflation rates, current ac-



Figure 9a. Real GDP in the Nordic countries, normalised to 1in 1999
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Table 4. Standard deviations of annual growth rates in real GDP and contractions in real GDP

in 2008-09 and 2019-20, percentage

Denmark Finland

1999-2022 2.3 29
2012-2022 2.2 1.9
2008-2009 -4.9 -8.1
2019-2020 -2.4 -2.4

Source: Own calculations.

count balances and output variabil-
ities across the Nordic Region. This
conclusion is a restatement of the
classical finding in Flood and Rose
(1995) and Rose (2011) that “there is
no clear tradeoff between reduced
exchange rate volatility and macro-
economic stability".

7. House prices and financial
stability

Central banks also have a role to play
when it comes to financial stability.
Rangvid (2020) analyses the sta-
bility of the Nordic financial sector,
focusing on changes since the glob-
al financial crisis. He concludes that
the Nordic financial sector is more
robust today. He also argues that
house prices in 2020 were elevated
and that they might suffer if inter-
est rates rose. Given that house pric-
es increased dramatically during the
pandemic, and interest rates have
been increasing since 2022, it makes
sense to re-examine house prices in
the Nordic countries during and after
the pandemic.
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Iceland Norway Sweden
Standard deviation
41 1.4 2.4
3.8 1.4 2.2
Contractions
-7.7 -1.9 -4.3
-7.2 -1.3 -2.2

Figure 10 shows nominal house
prices in the Nordic countries. While
house prices in Finland have barely
moved over the past decade, those in
Iceland have skyrocketed by almost
180%. Developments in Denmark,
Norway and Sweden fall between
those in Finland and Iceland.

The growth in house prices
was particularly pronounced during
the pandemic. Over two vyears,
during 2020 and 2021, house pric-
es increased by around 20% in Den-
mark, Norway and Sweden, and by
almost 30% in Iceland. This was not
solely a Nordic phenomenon. Across
the OECD countries, house pric-
es increased by approximately 20%
during 2020 and 2021, fuelled by a
shift in preferences (people working
from home), an increase in savings,
and stimulating fiscal and monetary
policies. A strong increase in demand
for housing cannot be met by an in-
crease in supply in the short term, as
it takes time to build houses. As a re-
sult, house prices rose rapidly during
the pandemic.



Figure 10. Nominal house prices in the Nordic countries, normalised to 1in 2013
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Starting in 2022, house prices
in Sweden, but also in Denmark and
Norway, began to fall, see Figure 10.
In Sweden, house prices at the end
of 2022 were 12% below their peak,
while those in Denmark and Norway
fell 7% and 5%, respectively. The falls
in house prices are a consequence
of the sharp rises in interest rates in
2022, which pushed up the cost of
new borrowing but also raised the
cost of maintaining an existing vari-
able-rate mortgage. Furthermore,
the strong rise in house prices during
the pandemic outpaced the rise in
incomes, leading to an increase in
house-price-to-income ratios — which
also indicates that the rise in house
prices was not sustainable.
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8. Takeaways

Comparing monetary policies in the
Nordic Region leaves room for some
interesting conclusions, as the coun-
tries are similar in many aspects -
small, open economies with well-de-
veloped welfare systems, high levels
of trust, large public sectors, low
public debt (particularly in Denmark,
Norway, and Sweden), etc. - but
have chosen different monetary pol-
icy strategies. This lets us compare
outcomes while “controlling” for
other macroeconomic characteris-
tics. Bearing in mind these import-
ant differences in monetary policy
strategies, some striking similarities
between the countries become ap-



parent, as well as some striking dif-
ferences.

First, no country - regardless
of monetary policy strategy - has
been able to prevent the post-pan-
demic inflation flare-up. In every
Nordic country, no matter whether it
has an inflation-targeting or an ex-
change rate-targeting regime, infla-
tion increased to around 10% after
the pandemic. This indicates that in
the face of a global inflation shock,
no monetary policy goal is superior to
any other. This is an important con-
clusion.

Second, and in line with the
first conclusion, there are striking
similarities between the inflation his-
tories of Denmark, Finland and Swe-
den over the last decade. In all three
countries, inflation was below 1%
before the pandemic, and monetary
policy interest rates were very low,
too, despite their very different mon-
etary policy strategies. In Iceland and
Norway, inflation was a little higher
before the pandemic.

Third, there are remarkable
similarities between Denmark, Fin-
land and Sweden when it comes to
inflation and long-term government
bond yields, despite large Quantita-
tive Easing programmes in Finland
(via the ECB) and Sweden, but not in
Denmark. In other words, when the
Riksbank expanded its balance sheet
by approximately 80% because of
QE during 2020-22, which implied
purchases of government bonds to
the tune of SEK 700 billion, Den-
mark's Nationalbank did not use QE
— and yet government bond yields in
Sweden have been no lower than in
Denmark. It is tempting to argue, as
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do Calmfors et al. (2023), that it is
difficult to see the benefit of Swed-
ish QE. Doing so, though, of course,
requires a more full-blown analysis
than the one presented here, but the
results of this paper point in that di-
rection.

