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Both price stability and financial stability are important for achieving macroeconomic stability. It is not clear-
cut, however, what weight should be attached to financial stability and price stability considerations, respec-
tively, when making monetary policy decisions. Nevertheless, both the communication and the monetary pol-
icy decisions of central banks indicate that financial stability is in the process of acquiring a more distinct role
in monetary policy. This can be ascribed to the recognition that financial stability has consequences for future
developments in inflation and output. In Norway, financial stability assessments are incorporated in the mon-
etary policy advisory process, as Norges Bank Financial Stability contributes information, forecasts and rec-
ommendations in the process leading to monetary policy decisions.

1 Introduction

Central banks aim to promote economic stability, usual-
ly by targeting price stability and financial stability. In
monetary policy regimes that target low and stable infla-
tion, the key interest rate is the main policy instrument.
However, the level of and the changes in this policy rate
may also have an impact on financial stability. In some
situations, the two objectives may be in conflict.

What weight should be attached to financial stability
and price stability considerations, respectively, when
making monetary policy decisions? Financial instability
normally develops over a long period, and there are con-
siderable problems associated with operationalising and
measuring financial stability. The challenges linked to
modelling the interplay with monetary policy are even
greater. Flexible inflation targeting, where emphasis is
placed on both variability in inflation and variability in
output and employment, is a framework where the out-
look for financial stability may have monetary policy
consequences to the extent that it influences future infla-
tion and output.

External communication and policy decisions in a
number of central banks indicate that taking account of
financial stability has consequences for practical mone-
tary policy. At Norges Bank, financial stability assess-
ments are part of the preparations leading up to monetary
policy decisions. Norges Bank Financial Stability* con-
tributes by compiling and evaluating information from
the financial sector as well as information concerning the
financial position of households and enterprises. In addi-
tion, it provides specific recommendations on the mone-
tary policy strategy in the light of the financial stability
outlook, where projections of macroeconomic variables
of importance to financial stability figure prominently in
the assessments.

Section 2 of the article discusses the relationship
between price stability and financial stability, and its
consequences for the conduct of monetary policy.
Section 3 considers three aspects of Norges Bank's incor-

poration of financial stability in monetary policy: the
underlying motivation; the specific contributions; and
the basis for the assessments.

2 The link between price stability
and financial stability

Both price stability and financial stability are important
for achieving macroeconomic stability. When inflation is
low and stable, economic agents are in a better position
to distinguish relative price changes from changes in the
general price level. A more reliable information set
underlying decisions on resource allocation contributes
to stability in credit and securities markets, and price sta-
bility thus contributes to financial stability. Similarly,
financial stability is a prerequisite for macroeconomic
stability. Instability in the financial system may lead to
pronounced fluctuations in monetary variables and in the
real economy. Hoggarth et al. (2001) showed that finan-
cial crises entail not only financial costs, but also costs in
the form of lost output. A smoothly functioning financial
system also contributes to promoting macroeconomic
stability. Deeper financial markets have probably
increased the capacity of the financial system to absorb
adverse shocks to the economy. White (2002) points to
the emergence of a steadily increasing diversity of cred-
it channels. New instruments are better suited to trans-
ferring various types of risk to those best able to cope
with it. In addition to banks, institutions that channel
credit include securities markets, pension funds, insur-
ance companies and mortgage companies that specialise
in high risk projects. White (2002) also stresses that
financial institutions now measure risk more accurately,
and that it has become simpler and cheaper to access and
to exchange information. This helps markets to function
more efficiently during periods of turbulence.

Although the objectives of price and financial stability
are compatible in many situations, this provides no guar-
antee of financial stability during periods of price stabil-

1 'We should like to thank Kristin Gulbrandsen, Kjersti-Gro Lindquist, Ingvild Svendsen,Thorvald Grung Moe, Tor Oddvar Berge, Dag Henning Jacobsen, @istein Rgisland

and Morten Jonassen for useful comments and suggestions.

2 Norges Bank’s work on price stability and financial stability is divided between two separate organisational areas: Norges Bank Monetary Policy (NBMP) and Norges

Bank Financial Stability (NBFS).
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ity. Since the episodes of high and unstable inflation in
the 1970s, inflation has been reduced and become more
stable in most countries. Nevertheless, there have been a
number of incidents where the financial system has been
under pressure, with large fluctuations in asset prices and
debt levels. In the most serious cases, these have devel-
oped into financial crises.

