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The links between monetary policy,
financial stability and fiscal policy?

| shall begin by thanking you for the invitation to come here. | have been looking
forward to speaking to the Swedish Economic Association, as it is an opportunity
for me to discuss a subject in more depth. Today, however, | intend to mix some
current topics — high inflation and risks in the financial system — with a more fun-
damental discussion of the links between monetary policy, financial stability and
fiscal policy. Finally, | will also say something about how | view the monetary pol-
icy tools.

My main messages

For some time now, inflation has been far too high both in Sweden and abroad. It
is important that inflation quickly falls back to the 2 per cent target. We need low
and stable inflation to secure confidence in the inflation target and good eco-
nomic development. Our most recent assessment is that inflation will be close to
the target next year, but it is of course difficult to be sure, and new information
about developments will — as always — be decisive for monetary policy going for-
ward.

There has been turmoil on the financial markets during the spring. Banks in both
the United States and Switzerland have suffered major problems, forcing authori-
ties to make far-reaching interventions to avoid a financial crisis. Once again, we
have seen confirmation of how dependent we are on the functioning of financial
institutions, and how financial problems in one part of the world can easily spread
to other parts. As a consequence, global standards for financial regulation are
likely to require a number of changes.

1 Thank you to Magnus Jonsson and Jonas Niemeyer for help in preparing the speech and to Stefania Mammos
for help with data and figures. Thanks also to Bjérn Andersson, Mikael Apel, Hanna Armelius, Aino Bunge, Char-
lotta Edler, Mattias Erlandsson, Frida Fallan, Martin Flodén, Rebecka Hallerby, lida Hikkinen Skans, Jens Iversen,
Gustaf Lundgren, Marianne Nessén, Christina Nordh-Berntsson, Asa Olli Segendorf, Marianne Sterner, UIf Soder-
strom and Anders Vredin for valuable comments and Elizabeth Nilsson for the translation.

1[30]



SVERIGES
RIKSBANK

Monetary policy and measures to promote financial stability are interdependent.
If the financial system is not stable, price stability is threatened and without mon-
etary stability, financial stability is threatened. When inflation is high at the same
time as there are risks in the financial system — which in Sweden is mainly due to
the large private debts of households and companies — this can increase the risk
of "financial dominance", that is, that consideration of risks in the financial system
limits the possibilities for monetary policy to combat inflation and that the credi-
bility of the inflation target is thereby undermined. | do not consider financial
dominance to be a problem at present, but one cannot rule out the possibility of
such a situation arising at some point in the future. We therefore need to continu-
ously monitor developments and take measures to prevent this from happening.

The Riksbank is responsible for inflation being stable, while responsibility for fi-
nancial stability is shared between Finansinspektionen (the Swedish Financial Su-
pervisory Authority), the Riksbank, the Swedish National Debt Office and the Min-
istry of Finance. The responsibility for macroprudential policy lies with Finansin-
spektionen. One of its aims is to limit financial imbalances, but monetary policy
also has effects on financial imbalances.

While macroprudential tools are particularly effective when one knows where
risks in the financial system are building up, such as an excessive build-up of pri-
vate debt. However, when interest rates are low for a long time, it can be difficult
to know where in the system the main risks lie. In some situations it may there-
fore be reasonable to use the policy rate as a complement to macroprudential
policy, as the policy rate has a broad impact on financial markets.

There is an ongoing discussion in both academia and the central banking world
about the extent to which monetary policy should counteract the build-up of risks
in the financial system. This is an interesting and important discussion that | am
following, but | do not want to belong to any particular camp in this discussion.
However, it seems reasonable to also use monetary policy in certain situations
when major risks build up in the financial system. A necessary condition here, of
course, is that the credibility of the inflation target is not affected and that this
happens when other policies to safeguard financial stability do not fully succeed in
limiting the risks. This is thus an exceptional case; in most situations, the preven-
tive work to safeguard financial stability falls to policy areas other than monetary

policy.

Monetary policy and fiscal policy are also interdependent. Stable public finances
are necessary for price stability and to avoid fiscal dominance, that is, a situation
where fiscal policy "dominates" monetary policy in the sense that it is fiscal policy
that determines inflation. The risk of this in Sweden is currently small, partly be-
cause we have a fiscal policy framework designed to keep government debt at
manageable levels.

Fiscal policy also affects the Riksbank's ability to achieve the inflation target in the
shorter term. If fiscal policy is expansionary when inflation is too low, and contrac-
tionary when inflation is too high, it can help the Riksbank achieve the inflation
target more easily. There may also be periods when the fiscal policy conducted
makes it more difficult to achieve the inflation target. A tight fiscal policy may
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have contributed to the Riksbank's problems in bringing up inflation in the after-
math of the global financial crisis.

The Riksbank's independence is important for maintaining confidence in the infla-
tion target. But this does not prevent us from exchanging information on issues
relevant to monetary policy and its target fulfilment with, for instance the Riksdag
Committee on Finance and the Ministry of Finance. This could, for example, in-
volve how we view resource utilisation in Sweden and abroad. How savings and
consumption develop and why. Which shocks to the macroeconomy are perma-
nent or temporary, or how the effects of major shocks to the economy should be
analysed, such as during the pandemic.

The policy rate should be the main tool of monetary policy and asset purchases
should be made with caution. Such purchases are particularly effective to counter-
act financial crises. Asset purchases in the form of government bonds may be jus-
tified in time when monetary policy needs to become more expansionary, but the
threshold for extensive bond purchases to safeguard the inflation target should be
high.

Asset purchases can have negative side effects, which should be closely moni-
tored. For example, markets may start to perform less well or private actors
whose securities are bought by the central bank may become accustomed to the
fact that there is always some form of government support when making bad
deals. Moreover, the economic consequences of large asset purchases are still un-
clear. We therefore need more analysis and knowledge of the effects. Having said
that, | would still like to emphasise that asset purchases should remain part of our
toolbox.

High inflation

It cannot have escaped anyone's attention that inflation is currently very high. The
shift from the previous low inflation rate was rapid and took us and other fore-
casters by surprise. High inflation has multiple and global causes. Pent-up demand
and a rapid shift from services to goods made it difficult to adjust supply in the
short term. This, combined with fiscal and monetary stimulus, pushed up prices.
The rapid economic recovery after the pandemic pushed up the prices of raw ma-
terials, inputs and transport at a time when production had not yet recovered.
Russia's invasion of Ukraine drove up the prices of energy, cereals and other agri-
cultural products. Energy prices then spread to the prices of transport and other
inputs.

One question to ask is whether we will return to the environment of low inflation
and low interest rates that characterised the economy before the pandemic. Our
assessment is that inflation will fall back rapidly in 2023 and that it will be around
2 per cent next year, see Figure 1. Long-term inflation expectations as measured
in surveys are just above 2 per cent, which supports our assessment, see Figure 2.
However, there is considerable uncertainty and unforeseen events always occur.
Nor do we know whether several years of high inflation has affected companies'
pricing behaviour. Moreover, there is the risk that the deteriorating geopolitical
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situation may have a fundamental impact on economic conditions for a long time
to come.

Globalisation, with increased trade and mobility between different countries, has
been one reason why we have had favourable economic development, including
low and stable interest rates and low inflation.? If conflicts in the world were to
result in globalisation slowing down, this would probably have negative conse-
guences for both Sweden and the global economy. If trade decreases and the mo-
bility of labour and capital deteriorates, the conditions for economic growth will
also deteriorate. Greater protectionism means slower development in, for exam-
ple, information and communication technology, a sector that has been a strong
driving force behind the pressure for change and productivity improvements in
various parts of the economy. Several of the factors that have dampened price
pressures in recent decades thus risk becoming less important in the future.

