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Monetary policy in Norway

Objectives

The mandate for monetary policy is laid down in the Central Bank Act and the Regulation on Monetary Policy.
The primary objective of monetary policy is to maintain monetary stability by keeping inflation low and stable.
The operational target for monetary policy is annual consumer price inflation of close to 2% over time. Inflation
targeting shall be forward-looking and flexible so that it can contribute to high and stable output and employ-
ment and to countering the build-up of financial imbalances. Norges Bank’s monetary policy strategy describes
the Monetary Policy and Financial Stability Committee’s interpretation of the monetary policy mandate and how
monetary policy will respond to different shocks. The strategy is further described in a box on page 4.

Decision process

The policy rate is set by Norges Bank’s Monetary Policy and Financial Stability Committee. Policy rate decisions
are taken at the Committee’s monetary policy meetings. The Committee normally holds eight monetary policy
meetings per year. The Monetary Policy Report is published four times a year in connection with four of the
monetary policy meetings. Prior to publication, several seminars and meetings are held at which analyses are
presented to the Committee, and economic developments, the balance of risks and the monetary policy stance
are deliberated. On the basis of the analyses and deliberations, the Committee assesses future interest rate
developments. The final policy rate decision is made on the day prior to the publication of the Report. In
connection with the monetary policy meetings without a Report, the Committee ordinarily meets twice. The
Committee’s assessment of the economic outlook and monetary policy is presented in “The Committee’s
assessment”.

Reporting

Norges Bank places emphasis on transparency in its monetary policy communication. The Bank reports on the
conduct of monetary policy in its Annual Report. The assessments on which interest rate setting is based are
published regularly in the Monetary Policy Report and elsewhere.

Decision-making process for Monetary Policy Report 1/2025

At its meetings on 11,18 and 20 March 2025, the Committee discussed the economic outlook and the monetary
policy stance. On 26 March, the Committee took its monetary policy decision on the basis of its deliberations
and a recommendation by Norges Bank staff.
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The monetary policy strategy describes the Committee’s interpretation of the mandate for monetary policy and provides a

framework for the Committee’s assessments of the appropriate monetary policy reaction to different shocks. A summary of

the strategy is provided here and published in full on Norges Bank’s web pages.

Norges Bank’s monetary policy strategy

Mandate and trade-offs

The task of monetary policy is to ensure low and stable inflation and to help keep employment as high as
possible. In the long term, there is no conflict between low and stable inflation and high and stable output and
employment. In the short term, however, a conflict may arise between the two considerations. In the conduct of
monetary policy, the Committee seeks to strike a balance between the aim of maintaining a stable inflation rate
around the target of 2% and the aim of maintaining high and stable employment. Even though low and stable
inflation is an overriding objective, weight will always be given to high and stable output and employment in the
conduct of monetary policy.

Low and stable inflation

In interest rate setting, the Committee aims to stabilise inflation, as measured by the annual rise in the consumer
price index (CPI), around the target of 2%. The goal is symmetrical in that, all else being equal, the aim is to bring
inflation back to target just as quickly when inflation is above target as when it is below target. The time horizon
for bringing inflation back to target after a disturbance is not fixed but will depend on the extent to which
inflation stabilisation comes at the expense of high and stable output and employment. In assessing the time
horizon, the effect of the deviation from target on confidence in the inflation target is also taken into account.

High output and employment

Monetary policy can contribute to stabilising output and employment around the highest possible level
consistent with price stability over time. This level is primarily determined by structural conditions such as wage
formation, the tax and social security system and population composition. Cyclical fluctuations are
asymmetrical with downturns often deepening and developing faster than upturns. In addition, the welfare
costs of high unemployment are substantial. An important consideration for monetary policy is to prevent
cyclical downturns from becoming deep and protracted.

Mitigating the build-up of financial imbalances

If there are signs that financial imbalances are building up, the aim of high and stable output and employment
may in some situations warrant maintaining a somewhat higher policy rate than would otherwise be the case.
That can partly reduce the risk of a severe downturn further out. The regulation and supervision of financial
institutions are the most important tools for cushioning shocks to the financial system.