Much of the explanation for the episodes of financial
instability must be ascribed to problems associated with
the transition from a regulated to a liberalised financial
system (see Allen and Gale, 1999)°. Financial liberalisa-
tion may to some extent have increased the volatility of
the financial system, because inherent pro-cyclical
forces in financial markets are subject to fewer restric-
tions than before (Borio et al. 2001). On the other hand,
increased system volume and liquidity serves to create
greater stability.

The recent relatively long period of low and stable
inflation has shown that strong economic growth does
not necessarily result in high inflation (see Chart 1).

If the cause of the strong growth is a positive supply
side shock, for example in the form of stronger interna-
tional competition or higher productivity, inflation will
remain low. In such situations, it can therefore be argued
that there is less of a case for tightening monetary poli-
cy. The combination of moderate interest rates and
strong economic growth may then lead to an upswing in
asset and property prices. This will tend to lead to an
increase in bank lending, because economic agents need
more capital to purchase assets. There is a risk of their
becoming overly optimistic in their assessment of the
future. A number of studies have shown that risk per-
ceptions tend to depend on the current state of the econ-
omy.* If economic agents systematically overestimate the
probability that the economy will continue to grow at the
same high pace, this may lead to an excessive rise in
asset prices relative to fundamentals. The new higher
debt level may then be unsustainable over time for eco-

Chart 1 Difference between GDP growth and consumer price
inflation in selected countries. Annual figures. 1990-2005
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nomic agents. At some point in time, for example when
economic growth begins to stagnate, imbalances may
unwind abruptly. If they have been extensive, the effect
may feed through into the financial system and the real
economy, through falls in collateral values and a decline
in the debt-servicing capacity of households and enter-
prises’. This happened during the Nordic banking crises
in Norway, Sweden and Finland in the late 1980s and
early 1990s.

Thus price stability is no guarantee of financial stabil-
ity. A somewhat more controversial view is that mone-
tary policy oriented towards low and stable inflation may
be a source of financial instability. Borio and Lowe
(2002) take a case in which monetary policy, aimed at
low and stable inflation, is accorded a high degree of
credibility by economic agents. They take low inflation
as a given in wage settlements and price-setting, even in
a situation where the economy is approaching full capac-
ity utilisation. This delays price signals in the products
market, which in turn delays the monetary policy
response to demand pressures. The pressures may
instead be manifested in the form of an upswing in asset
prices and the debt level, variables that are not affected
by inflation expectations, and to which monetary policy
does not respond. By the time inflationary pressures ulti-
mately feed through to the products market, financial
imbalances have had a chance to build up.

The relationship between price stability and financial
stability is normally benign, but it may change over time.
Monetary policy-makers may therefore have to consider
whether to trade the two objectives off against one anoth-
er. The emergence of ever more relevant literature on this
subject in recent years bears witness to a growing recog-
nition that dilemmas of this kind can arise. Should there
be a trade-off between the objectives of financial stabili-
ty and price stability in monetary policy decision-mak-
ing? Conclusions based on theoretical models vary, but
central bank practice appears to be fairly similar.

Challenges in taking account of financial
stability in monetary policy

Financial stability is important in the conduct of mone-
tary policy. As discussed above, the state of the financial
system has a direct impact on the economic objectives
that the central bank attempts to attain. Moreover, finan-
cial stability plays a more concrete role in the conduct of
monetary policy. A smoothly functioning financial sys-
tem enhances the effect of changes in the central bank’s
policy rate on money market rates. These are the inter-
est rates that ultimately influence the central bank’s
monetary policy objectives through their impact on con-
sumption and investment.

In order to take explicit account of financial stability in
the conduct of monetary policy, financial stability must
be clearly defined. The concept is complicated and diffi-

3 For example, one of the key factors triggering the Norwegian banking crisis was the failure to dismantle the artificially low, politically regulated interest rates following
the deregulation of the credit system. For a further elaboration of the Norwegian banking crisis, see Moe et al., 2004.