Risks increasing in the financial system

Despite the global financial crisis 2007-2010 and the pandemic 2020-2022, GDP
has grown significantly in recent decades. Higher incomes and wealth have also
led to the financial sector becoming a larger and more important part of the econ-
omy. Furthermore, rapid technological developments combined with globalisation
have paved the way for new players and services within the framework of what is
commonly referred to as FinTech. While this is essentially positive, it has also ex-
posed the financial system to new risks, while many more traditional risks remain.
The bank collapses in the United States and Switzerland are concrete examples of
this.

Bank collapses in the USA and Switzerland

The bank collapses in the United States and Switzerland in March created uncer-
tainty in the global financial markets. To understand these developments, it is im-
portant to analyse the underlying problems. They are largely well known. How-
ever, there are also a number of new elements that may exacerbate the well-
known problems and that need to be analysed further. We want to avoid prob-
lems in the banking sector in one area spreading to other parts of the financial
system or to other countries. At the same time, it must be possible to wind down
banks with serious problems in an orderly manner.

It is important to learn from crises. What we have now seen means that | think we
will have to change some regulations. The financial regulatory framework is gov-
erned to a very large extent by global standards, so that is where the analysis
must begin. Any future agreements reached at global level will also clearly affect
the rules in the EU and thus in Sweden.

Let me first focus on the more familiar problems and then return to what | see as
new ones. In a sense, you can probably talk about the financial sector before and

2 See, for example, the discussion in Federal Reserve Bank of St. Louis (2022).
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after the Silicon Valley Bank crash. | think it can be a watershed in the way we
think about the design of some financial regulation.

Banks are important

Banks are of fundamental importance to the national economy; without them,
households and businesses would struggle to make payments. Virtually all pay-
ments today depend on various services provided by banks. Without banks,
households and firms would also find it difficult to borrow and manage their fi-
nancial risks. Traditional theory often talks about the three key functions of banks:
first, to intermediate payments; second, to allocate credit in the economy,
thereby transforming liquid deposits into illiquid loans; and third, to facilitate risk
management by households and firms. A well-functioning banking system is
therefore a key driver of economic growth.

Since the liberalisation of the financial markets in the 1980s, the financial sector
has also become more efficient and this has contributed to increasing welfare in
many countries, not least in Sweden. At the same time, the risks have increased as
the financial sector has grown.? The unease we have seen during the spring em-
phasises what | noted earlier, that monetary policy and financial stability are inter-
dependent. | will return to monetary policy shortly, but given the developments
during the spring, it is natural to start with the bank problems we have seen and
what they mean.

Banking involves risks

What happened in the United States and Switzerland in March shows once again
that banks' activities pose risks to the whole economy. This is nothing new. The
risk of bank runs is well known. Such events have occurred many times in history.
They are also well explained in the scientific literature.? The basic problem is that
banks have an inherent instability.

As a depositor, | want to know that | can always withdraw the SEK 1,000 | depos-
ited. This is because most of us use these deposits to make our payments and we
need to know that the nominal amount cannot fall and that the money is immedi-
ately available. This distinguishes bank deposits from, for example, shares in mu-
tual funds. The latter can also be immediately available, but mutual fund shares
vary in value depending on how the value of the assets varies. However, bank de-
posits are both liquid and nominally fixed.

For the bank, this means that funding is volatile. At the same time, much of the
bank's assets are locked up for the long term, i.e. illiquid. Those of us who borrow
from the bank want to know that we can repay the loan according to an instal-
ment plan and cannot be called upon to repay it at any time.

So we should be able to request our deposits at any time, but the bank cannot re-
quest the return of its money — your loan — other than as planned. The bank thus

3 See for example Rajan (2005) for an early reference.

4 Douglas Diamond and Philip Dybvig received the Nobel Prize in Economics in 2022 together with Ben Bernanke.
Diamond and Dybvig's most important contribution was the model of bank runs that they published in 1983, see
Diamond and Dybvig (1983).
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offers liquidity to households and firms by providing liquid deposits and illiquid
loans. This creates a liquidity mismatch for the bank.

A further problem here is that the bank's assets can be difficult for an outsider to
evaluate. As a result, a bank's financial situation depends to a very large extent on
the trust its customers have in it. A bank builds trust by having plenty of equity,
good earnings, low loan losses and good liquidity. And not least important: a
sound culture where risk management is central.

Confidence is essential for a bank, but it can also disappear quickly. If this hap-
pens, there is a great risk that depositors and other financiers will want to with-
draw their money quickly. The risk is that the depositors who arrive first can with-
draw their money while those who arrive later are left without, as the bank’s lig-
uid assets are then exhausted. This is precisely the reason why bank runs can oc-
cur. It can also lead to other financiers quickly withdrawing their funding.

If the bank is bad, it should obviously be wound up. The problem is that it is diffi-
cult to tell whether or not a bank is bad, so there can be a run on good banks as
well. Experience also shows that even bad banks should be wound up in an or-
derly fashion. There are several reasons for this. One reason is what | just men-
tioned: banks are highly dependent on trust and are difficult to evaluate. There-
fore, problems in one bank can easily undermine confidence in other banks. So
the contagion risks are significant. In addition, a standard bankruptcy procedure is
rarely a good solution for banks, as banks are central to payments and the first
step in a bankruptcy procedure is usually to suspend payments.

Whether or not a bank is viable, it can be subject to bank runs. | do not want to
judge the viability of the banks in question, but it is clear that some banks in the
United States and one bank in Switzerland experienced a run. Customers lost con-
fidence and wanted to withdraw their money immediately. There was uncertainty
about whether the banks would be able to survive. This uncertainty can bring
down a bank, whether it is justified or unjustified. On 9 March, depositors at Sili-
con Valley Bank withdrew more than $40 billion in one day.® This represented 19
per cent of its total assets, or 23 per cent of its deposits. In addition, the bank it-
self expected withdrawals to be around $100 billion the next day. No bank can
handle such a bank run without help. This is nothing new.

Banks need to be regulated

Precisely because banks are so important to the economy and at the same time so
genuinely unstable, they must be subject to extensive regulation and supervision.
Following the global financial crisis of 2007-2010, when several banks ran into
problems, global standards for banks were tightened, including through Basel IlI
and the FSB's resolution framework. My assessment is that the problems we saw
in March this year did not spread quite as much as they would have done if Ba-

5> See Board of Governors of the Federal Reserve System (2023).
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sel lll had not been introduced. The banks now have more capital and more liquid-
ity and are therefore better equipped to withstand various forms of shock.® How-
ever, it should be noted that Basel Ill is not yet fully implemented.” Negotiations
are currently under way on how the final parts of Basel lll will be introduced in the
EU and some of the proposals entail less strict rules than those set out in the Basel
standards. | would like to take this opportunity to emphasise the importance of
full, timely and consistent implementation of all Basel standards in all countries,
including the EU. Although the events of March did not hit the EU particularly
hard, we need to learn lessons from what has happened in other parts of the
world. This is important to ensure that the risks do not materialise in our part of
the world as well.

So what is new in the current situation and how do the existing global standards
for bank regulation compare with this background? First of all, | would like to em-
phasise that | am not primarily talking about the situation or the regulations in
Sweden, but more about the global standards, as it is these that are now being
questioned. But — and this is important — they are the basis for the regulations in
the EU and thus also in Sweden. | would also like to stress that it is too early to
draw definitive conclusions from the disruptions we have seen. Several authorities
and global organisations are in the process of analysing the events and | do not
want to anticipate these analyses or their conclusions. It will also probably take
several years to agree on how the global standards should be amended. Never-
theless, today | would like to highlight three issues that | believe will characterise
the global regulatory debate going forward and | will give my preliminary views on
them. These are the deposit guarantee, the resolution framework and the re-
quirements on banks. These issues are also highly relevant in Sweden.