Reaction pattern

The policy rate affects inflation and the real economy with a lag, and the effects are uncertain. The uncertainty
surrounding the effects of the policy rate normally implies that monetary policy will respond less forcefully to
shocks than otherwise. Moreover, the policy rate will normally be changed gradually to enhance the
predictability of monetary policy and reduce the risk of undesirable financial market volatility and unexpected
reactions among households and firms. In situations where the risk of particularly adverse outcomes is
pronounced, it may be appropriate to react more forcefully than normal in interest rate setting.
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The Committee’s
assessment

Norges Bank’s Monetary Policy and Financial Stability
Committee decided to keep the policy rate
unchanged at 4.5 percent at its meeting on 26 March.
There is uncertainty about future economic
developments, but the Committee’s current
assessment of the outlook implies that the policy

rate will most likely be reduced in the course of 2025.

The operational target of monetary policy is annual consumer price infla-
tion of close to 2% over time. Inflation targeting shall be forward-looking
and flexible so that it can contribute to high and stable output and
employment and to counteracting the build-up of financial imbalances.

The policy rate was raised significantly to tackle high inflation and has
stood at 4.5% since December 2023. The tightening of monetary policy
has contributed to cooling down the Norwegian economy and to damp-
ening inflation. Unemployment has edged up in recent years, albeit from
alow level. The output gap has narrowed, and output is now close to
potential. Inflation has fallen markedly from the peak but is still above
target. High growth in business costs is likely to stoke inflation ahead.

The world economy is marked by the changed environment for inter-
national trade. Since the previous Report published in December 2024,
tariffs have been imposed on a range of goods. Higher tariffs and trade
policy uncertainty are expected to reduce global economic growth, but
the trade tariffs implemented to date will probably have limited impact on
economic activity in Norway. On the other hand, increased defence
investment could boost activity in Europe. The projections imply that
overall economic growth among Norway’s trading partners will be some-
what lower this year than assumed in the previous Report. Higher tariffs

The Committee’s assessment summarises the Monetary Policy and
Financial Stability Committee members’ assessments that led to the
monetary policy decision at the meeting on 26 March 2025. The

analyses in Monetary Policy Report 1/25 summarise the basis for the

assessment.
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alone could lead to higher international inflation, while lower global
growth could dampen inflation. The effects of higher tariffs on domestic
inflation are uncertain.

The Committee gave special attention to the fact that inflation has
picked up in recent months and has been markedly higher than
projected. Twelve-month CPl inflation increased to 3.6% in February,
while CPl inflation adjusted for tax changes and excluding energy prod-
ucts (CPI-ATE) rose to 3.4%. The unexpected increase in inflation makes it
more difficult to project the future path of inflation. Food prices made a
substantial contribution to the increase in inflation in February. Some of
the increase may reflect changes in seasonal patterns, suggesting that
food prices may rise at a slower pace ahead than previously assumed. At
the same time, prices for a wide range of other goods and services
increased more than expected. The Committee noted that inflation is
now somewhat more consistent with that implied by the historical rela-
tionships between inflation and underlying driving forces, after having
been lower than that for a period. The Committee also considered the
fact that overall wage growth reached 5.6% in 2024, which was higher
than the norm for the wage settlement in manufacturing and higher than
projected in the previous Report. Wage growth turned out higher than the
wage norm for most industries. At the same time, manufacturing profita-
bility remains solid, and the wage share is low. The Committee judges
that there are now several conditions suggesting that inflation will
continue to run at a higher rate than projected in the previous Report.

Both international and Norwegian policy rate expectations have
increased, and the Committee noted that market interest rates are now
higher than the policy rate forecast in the previous Report. Market interest
rates increased and the krone exchange rate appreciated following the
publication of the latest inflation figures. The krone exchange rate has
recently strengthened a bit further and is stronger than projected.

According to national accounts data, economic activity fell towards the
end of 2024, and the Committee noted a further fall in housing invest-
ment. On the other hand, employment has risen further, and unemploy-
ment has shown a small decline. House prices have increased more than
expected, and Norges Bank’s Regional Network contacts report
increased activity over winter.

The Committee judges that a restrictive monetary policy is still
needed to bring inflation down to target within areasonable time
horizon. The Committee noted that with the policy rate path presentedin
the previous Report the inflation projections would be higher and lie
markedly above target this year and next. If the policy rate is lowered
prematurely, prices may continue to rise rapidly. On the other hand, an
overly tight monetary policy could restrict the economy more than
needed to bring inflation down to target. Weighing these trade-offs, the
Committee judges that the current stance is warranted for somewhat
longer than previously signalled.

