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The distributional effects of monetary
policy®

“Price stability is aprerequisite forsustained economicgrowth as well as full
employmentand it prevents an arbitrary redistribution of income and wealth.”
Thisis how the Riksbank concluded its press release on 15 January 1993, when the
inflation target was announced. The link between monetary policy, growth and
employment has beenvery muchinfocus overthe almost 25 years that have
passed since then. The distributional effects of monetary policy, on the other
hand, have been more or less overlooked, until the question came into the
spotlightagaininrecentyears.

When the Riksbank decided in early 1993 to begin steeringits policy towards an
inflation target, it was startingfrom a period when the major problem had beena
high rate of inflation and also a rate of inflation that fluctuated substantially from
one yearto the next. Havingahighinflationrateisas we know a probleminitself,
butitalso becomes more difficult for households and companies to make
financial decisions, as the real value of savings, investments and debt is affected
by large fluctuationsininflation. If inflation is higherthan expected, borrowers
benefitfromthe value of the debts being eroded, whilelenders and those with
large savings are correspondingly disadvantaged. This type of arbitrary
distribution between lenders and borrowers was common during the 1970s and
1980s.

The inflation target, together with the reforms of the fiscal policy framework and
the changesin wage formationinthe 1990s, has contributed toinflationin
Sweden both comingdownto a lowerlevel and becoming more stable than
before. The same has happenedtoinflationrates around the world. Itistherefore
not surprising that the question of the distributional effects of inflation and
monetary policy disappeared from the economic policy debate.

* 1 would like to thank in particular Bjérn Andersson, who has helped me produce this speech. Carl Andreas
Claussen, Charlotta Edler, Cecilia Roos-Isaksson, Stefan Laséen, Tomas Lundberg, Marianne Sterner, Ulf
Séderstréom and Anders Vredin have contributed with valuable comments.
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Distributional effects topical again

However, inrecentyears the question has become topical again. One reason for
thisisa growinginsightthatthe distribution of income and wealth may have
considerable significance forthe effects of monetary policy onthe economyasa
whole. Anditistherefore important to understand the relationships better.
Anotherreason why this has become topical againisthe rising asset pricesand
the effect that monetary policy has on the distribution of income and wealth.

We have gone through a long period where inflation has been low and central
banks around the world have struggled to bringinflation back up to their
respective targetlevels. One might thereforethink that the question of monetary
policy’s distributional effects has become topical because inflation has been
higherthan expected, which has benefitted some groups at the cost of others. But
thisis not actually the mainreason;insteaditisthe efforts the central banks have
made to increase activity in the economyand to bring up inflation.

Low interestrates have contributed to a rapidrise in prices of shares and other
assets, both financial assets and real assets. This effectinitself should be
inconspicuous. Asset prices normally rise when interest rates fall, which occursin
periods when monetary policy stimulates the economy. However, recent years
have been special in many ways. Apart from policy rates beinglow foran
unusually longtime, the Riksbank and other central banks have also used other
methods to further push down the general interestrate level, forinstance
purchases of government bonds. The monetary policy measures have affected
asset pricesina more directand visible mannerthan the conventional policy of
interest-rate cuts. This has contributed to more discussion of the distributional
effects of monetary policy.

The distributional effects of the central banks’ asset purchases have beeninfocus
in, for instance, the United States, the United Kingdom and in Germany, where
there has been considerablediscussion of the effects of low interest rates for
savers.!InSweden, the Riksdag Committee on Finance hasincluded distributional
effectsinthe questionsthatare tobe includedin the ongoing review of the
monetary policy framework and the Sveriges Riksbank Act —inthe terms of
reference forthe review it says thatthe committee makingthe review shall
considerin particularwhetherthe Riksbank should give considerationto the
consequences that conventionaland unconventional monetary policy may have
on, for instance, the distribution of income in the economy.?