The deposit guarantee needs to be reviewed

Let me start with perhaps the most important, difficult and relevant part, the de-
posit guarantee. Does it fulfil its function today or does it need adjusting?

The vast majority of countries have some form of deposit guarantee, which usu-
ally covers the entire deposit up to a certain amount. In Sweden, it applies to the
full amount, up to SEK 1 050 000 per depositor and bank. The idea is that savers
should feel secure even if the bank runs into problems. This will reduce the risk of
bank runs, which is important for promoting financial stability. From an economic
perspective, there is a trade-off here. We want to reduce the risk of bank runs
through a deposit guarantee. But we also want to avoid banks taking too much
risk. An important task for the creditors of a company is to influence the company
to avoid excessive risk-taking. This applies to all companies. The problem with the
deposit guarantee is that if it applies to all depositors — and by extension all credi-
tors — it increases the likelihood of the bank taking excessive risks, what is usually
called moral hazard.

6 This is reflected, for instance, in the evaluation of the Basel Ill reforms, see Basel Committee on Banking Super-
vision (2022).
7The US banks that got into trouble did not even need to comply with all aspects of the Basel rules.
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It is therefore necessary to find the right balance between guaranteeing deposits
to avoid a bank run on the one hand, and ensuring that creditors give the bank in-
centives to avoid excessive risks on the other hand. Some smaller Swedish banks
fund themselves almost exclusively through guaranteed deposits. This means that
in practice there are few creditors who can influence the bank in a risk-reducing
direction, and this increases the likelihood that these banks will take major risks.
The consequence will also be that these banks can charge higher interest rates
and thus also offer higher interest rates to small savers who in turn feel protected
by the deposit guarantee. In so far as this occurs, it can be interpreted as meaning
that the deposit guarantee scheme in practice subsidises risky lending, which
would be unfortunate. The picture is, however, complicated by the fact that
smaller banks contribute positively by increasing competition in the banking mar-
ket. Larger banks may also be too large for the authorities to let them fail, which is
also a problem. There are difficult considerations to make here.

Experiences from the United States

When the bank run on the US Silicon Valley Bank began, only about 6 per cent of
its deposits were guaranteed by the US deposit guarantee scheme. The rest were
unsecured deposits, primarily because they were for larger amounts. This is an ex-
ample of the fact that deposits in many banks today do not only come from small
savers. Many of them, including the Swedish ones, finance themselves to a large
extent in the financial markets. Some of the market funding takes the form of di-
rect deposits from financial actors and is not covered by any deposit guarantee
and it is normally very volatile. Another part is funding is through the bank issuing
securities with a specific maturity. These are therefore not immediately available
and thus not exposed to the same risk as the deposit, but on the other hand give
rise to a refinancing risk.

The run on Silicon Valley Bank also highlighted that contagion effects can be large
even when relatively smaller banks get into trouble. Silicon Valley Bank was the
20th largest bank in the United States.® Although the bank was large by Swedish
standards — about 70 per cent of Swedbank’s size — it was small in the US market. |
see the importance of small and medium-sized banks as a clear lesson from the
crisis. As an authority with a financial stability mandate, we cannot ignore such
banks. Even if the problems occur in relatively quiet periods, they can have un-
wanted spillover effects. When the problems became acute in Silicon Valley Bank,
the concern spread quickly to other similar banks. The reason was probably that
they had similar business models, risk profiles and so on. This led to a loss of con-
fidence in these banks, too. The contagion risks became obvious. One lesson is
that we should not only look at the size of individual banks, but also whether cer-
tain groups of banks are similar and thus exposed to similar risks. This means that
even smaller banks as a group can become important for financial stability.®

8 In terms of total assets, see FDIC https://banks.data.fdic.gov/bankfind-suite/financialreporting.

® The global standards only apply to larger internationally active banks. The regulations applicable to smaller do-
mestic banks vary from country to country. In the EU, by and large the same regulations apply to all banks, but
this is not the case in the United States, for example.
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Well, the Silicon Valley Bank run resulted in the US authorities deciding to guaran-
tee all deposits in the two worst affected banks. They felt they had to do this to
prevent the problems from spreading.

The bank run in the United States also happened very fast. Technological develop-
ments allow depositors to move their deposits with a few keystrokes, to other
banks, to money market funds or to crypto-assets. Social media also makes the in-
formation spread faster than before. All this raises the very fundamental question
of whether the deposit guarantee scheme actually fulfils its purpose of providing
security to depositors, reducing the risk of bank runs and, on the other hand, re-
ducing the problems of moral hazard. These are difficult trade-offs and need to be
carefully analysed.

Ways forward?

So how should we proceed now? | note that when large price changes occur in the
stock market, for example, so-called "circuit breakers" are introduced, i.e. trading
is shut down for a short time to allow traders the opportunity to reassess the situ-
ation. I am not convinced that this approach can be applied to banks, but perhaps
it would work if a larger proportion of deposits were fixed in time so that deposi-
tors do not have the right to withdraw them until at maturity. A larger interest
rate difference between regular deposit accounts and accounts with a fixed ma-
turity might lead more depositors to choose the latter option. Former Bank of
England Governor Mervyn King recently launched a more drastic idea, that a bank
must hold more assets that can be used as collateral in the central bank than it
has liabilities (including deposits) that can suddenly flow outwards.'® In this way,
central banks could always intervene and have sufficient access to liquid funds.
Admati et al. note in a response that the consequence of this would be that the
authorities also supported bad banks, which would reinforce moral hazard prob-
lems and lead to banks that should be wound up not being wound up.!* There is a
risk that we would then have so-called Zombie banks, and this would have nega-
tive effects on growth and efficiency. In any case, | believe that the instability of
deposits is an issue that legislators and regulators around the world need to ana-
lyse more closely.

The resolution framework also needs to be reviewed

The second question concerns the resolution framework. This was introduced af-
ter the global financial crisis and the explicit purpose is to make it possible to re-
solve a systemically important bank in an orderly manner. The idea is that losses
should be borne primarily by shareholders and secondarily by bondholders. Public
funds should not need to be used. Allowing bondholders to bear potential losses
also reduces the problems of moral hazard. So if you can use an effective resolu-
tion framework as intended, you reduce the problems created by the deposit
guarantee.

10 See King (2023).
11 See Admati, Hellwig and Portes (2023).
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The problems at Credit Suisse in March led to the takeover of the bank by UBS on
the initiative of the authorities, with the help of a public guarantee and without
using the resolution framework. In addition, the value of certain bonds — so-called
AT1 instruments — was written down without shareholders having to bear all the
losses first. This is the first time ever that a government has been forced to inter-
vene in a bank defined as globally systemically important to avoid its failure. The
measure taken by the Swiss authorities seems appropriate, but the fact that they
chose not to use the resolution framework raises the question of whether the
global standards for this framework need to be modified in some way. The han-
dling of the AT1 instruments issued by Credit Suisse also raises the question of
what role these instruments should play both in a bank failure and more generally
in the capital adequacy framework.

The resolution of banks in distress is a central part of the regulatory reform that
came into place after the global financial crisis. But could it be that the framework
is perceived as so complicated that it does not seem useful once the crisis occurs?
Here there is every reason to have a continued global discussion about the pre-
sent framework and how we can keep the benefits while making it more flexible
and practical. Perhaps the recent proposals of the European Commission could
contribute.!? One aim is to make it easier for authorities to use the resolution tool
for smaller banks as well. Among other things, the proposal means that the au-
thorities should be able to actively use the funds in the deposit guarantee funds
to facilitate the resolution. However, this proposal needs to be analysed in greater
detail.