Norges Bank Monetary Policy Report 1/2025
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The current monetary policy stance is warranted for somewhat longer
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—— Inflation target

The policy rate forecast in this Report is consistent with a decline in the
policy rate to 4% by the end of the year, followed by a gradual further
decline over the next years. The forecast has been revised up somewhat

from the previous Report. Growth in the Norwegian economy is expected

to pick up alittle in the years ahead. Registered unemployment is likely to
increase slightly to around pre-pandemic levels. Inflation is projected to
move down and be close to 2% towards the end of 2028.

The uncertainty surrounding the outlook is greater than normal, and
the future path of the policy rate will depend on economic develop-
ments. If more extensive trade restrictions were to lead to a global
economic downturn, the outlook for the Norwegian economy could also
weaken. If the pickup in inflation proves more temporary than currently
assumed or unemployment rises more than projected, the policy rate
may be reduced faster than currently envisaged. If prospects suggest
that wage and price inflation will remain elevated for longer than
projected, a higher policy rate than currently envisaged may be required.

The Committee unanimously decided to keep the policy rate unchanged
at 4.5%. There is uncertainty about future economic developments, but
the Committee’s current assessment of the outlook implies that the
policy rate will most likely be reduced in the course of 2025.

Norges Bank Monetary Policy Report 1/2025

@ Ghe Committee’s assessme@

Ida Wolden Bache
Pal Longva
@ystein Bearsum
Ingvild Almas
Steinar Holden

26 March 2025



1. Overall picture

International cooperation and trade are undergoing
significant change. In Norway, inflation surprisingly
jumped up sharply, following a long period of decline.
Uncertainty about the economic outlook is greater
than normal, but if the economy evolves broadly as
projected, the policy rate will most likely be reduced
in the course of 2025. The projections indicate that
unemployment will then rise a little, and inflation will
converge towards the Bank’s target of 2%.

Inflation

Inflation both in Norway and internationally has declined markedly in
recent years, after rising sharply in the wake of the pandemic and
Russia’s invasion of Ukraine. The decline partly reflects the substantial
monetary policy tightening by central banks but also the normalisation of
the supply of goods and services after the shocks induced by the
pandemic. However, since autumn 2024, inflation among Norway’s main
trading partners has picked up again (Chart 1.1).

In Norway, disinflation was faster than projected through 2024, but infla-
tion has picked up again since the turn of the year and been higher than
projected in the previous Report published in December 2024. In

1.1 Inflation has picked up again recently
CPI. Twelve-month change. Percent
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and internationally has
declined markedly in
recent years.

Inflation has picked up
again since the turn of
the year.



February, consumer prices were 3.6% higher than in February last year.
Adjusted for tax changes and excluding energy products, consumer
prices were 3.4% higher. Prices for a range of goods and services have
risen at a faster pace, with arecent jump in food prices in particular.
Some of the increase in food prices can be attributed to higher interna-
tional prices.

GDP and demand

Following a rapid post-pandemic recovery, economic growth in both
Norway and other European countries has been lower over the past
couple of years. Monetary policy tightening has dampened activity. The
fact that wage growth lagged behind the rise in inflation, so that real
wages fell, has also weighed on activity. In the euro area, the UK and
Sweden, growth picked up somewhat between 2023 and 2024 but
slowed in Norway. US growth has been appreciably higher (Chart 1.2).

In Norway, household demand in particular has been weak. Consumption
only increased marginally, and housing investment has fallen by more
than 40% since spring 2022, the sharpest fall in more than 30 years. At
the same time, developments in other sectors of the economy have
underpinned overall activity. The krone depreciation in the period to
summer 2023 has lifted exports, and the pandemic-related petroleum tax
package has boosted investment on the Norwegian continental shelf. In
addition, growth in public sector demand has been high.

Household demand has been weaker than projected in the previous
Report. Consumption was unchanged between 2024 Q3 and Q4, while
housing investment fell more than expected. This contributed to a fall in
mainland GDP in the same period, but some special conditions also
contributed to the fall, such as the strong decline in fisheries production.
Norges Bank’s Regional Network contacts reported more steady but
weak growth through 2024. Contacts expect growth to pick up in the first
half of 2025. The trade tariffs introduced to date appear to have little
effect on the Norwegian economy. Some contacts point to heightened

1.2 Growth has been low in European countries
GDP. Index. 2019 =100
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Housing investment has
fallen by more than 40%
since spring 2022.