Explaining why the distribution ofincome and wealth changesis a challenge that
isnot made easierbythe fact that the statisticsin some cases lag behindandin
othercases have large gaps. Those of you who have read Piketty's best-seller
Capitalin the Twenty-First Century also know that one can give the question of
distributional effects much greaterroomthan | have scope fortoday. What | want
to say withthese reservationsisthatthose of you who are expectingto hear
exactly how greatthe distributional effects of monetary policy have been will

1See, for instance, the Bank of England (2012), OECD (2015), Bindseil et al. (2015), Deutsche Bundesbank (2016),
European Parliament (2016), Domanskietal. (2016) and Amaral (2017).
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unfortunately be disappointed. My somewhat more modestaimistomake a
contribution to the discussion by examining the distributional effects of the policy
and adding shades of meaningto these effects.

What | hope to convince you of today is that monetary policy also affects
householdincomeand wealth in ways thatare more indirect, but probably more
meaningful, thanviaasset prices. While an expansionary monetary policy entails
risingasset pricesinthe shortterm, thisis compensated by lower unemployment,
higheremploymentand stronger growth. Amonetary policy that succeedsin the
task of attaining price stability also counteracts the negative distributional effects
of inflation.

An expansionary monetary policy to defend
the inflation target

But, as | said, rising asset prices have been an element of the economicupturnin
recentyears. And during periods when stock prices are rising, the income
distributionis more uneven between households —this can be seen from standard
measures of dispersion of the income distribution, such as the so-called Gini
coefficient (seeFigure 1).

Figure 1. Gini coefficient for disposable income and stock market movements
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Note. The Ginicoefficient is a measure of statistical dispersion of, for instance, incomes. The Gini coefficientcan
be between 0and 1, where a highervalue entails greaterinequality. The figures are from Statistics Sweden’s
surveys Household finances 1995-2011 and Income and tax statistics 2011-2015.

Sources: Macrobond and Statistics Sweden

As | mentioned earlier, there is nothing unusual in asset prices rising during
periods when monetary policy is stimulating the economy. On the otherhand, itis
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of course unusual that monetary policy has stimulated the economy to this extent
and that the Riksbank has not eased up on the acceleratoras economicactivity
has continued toincrease and asset prices have risen. So a natural first question
is: why has monetary policy been thisway?

The short answeris: because the inflation targetis worth defending. You have
heard my colleagues on the Executive Board and | say it many times before, but it
isworth repeating. From my perspective, the inflation target of 2 percent has
playedacentral role in the Swedish economy —and | am sure | share this opinion
with many of you here today. We have had considerable benefit of households
and companies, saversand investors, expecting afuture rate of inflation thatis on
areasonably low leveland that their expectations are more orless consistent with
one another. This has contributed to a completely different stability in price -
settingand wage formation overthe pasttwo decadesthaninthe two decades
priorto this, which has inturn contributed toinflation falling at the same time as
we have had more stable and much higherreal wages on average. That highand
fluctuatinginflation has disappeared as a disturbing factor should also have meant
that financial decisions by households and companies have in general become
simplerand better.

But the key to thistype of developmentisajointanchoring of inflation
expectations and aconditionforthisisthatthe inflation target of 2 percentis
perceived as credible. Thisis the problem that has marked the Riksbank's
monetary policyinrecentyears. InJanuary 2015, when | became a member of the
Executive Board, we were in an unfortunate situation where inflation
expectationsinthe longerrunwere losingtheiranchorage around the 2 per cent
target. Monetary policy had been expansionary foralongtime and further
measures were needed to strengthen confidence in the target and to send very
clearsignals aboutthe Riksbank’s intentions to bringinflation back to 2 per cent.

But how can thisbe done inan environment where interest rates are already very
low to start with? Itis importanttorememberthatthere haslongbeena trend
with fallinginterest ratesaround the world —a trend that has nothingto do with
monetary policy, but rather concerns ageing populations and other structural
factors that have pushed up savingsinrelationtowillingnesstoinvest. In the
midst of this the central banks have also had to manage the effects of the
financial crisis and a protracted economicslump. Many of them, including the
large central banks like the ECB and the Federal Reserveinthe United States, have
conducted an expansionary monetary policy to support the recovery and bringup
inflation, both viaverylow policy rates and via more unconventional measures
such as various asset purchase programmes. Monetary policy in Sweden has also
needed totake thisintoaccount.