The requirements on banks need to be strengthened

The third question concerns the requirements we should impose on banks. There
are several lessons here. Some may seem detailed, but they have a major impact
on the banks' operations and the risks they take. Let me focus on three of these
lessons.

One lesson from the Silicon Valley Bank run is that deposits are not always as
sticky as many people assumed. This is important for the liquidity rules banks
must follow. After the 2008 financial crisis, the Basel Committee developed new
global standards for this. As part of the Basel Il agreement, countries were re-
quired to introduce two liquidity measures, the LCR and the NSFR. The LCR frame-
work makes assumptions about how different types of liabilities flow out of a
bank and how stable different forms of funding are. Deposits are normally as-
sumed to be sticky. The question now arises whether the outflows assumed in the
LCR framework are reasonable, given the outflows we saw in this case. | think we
need to assume that deposits, especially unsecured deposits, are more unstable
than we previously thought. The Basel Committee may therefore need to review
the standards for the LCR and the NSFR.

12 See EU Commission (2023), https://finance.ec.europa.eu/publications/reform-bank-crisis-management-and-
deposit-insurance-framework_en.
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Another lesson is that Silicon Valley Bank did not take sufficient account of its in-
terest rate risks. Here | would like to emphasise the importance of all banks —in-
cluding in Sweden — having a good margin for the risks that interest rate changes
can entail. 30 years of low interest rates have contributed to increasing the risks in
the financial system. Households and businesses in many countries have large
debts while prices of homes, commercial properties and financial assets are high.
The sharp and rapid rise in global interest rates experienced over the past year
has brought interest rate risks into sharper focus. Current global standards require
supervisors to take interest rate risk into account as part of the supervisory pro-
cess, known as Pillar 2. The consequence is that these risks are managed very dif-
ferently in different countries, and potentially even between different banks. Fi-
nansinspektionen has a well-developed model for estimating these risks for the
Swedish banks, but, as | said, the rules vary from country to country. In my view,
there is reason to harmonise some of these rules.

A third lesson is that accounting rules play an important role. When macroeco-
nomic variables change significantly, the difference between the valuation of as-
sets at fair value and at amortised cost can be large. Silicon Valley Bank had in-
vested heavily in US long-term bonds. Since they intended to hold them to ma-
turity, they were able to book them at amortised cost. As interest rates rose and
the bonds fell in price, a problem arose. When the bank had to sell the bonds due
to the bank run, it realised a large loss, adding to the problem.

This raises an important question about how different assets should be booked.
Admittedly, the reason for the bank’s problem is that interest rates rose so
quickly, but if the bank had been forced to book them at market value, the prob-
lems would have been discovered earlier. All this may seem technical, but it has a
major impact on banks' capital adequacy, as the starting point for all capital ade-
quacy regulations is the accounting values. | don't have a clear view of what needs
to be done here, but when assets that have been booked at amortised cost have
to be sold quickly at a large loss, it can affect the viability of the bank and, ulti-
mately, financial stability, and therefore it is a problem.

Global rules are important for Sweden

| would also like to take this opportunity to emphasise the complexity and inter-
dependence of the global financial system. Banks are exposed to many risks that
can be difficult to both understand and monitor. Banks in most countries are also
dependent on other banks and other financial institutions. Many of these are lo-
cated in other countries and are therefore supervised in those countries. If prob-
lems arise, they spread faster today and to more actors than they did 30 years
ago. We saw this clearly in March. The concern created by the banking problems
in the United States, which initially concerned a bank smaller than the major Swe-
dish banks, caused many international investors to become alarmed and wonder
which bank in the world could be next in line. Although many of the problems
with which Credit Suisse struggled were not new, uncertainty in the financial mar-
kets led to an acute loss of confidence in the bank. This proved devastating for the
bank and forced the Swiss authorities to act. My conclusion is that it is important
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for all countries to promote global regulation. Swedish financial stability also de-
pends to a large extent on sufficiently strict regulations in other countries. We are
all dependent on this.

This list of current global regulatory issues is by no means exhaustive. There are
other issues that will come up in the debate. For example, the US reports on the
events in March point to the effects of insufficient supervision.®® This raises ques-
tions about the mandate and ability of supervisors to actually step in and change
banks' decisions. However, it is unclear how this should be done in practice and
how far such a mandate should extend.

Still, some conclusions are already evident today: banks and other financial actors
are central to the economy and contribute to better welfare. This is important. At
the same time, the banks' activities entail risks. If these problems materialise, they
can have major contagion effects and negative external effect on the economy.
Therefore, legislators and authorities need to try to change the current regula-
tions. The aim should be to ensure that banks have sufficient buffers to prevent
problems from arising. The aim should also be to limit the channels through which
the problems — if they do occur — spread to other banks and financial actors. This
means that the regulations need to be reviewed.

| have highlighted a few issues here: the deposit guarantee, the resolution frame-
work and banking regulations. | believe that a review of all three is needed. How-
ever, it is too early to state today exactly what should be changed and how. It is
also important when reviewing regulation that it not only solves "yesterday's"
problems but also addresses the incentives for risk-taking in the future. Then, au-
thorities all over the world also have to agree on it. All this makes the review extra
complicated. Regardless of what exactly comes out of this work, the review will
affect the global regulatory standards and thereby the rules that apply in the EU
and thus also in Sweden. | believe that we both need to see changes in the regula-
tions and will see such changes.

Central banks have a responsibility for finan-
cial stability — not just in times of crisis

During the 1970s and 1980s, inflation was high and variable and growth was
weak. It was therefore understandable that the so-called inflation targeting policy
introduced by many countries in the 1990s had a focus on price stability and that
risks in the financial system disappeared into the background. This also applied to
Sweden, despite the fact that we had had a serious financial crisis in the early
1990s. Another reason why the risks in the financial system were overlooked may
have been that the deregulation of the financial markets was new and that the
risks of financial imbalances building up were underestimated.

13 See Board of Governors of the Federal Reserve (2023) and FDIC System (2023).
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The global financial crisis highlighted the importance of financial
stability.

Inflation targeting policy seemed to be working well for a long time. Inflation was
low and stable while growth was good. US economists James Stock and Mark
Watson even coined the expression ‘the great moderation' in the early 2000s,
suggesting that the economy had entered a calm and stable era.!® This era came
to an abrupt end with the global financial crisis. Much of the deregulation and in-
novation that had laid the foundations for the favourable economic development
had at the same time contributed to the build-up of new risks and imbalances in
the financial system.’®

An important lesson from the financial crisis was that financial imbalances could
be built up even in an environment with low and stable prices. However, this
knowledge was not entirely new. In the early 2000s, for example, Claudio Borio
and Philip Lowe had pointed out in a BIS article that low and stable inflation could
not only promote financial stability, but that financial imbalances could also be
built up in such an environment.'® While the development of supply will slow
down price developments, it can also lead to overly optimistic risk assessments,
strong credit expansion and rising asset prices.!” Although it may be difficult to
use monetary policy to limit the build-up of financial imbalances, they neverthe-
less considered it possible and desirable to take financial stability into account in
certain situations. They also advocated more cooperation between central banks
and supervisors for this purpose.

