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To: Members of the Executive Board 

From: The Secretary 

Subject: Norway-New Regulation on Monetary Policy 

The Secretary has received the following memorandum dated March 29,200l from 
Mr. Lehmussaari: 

Please find attached a copy of a letter from the Central Bank of Norway which 
was sent to the Managing Director today. 

Att: (1) 

Other Distribution: 
Department Heads 





Central Bank of Norway 

The Govemor 

Ii& Horst Ktililer, Managing Director 
IInternational Monetary Fund 

Your ref. 

Dear Mr mhler, 

Pursuant to Article IV, Section 2(a) of the &IF’s Articles of Agreement, NoMray hereby notifks the 
Fund that a new regulation on monetary policy has been established by Royal Decree of 29 March 
2001 pursuant to Section 2, third paragraph, and Section 4, second paragraph, of the Act of 24 May 
1985 no. 28 on Norges Bank and the Mono&q System. 

Monetary policy shall be aimed at stability in the ZWnvegian ioone’s national and international 
value, contributing to stabIe eXpectations concerning exchange rate developments. At the same 

. time, monetary policy shall underpin fiscal policy by contributing to stable developments in output 
and employment. 

Norges l3Banzc’s implementation shall be oriented towards low and stable inflation, The operational 
target of monetary policy shall be annual consumer price infkltiOn of approximately 2.5 per cent 
over time. 

The regulation COXISS into force immediately. The regulation of 6 May 1994 on the excbge rate 
system for the Norwegian lcrone is repeakd from the same date. 

Please find enclosed the press release of 29 Marc) 2001 fkom Norges Bank, Norges Bank’s letter of 
27 March 2001 to the Ministty of Finance and the new regulation on monetary policy. 

Yours sincereIy, 

~~ 
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Ress release 29 Match 2001 

The implicationS sf the new mandate for mCmet.zWy policy 
_ ,_. . _ -” 

pe Government &S today issued a new regulation on monetary policy, with the 1 
introduction of an inflation target of 2.5 per cent. Norges Bank issued its opinion on 
the new marAte and the consequences for the conduct of monetary policy in a 
submission of 27 Mar& 2001 to the Ministry of Finat~e. In the submission, Norges 
BarA states that the communication of Norwegian monetw policy may be facilitated 
with the Government now quantifying an inflation target, in line with inkmational 
practice. The submission is published on Norges &ik’s website. 

Central Bank Governor Svein Gjedrem affirms that the application of the new 
guideEm% kll not result in significant changes in the conduct of monetary policy, 

. This applies both to the basis for the Executive Board’s monetary policy decisions 
and day-today lQ.&iity nkmagement. 

Unchsmgcd monetary policy stance 

In the light of recent trends in the economy and the b&nce of risks, the probability 
that the next change in interest rates will. be a reduction is ~t.ill the same as the 
probability of an increase, says the Governor, 

In the March ?nfzntin &pwz, price hfiation wazgmjected to fall below 2% per cent 
towards the end of next year and into 2003. However, we must assess the effects of 
the inflation target on infiation expecrations. Changes in inflation expectations may 
influence our wage and price inflation projections. The moderate phasing in of 
petroleum revenues as described in thy Govmexit’s Long-Term Programme may 
also have an impact. Our projections are based on a technical assumptiOn of a neutral 
fiscal stance. On balanm, the evidence at hand does not support a change in Norges 
Baik's monetary policy stance, says Governor Gjedrem. 



.._ 

Norges Bank refers SO the M&try of Finance’s letter of 26 March. 200 1 concerning the. 
guid&ines for monetary policy, ebclosli;ng a draft for a new regulation submitted so Norges 
Bank for comment. 

The Bank does not object to the formal procedure, with the adoption of a joint regulation 
pursuant to Section 2, third paragraph, and Section 4, second paragraph, of the Act on 
Norgedibnk and the Monetary System. 

The draft regulation Sates: 
“. . .Norges Bank’s implementatioti of monetary policy shall, in accordance with the f’lrst 
paragraph, be oriented towards iow and stable inflation. The ope~tional target of monetary 
policy shall be annual consumer price inflation of approximately 2.5 per cent over time.” 

The fundamental task of monetary policy is to provide the economy with a nominal 
anchor. Nominal stability is the best contribution monetary policy can make to economic 
growth and prosperity. A nominal anchor is also a necessary precondition for stability in 
financial markets and property markets. 

Pursuant to its existing mandate, Norges Bank has oriented monetary policy instruments 
with a view to bringing price and cost inflation down towards the corresponding aim for 
inflation of the European Central Bank. There has been confidence in the conduct of 
monetary policy. The communication of Norwegian monetary po&y may nevertheless be 
faditated with the Government now quandfling an inflation target, in line with 
international practice, 

The inflation target of 2.5 per cent is slightly higher than similar objectives for Sweden, 
Canada and the enro area, but corresponds roughly to targets in the United Kingdom and 
Australia. The target is also approximately in line with the average inflation ratein Norway 
in the 1990s. 

Norges Bank is responsible for the implementation of monetary policy. In the light of 
developments in rece.nt years, the application of the new guidelines will not result in 
significant changes in the conduct of monetar$ policy, Norges &.I&‘~ key rates will be set 
on the basis of an over@l assessment of the inflatjon outlook. In the following, Norges 
Bar& presents its understanding of the regulation and the consequences for its 
irnplernentation aif monetary policy. 

Monetary policy affects the economy with considerable and vslliable lags. Consequently, 
the Bank must be forward-looking in its interest-rate setting. The effects of interest rate 
changes z&e uncertain and vary over time, Changes in the interest rate will be made 
gradually so that the Bank may assess the ef%cts of interest rate changes and other new 
information on economic developments. If price inflation deviates substantially from the 
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target for a period, Norges Bank wi?l set the interest rate with a view to gradually returning 
consum er price inflation to the target Norges Bank will seek to avoid unnecessary 
fhctuations in output and dem and. 