So to safeguard the upturnin economicactivity and inflationin Sweden and to
turn around the negative trend in inflation expectations, we have cut the repo
rate downto a negative level, and with effect from the beginning of 2015 we have
implemented an asset purchase programme to make our monetary policy even
more expansionary. Ourassessmentis thatthis monetary policy has by and larger
beensuccessful. Market rates have followed our cutsin the repo rate and become
negative. And the bond purchases seemto have pushed down interest rates more
or lessinthe way we expected.
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Monetary policy also seems to have had the desired effect on inflation and
inflation expectations. The upturnininflation thatbeganin 2014 has continued,
and the downward trendinlong-term expectations has turnedinto an upward
trend since the beginning of 2015. Anothersign thatthe expansionary monetary
policy has had an effectis that we have had strong economicactivity in Sweden.
Growth hasbeen high and employmenthasincreased.

Monetary policy's distribution effects are
difficult to disentangle

At the same time as the expansionary monetary policy has contributed to the
economicupturn, asset prices have risen. They can be affected by monetary
policy through several different channels. Lower policy rates mean that bond
yields become lower, at the same time as prices of bondsrise. If the central bank
also purchases bonds, this puts further downward pressure onyields and further
upward pressure on prices. Those sellingthe bonds to the central bank may also
wish to adapt their portfolios and buy otherassets, which means that the prices
of these assetswill inturnrise. The central bank can also, by means of various
types of communication on monetary policy, make it clearthat the expansionary
policy will continueforalongerperiod of time, which can contribute toa more
positive view of activity inthe economy. This canin turn contribute to asset prices
rising.

The Riksbank and other central banks are well aware of all of these channels.
Expansionary monetary policy affecting asset pricesin this way is actually a part of
the transmission mechanism for monetary policy, thatis, the way that monetary
policy spreads through the economy. But the effect on asset pricesis notthe
objective of the policy. The objectiveis that the expansionary policy —through the
effectsoninterestrates, asset prices, exchange rate, access to credit,
expectationsand soon— willinacouple of years contribute to increasing activity
inthe economy and bringing up employmentand inflation. Itisimportant not to
lose this perspectivein discussions of the distributional effects of monetary policy,
as it broadens the spectrum of effects to more than just those coming through
asset prices. Moreover, it points to the difficulties in determining the size of the
distributional effects of monetary policy.

One such difficulty is assessing what should actually be considered an effect of
monetary policy and whatis rather an effect of the conditions for monetary policy
havingchanged. Ina system like the national economy, itis notan easy task to
distinguish between cause and effect. The Riksbank does not operateina
vacuum; it adaptsits monetary policy to changing circumstances.® Moreover, if
monetary policy were notadapted to new circumstances, this would also have
distributional effects. Itis therefore not entirely correct to compare the income

3 In the researchliterature, one oftentries todistinguish the independent, “pure” effect of monetary policy from
the effect of the monetary policy that systematically reacts to changed circumstances. This is done by identifying
monetary policy “shocks”, thatis, changesin monetary policy thatare unexpected, given how the central bank
normally reacts to changed circumstances. The size of the monetary policy effect will thus depend on, among
other things, the assumption of how monetary policy normally reacts.
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and wealth distribution aftera period of expansionary monetary policy with the
distribution priorto these measures being taken. The point of comparison should
rather be how the distribution would have looked without the expansionary
monetary policy.

Anotherdifficulty is what time perspective one should have to determine the
effects of monetary policy. | have argued thatitis importantto take into account
the total effect of monetary policy onthe economy. Asset prices are affected
relatively rapidly, butittakes time before the total effect of monetary policy has
an impact on the real economy and ultimately inflation. Moreover, acommon
starting pointwhen discussing the effects of monetary policy isthatin the long
termitis neutral with regard to real economicquantities such as growth,
unemployment and income distribution. In this perspective, one can therefore
argue that monetary policy should only have minor distrib utional effects, if any at
all. The effects of an expansionary monetary policy during economicslumps
should be counterbalanced by the opposite effects of atight monetary policy
duringbooms.