In the wake of the financial crisis, there was an intense debate on the possibilities
for monetary policy to counteract financial imbalances and to what extent this
would be desirable. Some economists, such as Frank Smets, argued that monetary
policy should take into account the build-up of financial imbalances.® Smets
noted that the costs of financial crises are very high and that macroprudential pol-
icy has the most effective tools for maintaining financial stability. However,
macroprudential tools are relatively untested and their effectiveness is not fully
evaluated, while there is much evidence that the monetary stance affects credit
build-up, liquidity and risk-taking more generally. Monetary policy tools such as
large-scale asset purchases can also be difficult to distinguish from macropruden-
tial tools in their sub-objectives and in their effects on the economy. According to
Smets, all of this indicated that financial stability should be an explicit objective of
monetary policy, but that it should be used as a last resort in situations where
macroprudential policy and other regulations are not fully successful. The Ameri-
can economist Michael Woodford illustrated in a simple model why monetary pol-
icy should in certain situations take account of financial imbalances, even if this

14 See Stock and Watson (2002). In the international economic policy discussion, "the great moderation" or "the
great calm" usually refers to the period from the mid-1980s until 2008. In Sweden, economic development did
not become more stable until a little way into the 1990s. See also Hansson, Nessén and Vredin (2018).

15 See Rajan (2005).

16 See Borio and Lowe (2003).

17 See Jonsson and Moran (2014), who show in a model that a positive supply shock can lead to subdued prices,
while the output gap and credit gap rise.

18 See Smets (2013) and Woodford (2012). See also the report “Rethinking Monetary Policy” by Eichengreen et al.
(2011), which discusses the implications of the financial crisis for central banks.

13 [30]



SVERIGES
RIKSBANK

may mean less favourable target fulfilment for price stability and macroeconomic
stability in the short term.

Other economists, such as Lars Svensson, argued that monetary policy should
continue to focus solely on price stability and macroeconomic stability.'® He said
that monetary policy and policies to promote financial stability are distinct and
separate policy areas with different objectives, different means and different re-
sponsible authorities. If one is to ensure that the financial system has adequate
resilience to shocks, one must have requirements for sufficient capital and suffi-
cient buffers rather than using the policy rate. Confusing the policy areas risks
leading to a poorer outcome for both, and making it more difficult to hold the
Riksbank accountable.

Conflict between price stability and financial stability in the wake
of the financial crisis

The global financial crisis was the biggest economic crisis since the 1930s Depres-
sion. Central banks around the world therefore implemented powerful measures
in the form of large interest rate cuts and large-scale asset purchases to safeguard
the inflation target and mitigate the economic consequences of the financial cri-
sis. At the beginning of the crisis, expansionary monetary policy did not entail any
conflict between price stability and financial stability. Inflation was under control,
demand was weak and the financial system was severely weakened. Monetary
policy could contribute to both increasing demand and strengthening the financial
system.

Monetary policy remained expansionary even after the acute phase of the crisis
was over. Central banks in many countries held their key interest rates at low lev-
els for a long time and also made large-scale asset purchases. This may have con-
tributed to debt building up while prices of housing, commercial property and fi-
nancial assets rose.?’ The fact that low interest rates over a long period of time
can build up risks in the financial system has been pointed out by Ben Bernanke
and others:*

“Another cost, one that we take very seriously, is the possibility that very low inter-
est rates, if maintained too long, could undermine financial stability”,

and has been shown in a recent empirical study by the NBER:*

“We find that when the stance of monetary policy is accommodative over an ex-
tended period, the likelihood of financial turmoil down the road increases consid-
erably”.

19 See Svensson (2012) and Svensson (2017), where he shows in a model that the costs of monetary policy taking
into account financial imbalances may exceed revenues. See also Brandao-Marques (2020).

20 However, monetary policy has not been the cause of the trend decline in global interest rates in recent dec-
ades, which has been the main explanation for the low interest rates. For a discussion of the causes of the trend
decline, see Andersson et al. (2020) and Lundvall (2020). Another important reason for the rising debt in Sweden
has been a poorly functioning housing market that has not been able to meet the rising demand for housing.

21 See Bernanke (2013).

22 See Grimm et al. (2023).
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One lesson to be learned from the post-financial crisis period is that an expansion-
ary monetary policy over a long period of time can entail a conflict between price
stability and financial stability. The conflict was exacerbated by the signs that new
problems could manifest themselves in the financial markets if the large asset
purchases were concluded prematurely. This was called “taper tantrum”.? There
was also a risk that the private sector had become so dependent on central bank
liquidity that the effect of reducing the balance sheets could be greater than the
stimulus provided by the asset purchases.?*

Risk of new conflict between price stability and financial stability
after the pandemic

When the pandemic broke out at the beginning of 2020, central banks introduced
further expansionary monetary policy measures to facilitate access to credit and
liquidity, thereby reducing the risk of interest rates rising so strongly that the eco-
nomic situation worsened. This time, too, there was no conflict between price sta-
bility and financial stability. The expansionary monetary policy increased demand
— which helped to sustain inflation — while supporting financial markets.

A central task for central banks in acute phases of economic crisis is to be the
lender of last resort. Recently, the central banks’ task of ensuring that the markets
function (market maker of last resort) has also come into focus. If viable and sys-
temically important banks in distress experience temporary liquidity problem:s,
they can apply to the central bank for emergency loans. Under certain conditions,
the Riksbank can also act as a temporary market maker by buying and selling fi-
nancial instruments at predetermined prices to support the functioning of system-
ically important financial markets. The aim is to avoid major negative conse-
qguences for other parts of the economy.

At the end of 2021, inflation started to rise rapidly in different parts of the world.
Monetary policy shifted from expansionary to more contractionary in order to
curb price increases. This could lead to a new conflict between price stability and
financial stability, but the conflict is different now than in the wake of the global
financial crisis. Inflation is now too high, not too low, and the risks in the financial
system are greater, partly because households and companies are highly in-
debted. This makes the economy more sensitive to interest rate increases and it
may be more difficult to manage various shocks. | can note that this is a situation
that we have not found ourselves in during the period with an inflation target,
that is, since the mid-1990s.

Excessive private debt risks leading to financial dominance

In Sweden, household and corporate debt is high, see Figure 3. A large proportion
of households also have variable interest rates, which makes them relatively sen-

2 Taper tantrum refers to the strong market reactions that occurred in August 2013 when the Federal Reserve
announced that it would begin to reduce its asset purchases. US government bond rates rose sharply in a short
time.

2 See Brunnermeier (2023).
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sitive when interest rates rise. Although public debt is low, which in itself is posi-
tive, it is a questionable combination, as not only the government but also house-
holds and companies need to have buffers.

The debts of property companies have grown when interest rates have been low.
Property companies obtain funding both via the banks and via the capital market.
When there is a shortage of market funding at the same time as companies' fund-
ing costs rise, the profitability and liquidity of property companies can deteriorate
and this can ultimately have a negative impact on financial stability.

An excessively high level of private indebtedness that increases the risks in the fi-
nancial system can limit the ability of monetary policy to act, known as financial
dominance.?> 2% This could mean that the policy rate cannot be raised at the pace
needed to bring down inflation. | do not consider us to be in a situation with fi-
nancial dominance at present, but one cannot rule out the possibility of such a sit-
uation arising at some point in the future. We therefore need to continuously
monitor developments and take measures to prevent this from happening.

Responsibility for financial stability is shared between different
authorities

Monetary policy and financial stability are interdependent. Without a stable finan-
cial system, price stability is threatened and without monetary stability, financial
stability can be jeopardised. Historically, financial regulation has primarily focused
on individual banks. However, macroprudential policy is designed to monitor and
take measures to counteract vulnerabilities in the financial system as a whole, in-
cluding addressing financial imbalances that may threaten macroeconomic stabil-
ity.