Cansum er price inflation norm ally varies from  m onth to m onth. Substantial changes in the, 
inflation rate m ay at tim es occur as a result of extraordinary fluctuations in certain product: 
m arkets or changes in direct and indirect taxes. In its analyses of different m easures of 

. underlying inflation+ Norges Bar& will assess the effects of changes in the interest rate __._. 
level, taxes, excise duties and extraordinary tem porary disturbances. Deviations between 
actual and projected underlying inflation wih norm ally be in the interval -I-/- 1 percentage 
point. 

Norges Bank places considerable emphasis on the transparency and com nnm icat~on of 
m onetary policy. Analyses carried out by the Bank and the background for the Bank’s 
decisions are published regularly. The Bank reports on the implementation of m onetary 
policy in its annual report, If there are significant deviations between actual price infiation 
and the target, the Bank w2l provide a thorough assessm ent in its annud report. Particular 
emphasis will be placed on any deviations outside the interval 4- I percentage point. - 

The drone is floating, and the value of the krone fluctuates periodically, as do the exchange 
rates of other small and open econom ies. The best contribution m onetary policy can m ake 
to stahilising exchange rate expectations is to aim  at the objective of low and stable 
inflation. Changes in the Norwegian interest rate Ievel have a predictible effect on the 
+-one exchange rate only when they also contribute to low and stable inflation. 

In its letter to Norges Bank, the M inistry of Finance states: 
. “In the Governm ent’s Long-Term  Program m e for 2002-2005, fiscal policy will be subject 

to ,tie following guidelines: 

Consickwable emphasis m ust continue to be placed on stabilising fiuctnations in the 
economy in order to ensure appropriate capacity utiI.isat.ion and low unem ploym ent. 
Petroleum  revenues will gradually be phased into the economy, approxim ately in 
step with the expected real rem rn of the Petroleum  Fund. 

This implies a m oderate increase in the phasing in of petroleum  revenues in the years 
ahead. 
Fiscal policy shall continue to have a m ain responsibility for stabilising developm ents in 
the Norwegian economy. A t the sam e tim e, petroleum  revenues shall bc phased in 
gra+ally and in a sustainable m anner in the Norwegian economy, with considerable 
emphasis on ensuring a continued strong internationally exposed sector, contibuting to 
long-term  balance in the &oriomy. 

In this situation, a clear, form al anchor is required to reinforce m onetary policy’s 
role in underpinning stable ecouom ic developm ents, . . .” 

Norges Bank concurs that there m ust be a sound interplay between fiscal policy and 
m onetary policy to ensure stable econom ic devrtlopm ents. It would be advantageous if 

. fiscal p@icy could be used to counter fluctuations in dem and .and production. 

Norges Bank would assert that a gradual pha&g in of petroleum  revenues approxim ately 
in step with the expected real return of the Petrolenm  Fund will, cetetis pa&us, conebnte 
to deteriorating conditions for businesses exposed to international com petition. 
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The Norwegiar~ economy and governm ent finances are influenced by large and varying 
revenues fkom  petroleum  activities. The basis fq determ ining central governm ent 
expenditure and taxes Tom one year to the next m ay then easily be impaired. If budget 
spending is aliowed to vary &  step with oil prices, the Norwegian economy zuay . 
expqience abrupt shifts and instability. Changes in oil prices could then quickly influence 
wage and price expectations, the exchange rate +nd long-term  interest rates. In that case it . 
would be very dem anding to achieve nom inal stability. Short-term  interest rates would 
then have to be changed frequerkly and sharply and will generally reflect an increased risk ____ 
prem ium  on the Norwegiian krone, which over tim e would result in a generally higher 
interest rate level. Norg$s Bank would therefoie emphaske the importance of establishing 
broad conseirsus concerning a credible long-tam  anchor for fiscal policy whicI~ t&es into 
account that oil prices m ay fiuctuak from  one year to the next. 

Sveii4 Gjedrem  
Jan F . Qvigstad 



Regulation on Monetary Polfcy 

Esrablivhed by Royal Decree of 29 March 2001 pursuant to Section 2, third paragraph. and Section 4, second 
p-mph. of the Acr of 24 May 1985 no. 28 ou Norges Bank and the Mone%uy System 

-.- _ _ -_ . 
$1. *- 
Monetary policy shall be akrqd at stabik@ in the Norwegian tine’s national and 
international value, contributing to stable expectations concerning exchange rate 
developments. At the same time, monetary policy shall underpin fist+ policy by contributing 
to stable developments in output and employment. 

Norges Bank iS responsible for the impkmentation of monetary policy. 

Norges Bank’s implementation of monetary policy shall, in accordance with the first 
paragraph, be oriented towards low and stable inflation, The operational target of monetary 
policy shall be annual consumer price infktion of approximately 2+$ per cent over time. 

III gener& the direct ef&cts on consumer prices resulting from changes in interest rates, taxes, 
excise duties and exvaordinary temporary disturbances shall not be taken into accofmt. 

Norges Bank shall regularly pubIW the assessments that form the basis for the 
implerwntation of monetary policy. 

The international V&I~ of the Norwegian krone is determined by the exchange rates in the 
foreign exchange market. 

04. 

‘! 

On behalf of the State, Norges Bank communicates the information concerning the exchange 
rate system ensuing from its participation in the International Monetary Fund, CC Sectioa 25, 
first paragraph, of the Act on NOI-&% Bank and the Monetary System. 

This reg@ation comes into force immediately, Regulation no. 033 1 of 6 May 1994 on the 
exchange rate &stem for the Norwegian krone is repealed from the same date. 