It may of course be reasonable to take as a starting pointthat monetary policy is
neutralinthe longrun. But there are factors that may pointto a needto
modulate this starting point. Some research results indicate that the effects of
expansionary and contractionary monetary policy are not necessarily
symmetrical.* There are also mechanisms that make the risk of staying
unemployed increasethe longeroneis unemployed. Add to this that the income
profile overthe life cycle improves considerably if one has a job. This could mean
that there are motivesfor conducting a relatively more offensive monetary policy
ineconomicrecessions. Buthere more research is needed to gain a deeperinsight
into the causes and scope of thistype of persistence effects on unemployment
and whatthese effects mean for monetary policy.

Monetary policy affects incomes from
different sources

The effects of monetary policy on income and wealth distribution are in other
words rather difficult to disentangle. But let us look at some different waysin
which the expansionary monetary policy conductedin recent years may have
affected the income distribution. An appropriatestarting point could be the
functional income distribution of GDP. As we know, GDP can be measured from
different sides, forinstanceas the total of all factorincome. Somewhat simplified,
the income comes from two main sources: remuneration to the labourforce in
the form of wages and otherbenefits and remuneration to capital in the form of
yield and profits. Both of these types of remuneration have increased overthe
past three years,and GDP has increased by a good three percent onaveragein

4See, forinstance, OECD (2015) and Furceri etal. (2016).
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real terms. > But the questionis how the growingincomes have been distributed
amonghouseholds.

Households differ with regard to the size of the income they receive from
differentsources. Ingeneral, labourincome isinrelativeterms the most
important source ofincome forhouseholdsinthe lowerand middle parts of the
income distribution, while capital income has the most significance forthose at
the top — particularly the very top — of the distribution. As monetary policy affects
wages and capital income in different ways, the overall effect may differfromone
householdtothe next. Itis this channel from monetary policy viathe composition
of householdincome on which the debate has focused the most —risingasset
prices should have benefitted households at the top of the income distribution to
arelatively large degree and thus contributed to agreaterincome dispersion.

Higher asset prices, lower yield and cheaper
loans

However, households do not only differ with regard to the composition of labour
and capital income. There are alsorelatively large variations between households
with regard to the distribution of capital income from capital gains, yield and
intereston differenttypes of assetand liability. The effect of an expansionary
monetary policy on income and wealth distribution can thus vary for this reason,
too.

Households’ capital incomes may, forinstance, differ in their sensitivity to
changesininterestrates. All else being equal, low interest rates benefit
household with relatively large debts as interest payments become lower.
Households with bank savings are correspondingly disadvantaged and households
withrelatively large interest-bearing assets thus have aloweryield. Here the
maturity of the different assets and liabilities also plays arole. If, forinstance,
mortgages are mainly at fixed interest rates, the effect of interest-rate cuts will be
lessthanif the loans are primarily at variable rates. A comparison between
differentincome groups shows thatliabilities as a percentage of disposable
income are more than 250 percentinall groups in Sweden (seeFigure 2). With
the exception of the group with the lowestincome, however, thereis generally
little difference inthe debt-to-income ratio between the groups.

5 A related questionis how income from these twosources develop in relation toone anotherovertime. See, for
instance, Karabarbounis and Neiman (2014) whofind that the share of labour income has fallenin many
countries and many sectors.
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Figure 2. Debt-to-income ratioin differentincome groups 2016
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Note. The columns show the median ineach decile group. Data for July 2016. The high debtratioin the lowest
income group should beinterpreted with a certain amount of caution, as this groupincludes, among others,
households with highly varied incomes, for example households with negative income.

Source: The Riksbank

In additionto households having different sizes of assets and liabilities that are
affected by interestratesto different degrees, there may also be other
dimensions that play a role in how the distribution ofincome and wealth is
affected by a period of very expansionary monetary policy. Forinstance, one can
imagine that household that are used to managing theirassets and liabilities have
betterconditions forsafeguarding themselves against or benefitting from the
effects of monetary policy oninterest rates and asset prices.