Finansinspektionen has several tools at its disposal to prevent financial imbal-
ances. They are responsible for microprudential and macroprudential policy and
the design of the regulatory framework. But responsibility for financial stability is
shared with other authorities. The Swedish National Debt Office is responsible for
the deposit guarantee, the Ministry of Finance is responsible for legislation and
bank support, and the Riksbank is responsible for overseeing the financial system
and can provide extra liquidity when needed.?”

Collaboration between Finansinspektionen and other authorities exists both in
preventive work and in crisis management. This is an arrangement that | think has
worked well during my time at Finansinspektionen. For example, the Riksbank to-
gether with Finansinspektionen, the Swedish National Debt Office and the Minis-
try of Finance cooperate in the Financial Stability Council. Among other things, the

%5 The concept of financial dominance was introduced by Fraga et al. (2003) in connection with the introduction
of inflation targets by many emerging economies. They described a situation where the central bank — due to a
weak or overleveraged financial system — was not willing to tighten monetary policy at the necessary pace be-
cause of the threat to the stability of the financial system.

26 Sweden also has a poorly functioning housing market that is also dependent on the international bond market,
as a considerable proportion of the mortgage bonds are owned by foreign investors. If these investors were to
lose confidence in the Swedish economy or the housing market and thus start selling their holdings, the banks'
funding costs would rise and the result would be greater risks in the financial system.

27 See Final Report of the Riksbank Committee (2019).
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Council discusses what measures are needed to counteract the build-up of finan-
cial imbalances. The Government has also recently presented a legislative pro-
posal for Finansinspektionen to consult with the Riksbank when setting require-
ments for countercyclical capital buffers for Swedish banks.?® The Government
emphasises that the decisions on how large capital buffers banks should have can
have significance for monetary policy and should therefore be taken from as
broad a perspective as possible. The Riksbank will return with its views on the
Government's proposal to give the Riksbank greater influence over the countercy-
clical buffer.

Central banks can counteract financial imbalances in certain situ-
ations.

From an economic perspective, it is important that the risks in the financial sys-
tem are manageable. Macroprudential tools are particularly effective when we
know where the risks in the financial system are building up, such as excessive pri-
vate debt. However, when interest rates are low for a long period of time, it can
be difficult to know in advance where in the system the main risks lie. In some sit-
uations it may therefore be reasonable to use the policy rate as a complement to
macroprudential policy, as the policy rate has a broad impact on financial mar-
kets.?®

For monetary policy to effectively counteract financial imbalances, the monetary
policy trade-off should be symmetrical. If the central bank only gives considera-
tion to financial stability in times of financial stress — and not in times when finan-
cial imbalances are building up — the risks in the financial system may increase.
Central banks can also become better at analysing how monetary policy operates
in financial markets and how it affects the risks of financial instability.

Central banks should avoid excessively expansionary monetary policy for ex-
tended periods if it is expected to have little impact on inflation, and risks having a
major impact on the build-up of financial imbalances. Large purchases of securi-
ties and negative interest rates should be possible, but the threshold should be
high. These tools are difficult to explain and justify to the public - especially if they
were to lead to the banks starting to set negative interest rates on household sav-
ings accounts — and they may therefore reduce the Riksbank's credibility.>° Nor is
it unreasonable that a very expansionary monetary policy over a long period of
time leads to more risk-taking, higher indebtedness, less preparedness for
changes in interest rates, etc. In such a situation, a sound risk assessment may be
to raise the interest rate too early rather than too late.

| am aware of the debate between those who believe that central banks should
take financial imbalances into account in their monetary policy decisions and
those who do not. A basic structure, where monetary policy focuses on monetary
stability and where other policy areas — not least the decisions taken by Finansin-
spektionen — safeguard financial stability is reasonable. But there will be times
when interest rates are low for such a long time that risks build up that mean that

28 See Ministry of Finance (2023).
2 See Stein (2013).
30 See also the discussion in Nessén (2016).
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monetary policy should take account of financial imbalances. | do not want to be-
long to any of these camps that quite categorically believe that "leaning against
the wind" is always right or always wrong. However, | believe that it may never-
theless be reasonable and wise to allow monetary policy to take into account the
build-up of financial imbalances in certain special situations. Some central banks,
such as Norges Bank, have a clear mandate for this.3! The Riksbank considers risks
associated with developments on the financial markets as long as the credibility of
the inflation target is not threatened, and the fulfilment of the target for price sta-
bility and macroeconomic stability in the longer term is improved. But to prevent
unbalanced developments in asset prices and indebtedness, a well-functioning
regulatory framework and effective supervision are needed in particular.

The credibility of the inflation target must be preserved

The Riksbank has been criticised for explicitly using the policy rate for a short pe-
riod after the global financial crisis to try to counteract the build-up of financial
imbalances.?? For a few years after the outbreak of the global financial crisis, the
Riksbank and other forecasters were able to observe that inflation had not risen in
the way they had expected; from 2010 until the middle of 2014 inflation had been
steadily below target. Long-term inflation expectations had also started to fall and
there was a risk that the role of the inflation target as a benchmark for price and
wage formation would be weakened. In other words, the credibility of the infla-
tion target was being lost. Critics of the Riksbank's monetary policy said that this
was because monetary policy had "leaned against the wind". More recently, the
criticism has tended to be the opposite and focused on the Riksbank's expansion-
ary policy in the years after this, when inflation was below the target. The Riks-
bank has then been criticised for monetary policy having focused too much on in-
flation, being too expansionary and leading to the build-up of imbalances.

When the Riksbank takes financial stability into account in its monetary policy de-
cisions, this can mean that the target horizon is shifted, and then it is not surpris-
ing that both inflation and inflation expectations can be affected. This need not be
a problem as long as it applies for a shorter period of time. However, one cannot
deviate from the target in the longer run. Long-term inflation expectations thus
need to be anchored to the target so that the credibility of the inflation target is
not lost. This is in practice a limitation on how much consideration a central bank
can give to financial stability.

It should also be said that long-term inflation expectations should be guided by
actual conditions and be in line with the Riksbank's forecasts. If the Riksbank fore-
casts an inflation rate close to 2 per cent in the longer term, inflation expectations
should also be at this level. If this is not the case, it may reflect a lack of confi-
dence in the inflation target and the Riksbank can then try to influence inflation
expectations by justifying its forecasts more clearly and explaining why deviations
from the target may sometimes be justified. The solution is not necessarily to take
less account of financial imbalances.

31 See Billi and Vredin (2014) for a discussion of central banks and financial stability and how financial stability
can be integrated into an inflation targeting regime.
32 See Svensson (2014).
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One of the main tasks of central banks has always been to maintain a well-func-
tioning system of payments and credit or, in other words, to keep the financial
system stable.? Financial imbalances can lead to both too high inflation — when a
credit bubble occurs —and too low inflation — when there is a financial crisis.
Properly managed and analysed, taking financial imbalances into account in mon-
etary policy decisions — under certain conditions — means that target fulfilment
should be better in the long run.

Interaction between monetary and fiscal pol-
icy

As mentioned above, monetary policy and financial stability are interdependent,
but so are monetary policy and fiscal policy. The interaction between these two
policy areas plays a central role in the Riksbank's ability to attain low and stable
inflation.

Some simple reasoning can illustrate the interaction.3* For example, if the central
bank cuts the policy rate, the government's interest payments decrease and there
is greater scope for a more expansionary fiscal policy. Another example is when
the central bank buys government bonds. Among other things, this can mean that
the government has lower costs for new borrowing at longer maturities.