4 See for example Borio, Furfine and Lowe (2001).

5 An asset price correction will result in a fall in collateral values, which in turn may lead to a credit squeeze. Bordo and Jeanne (2002) show that this may lead to

undesirable boom-bust investment cycles (see also Kiyotaki and Moore, 1997).
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cult to operationalise® and this field of research is still in
its early phase. Developments in financial stability can-
not be captured in a simple qualitative measure (see
Houben et al., 2004). The state of financial institutions,
markets and infrastructure is decisive, but it is not obvi-
ous how to include and weight the elements in appropri-
ate intermediate objectives. Moreover, there must be an
understanding of how financial stability is influenced by
factors within and outside the financial system, and what
conditions actually threaten financial stability.

A common definition of financial stability is the
absence of imbalances in financial markets (Foot, 2003).
There is an ongoing debate as to whether the central bank
should react using the precautionary principle by tight-
ening monetary policy to counter the emergence of imbal-
ances in the financial system. There are many challenges
involved in such an approach (see e.g. Bernanke and
Gertler, 2001). Identifying imbalances requires the identi-
fication of the causes underlying developments in asset
prices, which is a difficult task. The relationship between
sharply rising asset prices and debt accumulation and a
period of financial instability varies over time. A mone-
tary policy response would not necessarily be able to
reduce the imbalances, and the degree of precision might
be low. An excessive tightening of monetary policy may
lead to instability in other sectors of the economy. If cen-
tral banks have a stated strategy of responding to imbal-
ances, this may have a negative effect on economic
agents' behaviour by impairing their assessment of future
risk. In that case, the monetary policy strategy could cre-
ate imbalances rather than preventing them.

Nickell (2005) illustrates these difficulties by looking
at the surge in house prices in the UK in 2002. In his
analysis, he finds that an interest rate increase of about 3
percentage points over three years would be necessary to
curb the rise in house prices. Nickell’s calculations show
that such a monetary policy response would have led to
a decline in GDP growth of '/ per cent in 2003. In addi-
tion, Nickell argues that it is difficult, both in real time
and in retrospect, to determine whether the rise in house
prices actually represented an imbalance.

The difficulties relating to identification and imple-
mentation may indicate that monetary policy should only
be used as a reactive instrument to alleviate the effects of
a financial crisis, and not as a proactive instrument to
prevent financial imbalances (see Greenspan, 2002).
Those who are still in favour of a precautionary approach
to financial imbalances recognise the problems above,
but argue that the costs of not responding are too high to
disregard. Borio and Lowe (2004) argue that there are
also serious estimation and identification problems asso-
ciated with other variables, such as the output gap’; a key
variable in monetary policy analyses. The challenges of
identifying and measuring financial imbalances should

6 For a discussion of different definitions of financial stability, see e.g. Schinasi (2004).

therefore be addressed. Gruen et al. (2003) argue that
three factors are decisive in determining whether the pre-
cautionary principle should be applied. The likelihood
that imbalances will resolve themselves should be low,
efficiency losses associated with the bubble should be
high and the expected effect of monetary policy on bub-
bles should be substantial.

The activist view has often been referred to as "leaning
against the wind", and entails increasing the key rate in
response to emerging financial bubbles with the aim of
reducing the likelihood of future economic instability and
the costs that would imply. This can be likened to an
insurance policy, where the insurance premium is the cost
of potentially lower economic growth for a period (Bordo
and Jeanne, 2002).

Many countries have introduced an explicit inflation
target for the conduct of monetary policy. In addition to
stabilising inflation, weight is commonly given to short-
term stabilisation of the real economy, known as flexible
inflation targeting’. Bean (2003) argues that a flexible
inflation target takes sufficient account of the objective of
financial stability in the conduct of monetary policy. A
financial crisis or a sharp unwinding of financial imbal-
ances may have an adverse impact on future inflation and
output. Central banks should therefore give weight to
such events in their maroeconomic forecasts and respond
accordingly. The outlook for financial stability will have
monetary policy implications to the extent that as it has
consequences for future inflation and output. Thus, a sep-
arate financial stability objective for monetary policy is
not necessary. Moreover, flexible inflation targeting
ensures that economic agents will not be charged high
interest rates at the same time as unemployment is high
and demand in the economy is low. Critics argue that it
takes a long time for financial imbalances to build up and
that flexible inflation targeting should thus apply a longer
time horizon in the assessment of the outlook for inflation
and output. The need for greater emphasis on the distrib-
ution of risk around future expectations has also been
highlighted (see Borio, 2005).