1.3 High employment @ < 1. Overall picture >
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uncertainty due to international trade conflicts, but few expect that this
will lead to lower activity in the first half of 2025.

Labour market and capacity utilisation

Employment recovered rapidly following the pandemic, but since activity
growth has slowed over the past two years, employment growth has
softened. Since 2022, employment has edged down (Chart 1.3). However,
population growth was unusually high in this period. Ukrainian refugees
have accounted for a large share of population growth, and as in previous
refugee waves into Norway, few refugees have directly entered the
labour market. Since the previous Report, employment has evolved as
projected.

Registered unemployment has risen somewhat from a low of 1.6% in
summer 2022. Recently, unemployment has edged down again, and in
February this year, the unemployment rate was 2.0%, slightly lower than
projected in the previous Report.

Despite somewhat higher unemployment, wage growth has risen further ‘ ‘
and been higher than projected. In 2024, annual wage growth was 5.6%,
the highest level since 2008. Wage growth has been high across indus-

tries. Wage growth has

The output gap for the Norwegian economy is estimated to have risen further.

narrowed somewhat through 2023, but with output estimated to have
remained close to potential since the start of 2024.

Global economic outlook

As inflation has come down, central banks in Norway’s main trading part-
ners have cut their policy rates in several rounds since early summer
2024. Market expectations indicate that most of the rate cuts are now
behind us (Chart 1.4).

The global economic outlook is marked by the shifts in US policy after the
new US president took office in January this year. The US has raised
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1.4 Most rate cuts are likely behind us
Policy rates and estimated forward rates. Percent
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tariffs on Chinese imports and on aluminium and steel imports from all
countries. Tariffs were also imposed on imports from Mexico and Canada
but have largely been postponed for the time being.

The projections for growth among trading partners in 2025 have been
revised down since the previous Report, partly owing to higher tariffs and
heightened uncertainty about future developments. At the same time,
overall growth this year is still projected to be slightly higher than in 2024
and to pick up somewhat further in 2026, reflecting a projected upswing
in European countries. Key drivers are lower interest rates and prospects
for continued real wage growth. In addition, some European countries
have announced an increase in defence spending. Growth is expected to
decline in both the US and China.

Monetary policy in Norway

The policy rate was raised significantly to tackle high inflation, and since
December 2023, the rate has stood at 4.5%. At this monetary policy
meeting, Norges Bank’s Monetary Policy and Financial Stability
Committee decided to keep the policy rate unchanged. The Committee
projects that the policy rate will most likely be reduced in the course of
2025. The forecast is consistent with a decline in the policy rate to 4% by
the end of the year, followed by a gradual further decline over the coming
years. The policy rate forecast has been revised up somewhat from the
previous Report. If the economy evolves as projected in this Report and
the policy rate is reduced in line with the forecast, the average residential
mortgage rate is expected to decline from 5.6% at present to 4.5% in
2028 (Chart 1.5).

The economic outlook in Norway

Economic growth in Norway is projected to pick up ahead, with an
increase in household demand providing the main impetus to growth.
Wages rose significantly faster than prices in 2024, and real growth in
wages is also expected ahead. In addition, a lower policy rate further out
will reduce household interest expenses. In 2024, households saved a

Norges Bank Monetary Policy Report 1/2025
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The projections for
growth among trading
partners have been
revised down somewhat.

Some European
countries have
announced anincrease
in defence spending.

The average residential
mortgage rate is
expected to decline from
5.6% at present to 4.5%
in2028.



1.5 Lower projected residential mortgage rates @ <
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large share of their increased income, but the saving ratio is projected to
be more stable between 2024 and 2025, with a pickup in consumption
growth.