Conversely, fiscal policy also affects monetary policy. A more expansionary fiscal
policy increases demand and ultimately also inflation and thus affects monetary
policy. There are also many historical examples where fiscal policy has led to dis-
ruptions in the financial system with consequences for monetary policy. Episodes
of hyperinflation are extreme examples, but there are also examples of milder cri-
ses from, for example, the euro area.

Stable public finances are a prerequisite for price stability. If the government's fu-
ture capacity to obtain tax revenue were to be less than future expenditure, the
credibility of the inflation target would be undermined.® This implies fiscal domi-
nance and can lead to rapid price increases. So it is not entirely correct, as some
say, that inflation is always and everywhere a monetary phenomenon, but in prac-
tice and in theory inflation is always and everywhere both a monetary and a fiscal
policy phenomenon.3®

An example of fiscal dominance from last year was when the new UK Prime Minis-
ter, Liz Truss, planned to cut taxes and increase public spending and these plans

33 See Capie, Fischer, Goodhart and Schnadt (1994). Central bank mandates were also discussed at a 2016 confer-
ence organised by the Riksbank, see Lindé and Vredin (2016) for a summary.

34 A theory explaining the interaction between monetary and fiscal policy is presented in a new book by John
Cochrane, see Cochrane (2023).

35 See Leeper and Leith (2016).

36 Milton Friedman coined the term "inflation is always and everywhere a monetary phenomenon", see Friedman
(1963). However, this should not be interpreted as meaning that Friedman was unaware of the interaction be-
tween monetary and fiscal policy, but that he assumed in his analysis that fiscal policy did not counteract mone-
tary policy.
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were revealed.? This led to a collapse in the government bond market. The rea-
son was as follows. The value of government bonds is determined by the cash
flows generated by the primary budget surplus, i.e. the difference between gov-
ernment income and expenditure excluding interest. If the surplus decreases, the
bonds become less attractive and the demand for them decreases. In the days fol-
lowing the revelation, long-term interest rates rose by around 100 basis points
and the sterling depreciated by almost 5 per cent against the dollar. One of the
consequences of the rise in interest rates was that it brought to light major liquid-
ity problems in a number of occupational pension funds. This prompted the Bank
of England to act and after five days it announced that it would temporarily pur-
chase long-term government bonds to the extent necessary to provide the re-
quired liquidity and thus calm the financial markets.

This example illustrates how fiscal dominance can affect the central bank. The fis-
cal policy measures triggered financial market turmoil, which meant that the Bank
of England felt it had to act to maintain the smooth functioning of the financial
system. In other words, the fiscal measures "forced" the Bank of England to act in
a way that it would not have done otherwise. Of course, it could have chosen not
to react to the fiscal policy measures because monetary policy is operationally in-
dependent of fiscal policy. But that would not have protected either the financial
system or the inflation target.

| do not want to use this example to suggest that we in Sweden are currently at
risk of fiscal dominance. The design of the fiscal policy framework means that the
risk is small and we have a relatively low national debt, see Figure 4. However,
just as one should be aware of the risks of financial dominance, one should be
aware of the risks of fiscal dominance, even if everyone is currently in agreement
that fiscal policy should not fuel inflation.

The design of the monetary and fiscal policy frameworks

To keep government finances stable, Sweden has a number of budgetary policy
targets in the fiscal policy framework. The target for the consolidated gross debt
should be 35 per cent of GDP in the medium term. The surplus target entails gen-
eral government net lending amounting to one third of a per cent of GDP on aver-
age over a business cycle. There is also a so-called expenditure ceiling that sets a
maximum level for how much money the government can spend each year. The
government proposes a limit, and it is then Parliament that takes decisions a few
years ahead.

Broadly speaking, | think that this framework has worked well. It has contributed
to strong confidence in fiscal policy and we have avoided large budget deficits and
managed to keep government debt at low levels. This in turn has made it easier
for the Riksbank to keep inflation low and stable. The stable public finances also
helped us to cope relatively well during both the global financial crisis and the
pandemic.

37 See Leeper (2023) who, in addition to this episode, discusses two other recent examples of fiscal dominance,
one in the euro area and the other in the United States.
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However, the interdependence between monetary and fiscal policy is not re-
flected in the monetary and fiscal policy frameworks. The frameworks are de-
signed so that the two policy areas function independently of each other. The
Riksbank has a high degree of autonomy and a mandate that prioritises price sta-
bility. The budgetary policy objective of fiscal policy is to ensure that fiscal policy is
stable over time, which in practice means that government debt should be sus-
tainable in the long term.

This approach is based on the view that fiscal policy has little impact on inflation;
that monetary policy has negligible fiscal consequences; and that a fiscal policy
mandate that stabilises government debt and budget deficits is sufficient to sup-
port the central bank's inflation target.3®

Central banks' difficulties in bringing inflation up to target without relatively dras-
tic measures after the financial crisis may indicate that this view has been too sim-
ple. A fiscal policy that is expansionary when inflation is too low and contraction-
ary when it is too high makes it easier to achieve the inflation target.?® It may of
course be politically easier to conduct an expansionary fiscal policy, but it is im-
portant that it is symmetrical so that the national debt does not risk becoming too
large.

The Riksbank's former scientific adviser Eric Leeper said in a report that an exces-
sively tight fiscal policy may have contributed to the Riksbank's problems in bring-
ing up inflation after the global financial crisis.*® | think this shows that some form
of information exchange between monetary and fiscal policy may be desirable in
certain situations. | also note that the conclusions of the recent review of the Re-
serve Bank of Australia go in this direction.*

Scope for exchange of information

In a speech to the Swedish Economic Association a few years ago, my predecessor
Stefan Ingves raised the issue of exchange of information in cases where mone-
tary policy's room for manoeuvre is limited by the policy rate being close to the
lower bound.** He gave two examples of how the exchange of information could
take place. The Riksbank could publish scenarios in the Monetary Policy Report
that illustrate both the limitations of monetary policy and the effects on inflation
of a more expansionary fiscal policy. The Ministry of Finance can then decide to
what extent they want to take the information into account. The Riksbank could
also directly inform the Ministry of Finance if it considers that a more expansion-
ary fiscal policy is needed to fulfil the inflation target without the need to take
overly drastic monetary policy measures.

The Riksbank conducts monetary policy independently to achieve low and stable
inflation. This is important for maintaining confidence in the inflation target. But
this does not prevent us from discussing issues relevant to monetary policy and its

38 See Leeper (2018).

39 See Jansson (2021) for a detailed discussion of the division of roles between monetary and fiscal policy and a
more active fiscal policy.

40 See Leeper (2018).

41 See Australian Government (2023).

42 See Ingves (2020).
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target fulfilment with, for instance, The Riksdag Committee on Finance and the
Ministry of Finance. This could, for example, involve how we view resource utilisa-
tion in Sweden and abroad. How savings and consumption develop and why.
Which shocks to the macroeconomy are permanent or temporary, or how the ef-
fects of major shocks to the economy should be analysed, such as during the pan-
demic.

The main monetary policy tool should be the
policy rate.

My view of the Riksbank's various monetary policy tools is roughly as follows: The
policy rate should be the main tool for managing normal cyclical fluctuations in in-
flation and resource utilisation. If necessary, the policy rate can be supplemented
with other measures, such as the purchase of government bonds, but the thresh-
old for such measures should be high. This could become relevant if monetary
policy needs to become more expansionary and the policy rate would then need
to be cut below what is deemed to be the lower bound. Where the lower bound
actually lies and how much need there is for further stimulus may vary over time.
Purchases of private assets and assets other than government securities are pri-
marily relevant when markets that are important to the financial system are
threatened, and we risk an acute financial crisis, such as at the start of the pan-
demic.