The costs associated with financial instability are not
necessarily linked to the effects on prices and output.
For example, structural costs may arise as a result of
poor decisions by agents using faulty information. It can
be argued that flexible inflation targeting, where the
focus is only on the costs of imbalances in the form of
future inflation or production, does not give sufficient
weight to financial stability". This view implies that
financial stability should be an independent objective of
monetary policy. In addition to the operational chal-
lenges associated with such a monetary policy regime,
one can argue that agents will have difficulty under-
standing the monetary policy strategy and hence strug-
gle to form stable expectations about the central bank’s

7 The output gap can be defined as the difference between actual output and potential output in an economy, and is then used as a measure of pressures in the economy.

8 Trichet (2005) defines “leaning against the wind” as increasing the interest rate to or over the level that is necessary to maintain price stability in the near and medium

term when a potentially adverse increase in asset prices has been identified.
9 For a further discussion of flexible inflation targeting, see Svensson (2003).

10 See, for example, the discussion in Norges Bank Watch 2005.
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response pattern when this involves a trade-off between
several different objectives.

International practice among central banks reflects a
growing awareness of financial stability issues in the con-
duct of monetary policy". In situations where the finan-
cial system is under pressure, there appears to be agree-
ment that monetary policy should be used to promote
financial stability (Gjedrem 2005). As regards the ques-
tion of whether the central bank should respond to long-
term imbalances, the communication and practice of cen-
tral banks reflect a similar view, albeit with different
rationales. In a speech given in 2002, Federal Reserve
Chairman Ben Bernanke, then member of the FOMC,
took a positive view to giving weight to financial bal-
ances in the conduct of monetary policy to the extent that
they have an impact on inflation. ECB President Jean
Claude Trichet argued in a speech in June 2005 that
allowing short-term deviations from price stability on the
basis of financial imbalances could in some cases be an
optimal monetary policy if this better ensures price sta-
bility in the longer run (Trichet, 2005).

The BIS Annual Report (2005) points out that both the
Bank of England and the Reserve Bank of Australia indi-
cated that concerns about rising house prices and debt
played a role, along with strong demand growth, in
explaining their interest rate increases in 2005. Sveriges
Riksbank, for similar reasons, did not lower interest rates
as much as might have been expected given that it was
actually undershooting its inflation.

The objective of financial stability thus seems to have
a bearing in the practical conduct of monetary policy, but
how do central banks approach this issue in practice? The
next section explores three aspects of incorporating
financial stability into Norges Bank's monetary policy:
the motivation, specific contributions and basis for the
assessments.

3 Financial stability and monetary
policy in Norges Bank

Norges Bank’s monetary policy is oriented towards low
and stable inflation. Inflation targeting shall be flexible
so that weight is given to both variability in inflation and
variability in output and employment. The Executive
Board sets the key rate. The Executive Board is com-
posed of five external members in addition to the central
bank governor and deputy governor. Three times a year,
the Executive Board decides on a strategy for the imple-
mentation of monetary policy over the subsequent four-
month period. Interest rate decisions are normally taken
by the Executive Board at its monetary policy meetings
held every sixth week. Norges Bank Monetary Policy
plays a key role in the preparatory work for the monetary
policy meetings and the strategy discussion. Their work

11 For a further discussion, see Gjedrem (2005).
12 Inflation Report 3/05

includes projections for economic variables and monetary
policy analyses. Norges Bank Financial Stability (NBFS)
also participates in the process by contributing informa-
tion, assessments, forecasts and advice. This role is fur-
ther discussed below.

Motivation

In its work on financial stability, Norges Bank monitors
financial institutions and securities markets in order to
identify developments that may weaken the stability of
the financial system. The assessments are published
biannually in the report Financial Stability. The assess-
ments of financial stability are also included in the
preparatory work for the monetary policy meetings. The
Governor of Norges Bank, Svein Gjedrem, discussed
the underlying motivation for this in a speech (Gjedrem,
2005). He highlighted three aspects:

- Monetary policy should pay sufficient attention to
the potential risks to financial stability.