However, the distributional effects of monetary policy do not come solely through
changesinnominal interestrates and asset prices. Ultimately, itis the effect when
considerationis giventoinflation thatisimportant. And the composition of
household wealthis also significantin this context. To begin with, households are
more negatively affected by an expansionary monetary policy thatincreases
inflation if they have arelatively large share of assets that have pooror little
protection againstinflation. Cashis of course the most obvious example, evenifit
may in this context be of less significance forthe wealth distribution, given how
the use of cash has declined in Sweden.

The real value of all assets and liabilities is of course affected by how high inflation
isand | have earliermentioned the redistribution between borrowers and lenders
as an effect of an unexpectedly high orlow inflation rate. An unexpectedincrease
ininflation, forinstance, that monetary policy has become more e xpansionary
than expected, reduces the real value of assets and liabilities. This can, for
instance, benefit households with relatively large debts on housesand
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apartments, but disadvantage low income households who rent their homes.
Households with large financial assets are also disadvantaged, butthey are
perhaps more used to, and betterable to, adapting theirassetsto avoid the
inflation risk.

Hence, to study the distributional effects linked to increased capital income, it
would be interesting to see how assets and liabilities are distributed between
households. Whenitcomesto liabilities, there are relatively good statistics
available, but with regard tothe distribution of various assets, we are
unfortunately fumblingin the dark to some extent.

The collection of dataon financial assets and liabilities at household level ceased
with the abolition of the wealth tax in 2007. The financial and national accounts
do provide some information on how households’ various financialand real assets
have changed on aggregate. Butwhenitcomesto wealth developments for
individuals, we do nothave much to go on, as the statisticsin principlecametoa
stopin 2007. There have been admirableattemptsto estimate developments
since thenviathe capitalisation of incomes and expendituress, but the quality
cannot of course be compared with register data.® Several commissionsin recent
times have noted that there is a substantial need for up-to-date wealth statistics
atindividual level to be able to analyse specificquestions such as financial stability
risks and over-indebtedness, butalsoto gaina deeperinsightintothe income
distributionin general.’

Distributional effect of reduced
unemployment and higher employment
important

So far we have discussed the different channels by which an expansionary
monetary policy can affectincome distribution via capital gains, yield and interest
rates. As you will note, however, | have avoided saying anything specificabout the
size of the distributional effects. As| mentioned earlier, itis difficult to determine
exactly how large these effects are and not even theirdirectionis always evident.
But rising stock prices and thereby larger profits when selling these assets will
tend, all else beingequal, tolead toa more unequal income distribution. The
effect of the expansionary monetary policy on capital incomes, viarising equity
prices, should therefore have led to amore unequal income distribution.
However, capital income isonly one part of households’ total income; the largest
part is comprised of labourincome.

As with capital income an expansionary monetary policy can affect the labour
income of different households in different ways. For some households the hourly
wage may be what primarily determines theirincome development, while for
othersthe numberof hours worked is the mostimportant thing —and above all

6 Lundberg and Waldenstrém (2016). See also Waldenstrom (2016).
7 Sveriges Riksbank (2011), Swedish Fiscal Policy Council (2013) and SoU 2013:78.
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whetherornot one actually has a job. As monetary policy affects these quantities
indifferent ways, income distribution will also be affected.

In Sweden, itis primarily the differences between the income of those who have a
joband those who do notthat is importanttothe income distribution, rather than
the wage differences between those who work.2 Thisis clearly visiblein the
dispersion of disposable income, thatis, income including work and capital
income, aswell as various transfers and after taxes are deducted. The higherthe
disposable income, the less commonitis that one’s main source of supportis
from something otherthan labour and capital. People who receive
unemployment benefitare mainly foundin the lower part of the distribution, as
are those with sickness benefit and other benefits such as activity compensation
and financial support.® Itis also clearthat the group with the lowestincome
includes people who according to the Swedish PublicEmployment Service have a
vulnerable position on the labour market, forinstance, those born outside of
Europe.