After falling, housing investment is also expected to pick up in the course
of autumn. New home sales have risen, and prices in the secondary
housing market have increased more than projected in the previous
Report. Higher secondary market prices make it more profitable to build

new homes. ‘ ‘

On the other hand, oil investment is expected to start declining as
ongoing development projects are completed. As the effects of the past
krone depreciation wane, export growth will also decline. In addition,

Employment growth

public demand growth is assumed to slow. is somewhat lower
than labour supply

In the projections, employment growth remains solid but does not rise in
line with mainland GDP growth. Employment growth is somewhat lower

growth. This leads to a

than labour supply growth. This leads to a small rise in registered small rise in rengtered
unemployment to 2.2%, broadly in line with pre-pandemic levels. unemployment to 2.2%.
1.6 Prospects for slightly higher unemployment and lower inflation @
further out
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Low productivity growth and high wage growth have led to a rapid rise in < 1. Overall picture )
costs for Norwegian firms, which has pushed up inflation. In the projec-

tions, productivity growth picks up somewhat at the same time as wage

growth slows from 5.6% in 2024 to 4.5% in 2025 and slows further to the

end of the projection period. Combined with the recent strengthening of

the krone exchange rate, inflation is likely to move down gradually ‘ ‘

towards the 2% target further out. At the same time, inflation is expected

to pick up somewhat through the remainder of the year, due to higher-

than-expected cost inflation and because of the base effect stemming Inflation is |ike|y to move
from the decline in childcare prices in August 2024 dropping out of four- down gradua”y towards
quarter inflation. Norges Bank’s Expectations Survey indicate that long-
term inflation expectations have declined. Although expectations remain
slightly above 2%, they are now at about the same level as in 2020 and
2021.

the 2% target further out.

Uncertainty and risk

The forecasts are uncertain. The world is marked by geopolitical tensions and trade policy uncertainty.
This also creates uncertainty about the domestic and global economic outlook.

Regional Network contacts report heightened uncertainty, and text-based measures of policy uncer-
tainty are at historically high levels (Chart 1.A). In financial markets, US equity indexes have fallen since
the previous Report, while European indexes have risen. Indicators of financial market uncertainty have
risen a little.

There is a clear risk of more extensive trade restrictions than assumed, which may result in lower inter-
national economic activity than projected, which alone would dampen domestic activity. If a large
share of exports to the EU — by far Norway’s largest trading partner — were to be subject to tariffs, the
effects on the Norwegian economy could be particularly negative. The impact of higher tariffs on

1.A Heightened uncertainty regarding international economic policy @
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domestic inflation is uncertain. On the one hand, lower activity could dampen inflation. On the other
hand, higher tariffs alone could push up inflation in countries that implement tariffs, which could in turn
result in higher inflation for goods imported to Norway from these countries. Trade policy turbulence
could also affect foreign exchange markets, which in turn could influence inflation in Norway.

At the same time, the impact of domestic conditions on inflation is also uncertain ahead. Overall annual
wage growth in 2024 was higher than expected and higher than the wage norm in manufacturing.
Manufacturing profitability is high, and manufacturing workers’ share of value added is low. This may
result in higher wage growth ahead than assumed. On the other hand, Norges Bank’s Expectations
Survey indicates that the social partners envisage lower wage growth in 2025 than projected in this
Report.

In February, inflation rose markedly and unexpectedly after slowing markedly through 2024. When infla-
tion deviates considerably from the projections and the deviation cannot only be attributed to specific
factors, asis the case today, it is more difficult to project future developments. Inflation fell faster
through 2024 than implied by the historical relationship between inflation and, for example, wage
growth. After the recent pickup, inflation is more consistent with the historical relationships. Inflation is
expected to remain higher for a period ahead than projected in the previous Report. Should the pickup
in inflation be due to more temporary conditions, inflation may turn out to be lower than projected.

Norges Bank Monetary Policy Report 1/2025



2. Basis for the
projections

International economy

High inflation and rapidly increasing policy rates dampened economic
activity among trading partners in 2023. Through 2024, higher real wages
and lower policy rates boosted growth. Unemployment has remained low
among most trading partners.

GDP growth among Norway'’s five main trading partners overall was little
changed from 2024 Q3 to Q4 and was slightly higher than projected in the
previous Report, published in December 2024. Growth was strong in
China, Sweden and the US, while it was low in the euro area and the UK.

GDP growth among trading partners is projected to increase slightly in
2025 and 2026 and is expected to stimulate the Norwegian economy. At
the same time, the projections for 2025 are somewhat lower than in the
previous Report. The projections are based on the following:

¢ US tariffs on Chinese imports and aluminium and steel imports in
general have been raised. Tariffs may be raised further and include
more countries, but the scale of such changes is uncertain.