- In monetary policy work, all available information
that may influence future inflation and output
should be taken into account. One of the six criteria
for evaluating monetary policy strategy reflects one
aspect of this: “Interest-rate policy must also be
assessed in the light of developments in property
prices and credit. Wide fluctuations in these variab
les may in turn constitute a source of instability in
demand and output in the somewhat longer run.”"

- Structural and empirical information about factors
central to analyses of financial stability, such as
financial markets, asset prices, financial institutions
and the debt-servicing capacity of households and
enterprises, provide extra information about devel-
opments in the Norwegian economy."

The specific contributions

NBFS contributes in the preparations leading up to mon-
etary policy decisions by compiling, sorting and evaluat-
ing information with a bearing on financial stability. The
information is used in the overall assessments of the eco-
nomic situation and the future outlook that is presented
in the Inflation Report. NBFS also provides the
Governor with specific advice on the monetary policy
strategy three times annually in the light of the financial
stability outlook. The advice contains an evaluation of
the prospects for a build-up of financial imbalances in the
long term. This is analysed mainly by means of projec-
tions of macroeconomic variables with a particular bear-
ing on financial stability.

In connection with the monetary policy meetings every
six weeks, NBFS advises the Governor as to which inter-
est rate decision will best safeguard financial stability.

13 The financial stability outlook is reported twice a year in the Financial Stability report, which has been published since 1997.
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This advice does not weigh up the objective of financial
stability against that of attaining the inflation target. The
written contribution contains short-term assessments of
the prospects for acute liquidity and solvency problems
in the financial sector. The risk of a build-up of financial
imbalances that may threaten financial stability over time
is also discussed. This discussion is closely related to the
analyses in the input to monetary policy strategy and the
Inflation Report.

Assessments

A large range of data and analytical tools can be drawn
upon in the work of providing input for monetary policy.
Banks, households, enterprises, financial markets and
asset prices are all important factors in evaluating finan-
cial stability. The situation of the household sector and
the enterprise sector, in particular, are thoroughly
analysed from both a macro- and a micro-perspective,
because they affect banks’ credit risk. This constitutes
important information in the monetary policy process.

Macroanalyses

Macroanalyses, with the focus on households, enterpris-
es and financial institutions as a group, feature promi-
nently in NBFS’s input into the process that culminates
in monetary policy decisions. The analyses are based
largely on macroeconomic equations which are estimat-
ed for variables that are indicators of the situation in
these sectors.

Bankruptcy trends are an important indicator of the
debt-servicing capacity of enterprises. Jacobsen and
Kloster (2005) have modelled an equation for bankrupt-
cy developments in which the real interest rate, real
exchange rate, level of activity in Norway and abroad,
real production costs and commercial property prices are
all included as explanatory factors. In a small, open econ-
omy like that of Norway, the international competitive-

Chart 2 Forcasting and policy analysis system
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ness of enterprises is particularly important. The empir-
ical analysis indicates that developments in the krone
exchange rate and domestic production costs relative to
foreign costs can substantially influence the number of
bankruptcies, and hence financial stability.

Historically, banks’ losses on loans to households have
been relatively low compared with losses on loans to the
corporate sector, and the credit risk on loans to enterpris-
es is therefore higher than that on loans to households.
The situation in the household sector is nevertheless
important for two reasons. First, households account for
an increasing share of bank loans. The potential impact of
the household sector on the financial system has therefore
increased. Second, pronounced negative developments in
the household sector will lead to enterprises experiencing
a fall in demand. Such an indirect effect may have sub-
stantial consequences for the total credit risk of banks.
The estimated macroeconomic equations for develop-
ments in house prices and household debt are central to
analyses of the household sector (Jacobsen and Naug,
2004, 2005). Interest rates, housing starts, unemployment
and household income are the most important explana-
tory factors behind house price developments, which in
turn constitute the key explanatory factor for develop-
ments in household debt. A change in house prices has a
strong and prolonged effect on household debt, because it
takes time before all dwellings are sold at the new price
level. Other explanatory variables for household debt are
housing stocks, interest rates, unemployment, turnover in
the housing market and wage income.

NBFS has linked its econometric macro-equations to
Norges Bank’s forecasting and policy analysis system
(FPAS)". They form part of the financial stability satellite,
which is still being developed and which is linked to the
core model and other satellites in the system (see Chart 2).