Under the new Sveriges Riksbank Act, the Riksbank can — under certain conditions
— buy and sell Swedish securities issued by the government and private actors.
Our monetary policy toolbox in this respect remains the same as before. However,
the new act has a more restrictive view of when it may be relevant to purchase
private securities. The Riksbank may only buy and sell such securities if there are
exceptional reasons. This means in practice that, from a monetary policy perspec-
tive, we can only buy and sell private securities when we cannot achieve the de-
sired effect on the economy by using other measures.

The new act also gives the Riksbank a more explicit mandate than before to trade
in securities, also within the scope of our task of contributing to a stable and effi-
cient financial system. To counter serious disruptions in the financial system, the
Riksbank may if there are exceptional reasons buy and sell financial instruments at
predetermined prices to temporarily support the functioning of systemically im-
portant financial markets. An important task for the Riksbank is to be the lender
of last resort for important credit institutions that have problems, but also, under
certain conditions, to act to keep markets that are critical to the financial system

going.

The traditional role of central banks as the lender of last resort and keeping cer-
tain markets functioning may have the side effect of increasing risk-taking in the
financial sector. If banks assume that central banks will always be there for them
in a crisis, risk-taking may increase, as they will nevertheless be bailed out in a cri-
sis situation. This needs to be borne in mind when formulating the terms and con-
ditions for the purchases. But there is also a need for regulation and supervision
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that can increase the resilience of the financial markets in various ways. This is im-
portant to reduce risk-taking and the likelihood that central banks will need to in-
tervene.

More analysis of the impact of asset purchases is needed

Central banks' balance sheets have grown and become very large since the early
2000s, see figure 5. For example, the Riksbank's balance sheet has increased from
just over 5 per cent as a share of GDP before the global financial crisis to just un-
der 30 per cent today. Central banks have bought securities, primarily govern-
ment bonds, to make monetary policy more expansionary when the policy rate
has been close to the lower limit, and have also bought other securities to stabi-
lise the financial markets. There are of course strong links between these two pur-
poses. If there are problems on the financial markets, monetary policy has less im-
pact on other interest rates and therefore also less impact on demand and infla-
tion.

Now that the Riksbank and other central banks are starting to reduce their asset
portfolios, we should discuss what lessons we can learn from these purchases and
sales, and how we should use them as a monetary policy tool in the future. We
need to know more about how asset purchases work as a monetary policy tool.
The research literature has primarily studied the various purchases by the major
central banks. However, it is not obvious that one can draw conclusions from
these results and apply them to small open economies such as Sweden. For exam-
ple, the effect on the exchange rate may be a comparatively more important fac-
tor in smaller economies. In Sweden, households have a high level of indebted-
ness and very short interest rate fixation periods on mortgages. What role does
this play in asset purchases? In other words, there is room for more analyses and
studies of the effects of securities purchases in different economies.*?

A key issue concerns the economic conditions under which it is appropriate to
purchase securities. My current assessment is that securities purchases have the
best effect in times of crisis or when there is turmoil in the financial markets. Will-
ingness to hold risky assets can then quickly decline, which can make it difficult for
banks and companies to obtain financing. Asset purchases can then play an im-
portant role in stabilising individual markets and preventing contagion effects. As-
set purchases to push down general interest rates and thus further stimulate the
economy can be justified under certain conditions, for example in a situation
where the credibility of the inflation target is threatened or when the transmis-
sion mechanism via the banking system is weakened.* But | believe that the
threshold for extensive purchases of bonds to safeguard the inflation target
should be high. There are sometimes negative side effects of extensive asset pur-
chases that we need to take into account, for example, they may have a negative
effect on the functioning of the markets. In addition, it can be difficult to liquidate
large holdings when the situation normalises.

43 For a discussion of this and an overview of the literature on asset purchases, including the Riksbank's pur-
chases, see Akkaya et al. (2023) and Andersson et al. (2022).

4 See also my colleague Martin Flodén's discussion of the effects of the Riksbank's purchases in the speech "The
Riksbank's losses do not reflect the socio-economic results", 2022.
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So we need to learn more about the effects of phasing out or normalising asset
holdings. At the moment, of course, there is little experience of this, but we
learned back in 2013 that reactions in the financial markets can be strong, when
the Federal Reserve announced that it would start tapering its asset purchases.
We should consider whether we should not have an exit plan prepared before the
next time we need to make major asset purchases.

Normalisation of the Riksbank's securities portfolio has begun

In February, the Riksbank decided to actively reduce its asset portfolio by selling
government bonds. The decision was unanimous. The purchases of government
bonds were implemented to make monetary policy more expansionary. We are
now in a phase where monetary policy needs to be tightened and it is natural to
do so using all of our tools.

An alternative to actively selling securities is to simply let the portfolio decrease as
the securities mature. Last year the Riksbank's portfolio decreased for this reason,
but in April the Riksbank began selling government bonds to a value of SEK 3.5 bil-
lion per month. At the margin, this contributes to higher interest rates on govern-
ment bonds and thus a tighter monetary policy. At the same time, the increase in
the supply of a secure and easily tradeable asset can make the bond market func-
tion better. Under the assumption of sales for SEK 3.5 billion every month, and of
other bonds being held until maturity, the asset holdings will amount to just un-
der SEK 200 billion at the beginning of 2026, see Figure 6.

We have chosen not to sell other assets in our portfolio, i.e. covered, municipal
and corporate bonds. These bonds will nevertheless decrease in number at a rela-
tively fast pace as they mature. We also have few experiences of normalising large
holdings of bonds so far and it is therefore difficult to know how it will affect the
financial conditions. This could risk contributing to an increase in the turmoil on
the financial markets, especially in a situation where economic activity is slowing
down. However, | consider the risk of this happening in the market for govern-
ment bonds to be small, but should it be necessary, we will adapt our sales of gov-
ernment bonds to the situation.

Conclusion and summary

Inflation is currently far too high and our focus is to bring it down to the 2 per cent
target as soon as possible. According to our latest assessment, this should be
achieved in 2024. The bank collapses in the United States and Switzerland have
shown that despite the tighter regulations for banks following the global financial
crisis, there are still problems with high risks in the financial system. The global
standards for financial regulation therefore need to be amended on several
points.

Monetary policy, financial stability and fiscal policy are interdependent. | have dis-
cussed some policy implications of this:
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e There may be a conflict between price stability and financial stability,
which may look different and vary over time, and this can affect the mon-
etary policy stance.

e Monetary policy can in certain situations prevent the build-up of financial
imbalances; that monetary policy takes into account the build-up of risk
resulting from low interest rates under a longer period of time may there-
fore be wise. But the basis should still be that preventive measures are
not managed within the framework of monetary policy, but through the
regulation of capital and liquidity in the banks, for example.

e The Riksbank's independence is important for maintaining confidence in
the inflation target, but this does not prevent us from having an exchange
of information, for instance with the Riksdag Committee on Finance and
the Ministry of Finance on questions concerning the conditions for mone-
tary policy.

e The policy rate should be the main tool of monetary policy. Asset pur-
chases are particularly effective in financial crises and when markets are
not functioning well.
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Figure 1. CPIF and CPIF excluding energy and forecasts
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Figure 2. Long-term inflation expectations
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Figure 3. Private indebtedness as a proportion of GDP
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Figure 4. National debt in Sweden and the G7 countries
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Figure 5. The Riksbank’s balance sheet total
Per cent
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Figure 6. The Riksbank's asset holdings and forecast
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Note. The striped bars represent a forecast based on maturities and decisions that no asset
purchases will be made after 2022 and that government bonds will be sold for a nominal value
of SEK 3.5 billion per month.

Source: The Riksbank.
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