* In Europe, higher real wages, interest rate reductions and increased
defence and infrastructure investment are expected to boost activity,
while trade policy uncertainty is likely to dampen demand. GDP growth
inthe euro area is expected to rise ahead.

¢ Inthe US, lower household income growth, lower immigration and
higher import tariffs are likely to depress GDP growth ahead. In addi-
tion, uncertainty relating to economic framework conditions, both
domestically and in relation to other countries, may dampen demand.

¢ In China, government stimulus measures are expected to push up
activity levels, while higher tariffs on goods trade, a shrinking labour
force, high local government debt and highly indebted state-owned
firms will dampen growth ahead.

Headline CPI inflation among Norway’s trading partners has declined
substantially since the peak in 2022. Since autumn 2024, headline infla-
tion has risen somewhat among several trading partners, while the
decline in core inflation has slowed. Core inflation is expected to decline
gradually towards inflation targets, and annual growth is expected to
decline from 3% in 2024 to 2.6% in 2025 and then to slightly above 2%
from 2026. The projection for 2025 has been revised up slightly
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compared with the previous Report. The projections are based on the i L
] 2.Basis for the projections
following:

¢ Inflation has been higher than projected in the previous Report.
» Higher tariffs will push up US inflation slightly ahead.
¢ Wage growth is projected to decline markedly from 2024 to 2025.

Several central banks have reduced policy rates further since the
previous Report. According to market pricing, further policy rate cuts are
expected in the US, the euro area and the UK. The market has not priced
in further policy rate cuts in Sweden. Overall, policy rate expectations
among trading partners are slightly higher than in December, primarily
reflecting upward revisions for the euro area and Sweden. US policy rate
expectations for the coming years have decreased slightly.

Since the previous Report, long-term interest rates overall have
increased in Europe, while they have decreased somewhat in the US. At
the same time, equity prices have advanced in Europe and declined in
the US.

The VIXindex, which measures expected volatility in the US equities
market, is often used as an indicator of uncertainty. The index has risen
since the previous Report but is not at a high level compared with
previous turbulent periods in international markets. However, the price of
gold, which oftenrises in periods of uncertainty, has increased since
December and is close to a historical high.

Energy prices

Oil prices are around USD 70 per barrel, lower than in previous years (Table 2.A). Prices have fallen
slightly more than futures prices indicated in December, likely reflecting reduced global growth
expectations among many market participants and OPEC+ signals of production hikes from April this
year. Moreover, a possible ceasefire between Russia and Ukraine could boost Russian oil exports.
At the same time, futures prices may also reflect a potential reduction in global oil production due to
US sanctions on Iran and Venezuela and US tariffs against Mexico and Canada.

European gas prices have risen through 2024 and continued to rise into the beginning of 2025. Since
mid-February, gas prices have fallen again and are now little changed compared with December.
Through 2025, futures prices will be underpinned by low European gas inventories and the continued
need for liquid natural gas (LNG) imports. Futures prices have declined due to a likely increase in global
LNG supply. In addition, a possible ceasefire in Ukraine could also lead to an increase in Russian gas
exports to Europe.

Electricity prices in southern Norway have been higher than implied by futures prices in December,
reflecting high electricity prices on the Continent at the beginning of 2025. Electricity futures prices for
southern Norway in the latter half of 2025 and into 2026 are higher than they were in December, which
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Table 2.A Energy prices

Percentage change from projections Average Realised prices and es prices'

in Monetary Policy Report 4/2024 in price

brackets (2010-2019) 2023 2024 2025 2026 2027 2028
QOil, USD/barrel 80 83 80 72(-2) 68 (-4) 67 (-3) 67
Dutch gas, EUR/MWh 20 41 34 44 (8) 36 (4) 29 (0) 26
German electricity, EUR/MWh 42 102 90 97 (9) 87 (5) 77 (0) 70
Electricity in South Norway, gre/kWh 31 84 55 56 (6) 56 (4) 55 (-4) 56
Electricity in northern Norway, gre/kWh 32 43 32 18 (-31) 30 (-6) 34(-8) 37

1 Futures prices at 21 March 2025.

Sources: LSEG Datastream and Norges Bank

may reflect relatively low snow accumulation in the mountains and hence less water available for
electricity production. In northern Norway, electricity prices have fallen somewhat, and futures prices
indicate low prices ahead. Water reservoir levels in northern Norway are high.