FPAS enables us to analyse developments in the real
economy and the financial system within a common
framework, with internally consistent paths for central
economic variables. The system can
also be used for analysing alterna-
tive risk scenarios for macroeco-
nomic developments. A common
database and infrastructure simplify
cooperation between NBFS and
NBMP. The system does not include
explicit channels for the repercus-
sive effects of the variables in the
financial stability satellite on the
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14 For a more detailed account of the FPAS, see Qvigstad (2005).

mates.

15 In addition, NBFS uses a small-scale estimated aggregated model to capture the effects of the financial sector on the rest of the economy. When different monetary poli-
cy strategies are to be evaluated in the light of the financial stability outlook, such effects may be important.
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Chart 3 shows the projections for money market rates
and the output gap through the forecast period in
Inflation Report 3/05. Chart 4 shows projections for
developments in house prices and household debt, which
are based on the projections for interest rates and other
macroeconomic variables upon which the report is
based. A gradual rise in interest rates contributes to curb-
ing the rise in house prices and debt growth after a while.
It is important to bear in mind that models are uncertain,
and that the estimates must be interpreted with caution.

In NBFS’s input into the monetary policy strategy,
macroanalyses are used as a basis for evaluating the out-
look for the financial position of households and the
enterprise sector. A development that strengthens their
financial position will reduce banks’ credit risk, and
thereby improve the financial stability outlook. The con-
sequences of various interest rate paths are analysed in
order to identify the monetary policy that best safeguards
financial stability. The interests of the household and
enterprise sectors may be in conflict, as illustrated by
developments in the Norwegian economy in recent

Chart 3 Money market rate and output gap in Inflation Report
3/05. 2004 — 2008
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years. Norway has experienced a period with a strong
rise in house prices and household debt growth. An inter-
est rate increase may curb this rise, and thereby reduce
the risk of more unstable economic developments in the
long term. This will contribute positively to financial sta-
bility. On the other hand, a rise in interest rates could lead
to an appreciation of the krone, and thereby increase the
number of bankruptcies in the enterprise sector. This will
contribute negatively to financial stability. In NBFS’s
advice on monetary policy strategy, these two considera-
tions must therefore be weighed against one another, and
the FPAS system is a tool for assisting in this process.

16 For a presentation of the SEBRA model, see Eklund et al. (2001).

Microanalyses
Microanalyses focus on individual households, enterpris-
es and financial institutions.

Norwegian microdata on these areas are of high quality
and are relatively easily available, and form a valuable
basis for Norges Bank’s macroeconomic monitoring and
modelling.

Household microdata are based on Statistics Norway's
Income Distribution Survey. This survey provides infor-
mation on the financial position of a representative sam-
ple of households. The last survey (2003) covered
17 000 households. This material can be used to reveal
how many households have a high debt burden, and the
share of total debt that is attributable to these households.
We can also determine how financial wealth is distrib-
uted, and how many households with a large amount of
debt also have small financial buffers. The analyses indi-
cate how vulnerable households are to unexpected nega-
tive economic shocks.

In the enterprise sector, the microanalyses are based on
accounts figures for all Norwegian limited companies, of

Chart 4 Rise in house prices and household debt in Inflation
Report 3/05. 2003 - 2008!
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which there were 125 000 in 2004. Detailed analyses can
therefore be carried out of developments in the prof-
itability and financial strength of various enterprises and
industries. A bankruptcy prediction model has also been
developed which is estimated on these data.'® The model
provides estimates of the probability of individual limit-
ed companies going bankrupt in the course of the next
three accounting years. The probability is a function of
age, size, industrial characteristics and accounting vari-
ables which represent the company’s earnings, liquidity
and financial strength.” By combining the individual
bankruptcy probabilities, a measure is obtained of the
bankruptcy risk facing the enterprise sector as a whole.
Moreover, by multiplying the debt of the individual

17 Syversten (2004) compares the prediction capability of the SEBRA model with that of Moody’s KMV Private Firm model for Norway. He concludes that the precision

of SEBRA is just as high as, or somewhat higher than, the precision of the KMV model.
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enterprise with the corresponding bankruptcy probability,
an estimate can be obtained of banks’ risk-weighted debt.
This may be an indicator of banks' prospects of losses on
loans to enterprises.'®

Microdata for households and enterprises are used to
supplement and add detail to the picture provided by the
macroanalyses. If one group of households has the largest
share of the debt, while another group has the largest
share of the wealth, this may constitute a risk factor for
financial stability, even if the overall situation appears
satisfactory. Microdata are only published once a year,
and are mainly commented upon when new data are
available. Nevertheless, the conclusions drawn from the
analyses always form a part of the assessments provided
in NBFS’s interest rate recommendations.