The strong economicactivity in recent years has meant that demand forlabour
has increased, which has meant that employment has shown arising trend.
Unemployment has alsofallen, which isimpressive given that the number of
peopleinthe labourforce has at the same time increased. This development has
reasonably, all elsebeingequal, had alevelling effect on the distribution of
income. An observation supporting thisargumentis thatemploymentamong
those born outside of Europe has actually also begunto increase, albeitfroma
much lowerlevelthan forthe other groups. Of course, it is not possible to ascribe
the whole of this distributional effect to monetary policy —in the same way as it
cannot accountfor the whole distributional effect of rising asset prices. Butitis
quite clearthat the expansionary monetary policy has contributed to the strong
development of the labour marketin recentyears.

Anotheraspect of the improvementsin the labour marketthatisrelevanthereis
the link to future pensions. The focusis often onindividual pension savings, but
households’ total pension wealth also contains savingsin collective funds, for
instance, in systems for occupational pension schemes and premium pensions.
The fact is that this form of saving currently comprises around half of total
financial assets (see Figure 3). Moreover, we all have pension assets linked to the
general income-based pension, which are notin funds but are linked to the
pensionrights we earn until we retire. Whetherornotone has a job doesplaya
majorrole for the size of the collective saving and the general income-based
pension. ltdetermines whether or not one receives an occupational pension and
isalso importantforone’sincome profile during the workinglife. Lower
unemployment and higheremployment should therefore have alevelling
distributional effect for this reason, too.

8 The employment perspective on the income distribution in Swedenis described by, for instance, Bengtsson,
Edin and Holmlund (2014) and SNS (2017).
9 See, for instance, GovernmentBill 2011/12:100.
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Figure 3. Collective financial assets as a proportion of total financial assets
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With regard to the funded pension savings, the period with low interest rates has
beena strain. Yield has beenlow and this has put pressure on the pension funds
to meetthe guaranteesintheirinsurance plans. This has sometimes beenraised
as a negative effect of the expansionary monetary policy, butthe problem —tothe
extentthatitis a problem—israther connected to the global fallingtrendinlong-
termreal interestrates.'®Inlight of this, economicagents need to adjustto
interest rates probably notreturningto the levels we previously considered
normal. But at the same time, itis importanttorememberthatinterestratesin
the long term will nevertheless be much higherthantheyare now.

Price stability creates good conditions for
economic growth and high employment

If | am to summarise my presentationtoday, let me first say that| thinkitisa
good thingthat distributional effects are once again being discussed with regard
to monetary policy. | believe that we canlearn a lot about the impact of monetary
policy onthe economy by studying how monetary policy interacts with the
distribution of income and wealth.

Today | have focused primarily on the question of what distributional effects the
expansionary monetary policy conducted by the Riksbank and other central banks

101 have discussedthe factors behind this downturn, what it means for households and companies and the
consequences for monetary policy inan earlier speech, see Ohlsson (2016).
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may have had. The debate hasso far mainly focused on the effect of rising asset
prices. | have tried to nuance this picture and pointed out the importance of
actuallylooking atthe total effect of monetary policy onthe economy, as well as
usingthe correct point of comparison. My point can be summarised roughly as:
without the expansionary monetary policy, growth and employment would have
beenlowerand unemployment would have been higher. This would hardly have
benefitted any groupinsociety, and especially notthose with the lowest incomes.
Assessments of the distributional effects of the expansionary monetary policy
should be regardedin the light of this.

Itisalso importantto note that no group would have benefitted fromadeclinein
confidence intheinflation target. The wholeideabehind the inflation target was
that stable prices create good conditions foreconomicgrowth and high
employment, asit was formulated inthe Riksbank's press release in 1993. This s
alsoa perspectivethatneedstobeincludedin the discussion of distributional
effects and monetary policy.

Finally, myview isthat overall resource utilisation in the Swedish economy has
now passed normal levels and can be expectedtorise even higherinthe coming
years. At the same time, we see ahead of us that inflation will rise towards the
target. It is therefore probable that the Riksbank sooner orlater will first ease up
on the acceleratorandthen begin usingthe brake. In my opinion, itis wise to start
thinking now about how such a scenario will play out. Monetary policy will then
be unable to stimulate activity and the labour marketin the same way as inrecent
years and this will of course also have distributional effects. Itisimportant that
focusis thenaimed atotherpolicy areas, where the responsibilityfor
distributional issues is more natural.
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