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Independent monetary policy

* A choice between a fixed exchange rate and an independent monetary
policy.

* Afixed exchange rate implies that wage and price levels must adjust to
levels in other countries.

* |nflation targeting means that the exchange rate adjusts so that price and
wage inflation rates are consistent with the target.
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Real exchange rate
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Longer periods of time under a fixed exchange rate ourcesorges BankHS
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Model exercise

* Structural model for a small open economy

° Long-run real exchange rate

* Uncovered interest rate parity
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Higher foreign interest rates — flexible inflation targeting

1.2 Policy rate

0,8
0,6
04
0.2 /\—
0
-0,2

-0,4
0 5 10 15 20

==|\ore flexible =| ess flexible

Nominal exchange rate

1,5

0,5

0 5 10 15 20

===|\lore flexible ===| ess flexible

0,2

-0,2

0,4

-0,6

-0,8

0,2

0,1

Source: Norges Bank

===|\lore flexible ===| ess flexible

Output
5 10 15 20
=—=|\ore flexible ====| ess flexible
Inflation
0 5 10 15 20



1,2
0,8
0,6
0,4
0,2

0,2
-0,4

1,5

0,5

Higher foreign interest rates — stabilising the exchange rate seve: tewes sen
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Higher foreign interest rates — nominal and real exchange rate
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Conclusion

° Flexible inflation targeting means that we can promote other aims in
response to shocks.

* Monetary policy is now geared towards bringing inflation down to that it
approaches target somewhat further out.

* Afloating exchange rate is what enables us to some extent to choose our
own path.
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Thank you for the attention!
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