Financial markets

In the input to monetary policy strategy, assessments of
financial markets are used to supplement the assessments
of the economic balance of risks in the period ahead. It is
desirable that prices in financial markets reflect the fun-
damental value of the underlying object. This will reduce
the risk of abrupt, substantial price changes which would
affect the value of the financial reserves of financial
institutions. A sudden change in prices in the equity mar-
ket will also affect the earnings of listed companies and
households, and thus affect the credit risk of banks. Such
shocks may thus threaten financial stability.

Financial markets are particularly volatile and difficult
to model. Nevertheless, various indicators may help to
reveal valuations and driving forces in markets.” The
ratio of share prices to expected earnings (P/E) is one
such indicator. A rise in share prices may reflect an
upward adjustment of expectations regarding compa-
nies’ future earnings, so that the P/E ratio remains
unchanged. A rise in the P/E ratio may be due to a lower
risk premium. Sharp upswings in financial markets due
to investors' underestimating future risk may give rise to
turbulence. The degree of uncertainty associated with
future price developments can be measured by means of
implied volatility indicators.

In the input to monetary policy strategy, a broad set of
valuation indicators for the financial market are discus-
sed, with a view to identifying the potential for substan-
tial price changes in securities markets which may be a
source of economic instability. Market expectations
regarding future economic developments are also dis-
cussed. There is a particular focus on equity markets and
the earnings growth and risk premia that are priced into
share prices.

Overall assessment

The assessments of financial institutions, enterprises
and households, and developments in financial markets
are combined to provide a qualitative overall picture of
the financial stability outlook. This picture is thorough-
ly documented in the Financial Stability report. Recom-
mendations are also provided on the interest rate path
that will best safeguard financial stability in the period
ahead. The insight and recommendations become part of
the basis for monetary policy decision-making through
the established channels, which ensures a focus on
financial stability considerations in monetary policy. In
addition, micro- and macro-knowledge of the financial
system and the financial position of households and
enterprises provide extra information on developments
in the Norwegian economy.

Norges Bank’s Executive Board receives an overall
recommendation concerning the monetary policy strate-
gy and the interest-rate decision. The financial stability
outlook is also assessed in the recommendation. The
Executive Board’s assessments and trade-offs are pre-
sented in the discussion of monetary the policy strategy
and press releases associated with interest rate decisions.
The discussion of the background to the monetary policy
strategy adopted on 2 November 2005 includes the state-
ment that “Safeguarding financial stability implies that
the interest rate should be brought up towards a more
normal level.” Following an overall assessment of the
economic outlook, the Executive Board concludes that
“the interest rate may gradually — in small, not too fre-
quent steps — be brought back towards a more normal
level. (...) The interest rate path presented in this Report
will provide a reasonable balance between the objective
of bringing inflation up to target and the objective of sta-
bilising developments in output and employment, condi-
tional on the information Norges Bank has at this junc-
ture.”

4 Conclusion

Financial stability and the interplay between financial
stability and monetary policy are relatively new fields of
research which are continuously evolving. There is no
simple answer to the question of how much emphasis
the central bank should place on financial stability con-
siderations in its monetary policy. Nevertheless, both the
communication and the monetary policy decisions of
central banks indicate that financial stability is in the
process of acquiring a more distinct role in monetary
policy. This can be ascribed to recognition that financial
stability has consequences for future developments in
inflation and output. In Norway, financial stability
assessments are incorporated in the monetary policy
advisory process, as Norges Bank Financial Stability
contributes information, forecasts and advice in the
process leading to monetary policy decisions.

I8 The results must be interpreted in the light of the strong probability that the banks will recover part of the loan in the event of bankruptcy, so that the losses will be less

than indicated by the risk-weighted debt.

19 For a discussion of the use of financial market indicators, see for example the special feature in the ECB’s Financial Stability Review, December 2005. “Measurement

challenges in assessing financial stability”.
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