Fourth, exchange rate devel-
opments have been very different.
Neither Denmark nor Finland had
exchange rate volatility towards the
euro — the Danish exchange rate has
been very stable towards the Euro-
pean currency, and Finland uses the
euro. However, the Swedish and Nor-
wegian currencies have consistently
depreciated against the euro over
the past decade, while the Icelandic
kréna has fluctuated significantly.

Fifth, despite very different ex-
change rate regimes, it seems diffi-
cult to argue that these have had sys-
tematic effects on current accounts.
It is also difficult to argue that the
different exchange rate movements
have had significant effects on in-
flation. For instance, a constantly
depreciating exchange rate would
be expected to lead to significantly
higher inflation — but again, inflation
rates in Denmark, Finland and Swe-
den have been largely similar.

Sixth, it might be expect-
ed that countries with floating ex-
change rates would have lower out-
put variability because one reason
for choosing a floating exchange rate
is that it can function as a shock ab-
sorber and allow monetary policy to
be geared towards domestic stabil-
isation. However, there is no strong
empirical evidence to back up this hy-
pothesis, at least over the past sev-
eral decades in the Nordic countries.



Finally, house prices have been
rising in all of the Nordic countries ex-
cept Finland, but at different rates.
Between 2013 and 2022, house prices
rose by around 180% in Iceland, 80%
in Sweden and 50% in Denmark and
Norway. Lately, house prices have
been falling in Denmark, Norway,
and Sweden. Considering how much
interest rates have risen in Iceland
and how strongly house prices have
risen over the past decade, it is per-
haps surprising that Icelandic house
prices have barely budged.

9. Conclusions and implications
for future monetary policy

The main conclusion of this chapteris
that despite different monetary poli-
cy regimes in the Nordic countries in-
flation (the ultimate target of mone-
tary policy) has been broadly similar.
All of the Nordic countries had low
inflation before the pandemic and
rapid increases after it. This means
that the specific choice of monetary
policy regime has been of lesser im-
portance for developments in infla-
tion rates.

The Nordic countries are sim-
ilar in many respects and, therefore,
provide fertile ground for examining
the importance of the choice of mon-
etary policy target. At the same time,
the Nordic countries are stable and
rich. A study of countries with histor-
ically unstable economic conditions
might reach a different conclusion
regarding monetary policy regimes.
In countries where the authorities
have little credibility when it comes
to fighting inflation, the choice of
monetary policy target may be of
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crucial importance. This paper does
not address this issue. Instead, it is
argued that the choice of monetary
policy target seems to matter less
when monetary policy is trusted and
supported by other economic poli-
cies.

It should also be emphasised
that Denmark pegs its exchange
rate to the eurozone, which has an
inflation target of 2%. By doing so,
Denmark is essentially "importing”
this target. While this is true, the
choice of an exchange rate target or
an inflation target is still a political-
ly sensitive issue. For instance, argu-
ing that Denmark could abandon its
fixed exchange rate policy because it
could achieve the same inflation out-
come with a floating exchange rate
may be empirically correct, but it is
fraught with political and econom-
ic considerations. Similarly, arguing
that Norway and Sweden could just
as well peg their currencies to the
euro is also a politically sensitive top-
ic, even if it achieves the same out-
come in terms of inflation and other
macroeconomic variables.

The general conclusion that
the choice of monetary policy goal
has not been of prime importance
for inflation in the Nordic countries
does not mean that the choice of
monetary policy target does not
matter. For example, the exchange
rate against the euro has been much
more stable in Denmark than in Ice-
land, Norway and Sweden. This leads
to the - possibly somewhat provoca-
tive — conclusion that the benefits of
a floating exchange rate are unclear.
Equally provocatively, aside from re-
duced exchange rate variability, it is



not clear what the benefit is of giving
up monetary policy independence by
fixing the exchange rate.

Based onthe evidence of recent
decades, there is no clear “winner”
when it comes to the choice of mon-
etary regime in the Nordic countries.
If anything, it seems difficult to make
a strong economic case for floating
exchange rates in the context of the
Nordic Region, as the countries with
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such systems have had neither lower
inflation than the countries without
exchange rate flexibility nor lower
variability in output, but much higher
variability in exchange rates. Howev-
er, who knows whether the possibili-
ty of exchange rate changes and of
pursuing an independent monetary
policy (which Iceland, Norway and
Sweden have) might prove useful
one day?
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