Norwegian mainland GDP

Following a rapid post-pandemic recovery, growth in the Norwegian
economy has moderated (Chart 2.1). Higher interest rates and higher cost
and price inflation have dampened demand in the Norwegian economy in
part by reducing investment and household consumption. On the other
hand, a weaker krone has fuelled a sharp rise in exports. An expansionary
fiscal policy and strong petroleum investment have also lifted mainland
activity. In 2024, mainland GDP growth slowed in the period between Q3
and Q4 and was sluggish for the year as a whole.

Growth was weaker towards the end of 2024 than projected in the
previous Report, but is expected to be a little higher in the coming
quarters than previously projected. The projections are based on the
following:

2.1Norwegian mainland GDP
Constant prices. Index. 2019 = 100
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2.2 Regional Network and Norwegian mainland GDP
Expected output growth. All sectors and four-quarter change. Percent

Regional Network Norwegian mainland GDP
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¢ The decline in growth in 2024 Q4 can be partly attributed to volatile
components, such as agriculture and fisheries and aquaculture, and is
expected to largely reverse in 2025 Q1.

* Norges Bank’s Regional Network contacts expect higher activity in
2025 Q1thanin the previous survey and expect growth to be stable
through 2025 H1(Chart 2.2, left panel). Output growth is expected in the
period to summer in all sectors except construction.

* Norges Bank’s System for Model Analysis in Real Time (SMART), which
weights projections from a broad set of models, projects a pickup in
growth in the coming quarters (Chart 2.2, right panel).

Growth in Norwegian mainland GDP is projected to be 1.2% in both 2025
and 2026 (Chart 2.3) and to rise further out in the projection period. The
projections are based on the following:

» Further out, lower interest rates will boost private consumption growth
and increase housing and business investment.

2.3 Norwegian mainland GDP
Annual change. Contribution to annual change. Percentage points
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¢ Higher demand among Norway'’s trading partners will boost demand in
the coming years. The recent krone appreciation pulls in the opposite
direction.

¢ Lower petroleum sector investment will curb growth.

Compared with the previous Report, the level of mainland GDP is lower,
primarily reflecting a downward adjustment of housing investment.

Indicators of uncertainty surrounding point forecasts in the near
and medium term

Economic expectations and projections will always be associated with substantial uncertainty. As an
aid to understanding macroeconomic uncertainty, we use a model framework to quantify the uncer-
tainty linked to the evolution of three key macroeconomic variables: GPD for mainland Norway,
consumer prices and house prices.! The models help shed light on uncertainty surrounding a set of
point forecasts. The simple model framework provides one of several possible indicators of risk
evolution over time. The overall assessment of risk ahead will always be based on a combination of
judgement and model estimations. This analysis is based on figures for the period to 2024 Q4.

In this box, we use the difference between the median and the 95th and 5th percentiles, respectively,
in the model apparatus’ estimated distribution ahead as a measure of upside and downside risk. The
charts show the evolution of upside and downside risk across the different variables.

Inflation uncertainty increased markedly over 2022, as measured by the difference between the 95th
and 5th percentiles, with a particular increase in the upside risk. Up to the end of 2024, the uncertainty
has gradually abated and become more balanced, and both near-term and medium-term uncertainty
are now more closely in line with their historical average (Chart 2.A). Note that the inflation data for
January and February this year are not included in the analysis.

2.A Inflation @

Spread between percentiles and median from quantile regressions.

Four-quarter change in CPI-ATE. Percentage points
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1 The models use quantile regressions, with different indicators to project output, house price inflation and consumer price inflation. See further
description in Bowe, F., S.J. Kirkeby, I.H. Lindalen, K.A. Matsen, S.S. Meyer and @. Robstad (2023) “Quantifying macroeconomic uncertainty in Norway".
Staff Memo 13/2023. Norges Bank

Norges Bank Monetary Policy Report 1/2025

19


https://www.norges-bank.no/aktuelt/nyheter-og-hendelser/Signerte-publikasjoner/Staff-Memo/20232/sm-13-2023/

2.B Norwegian mainland GDP @

Spread between percentiles and median from quantile regressions.
Four-quarter change in mainland GDP. Percentage points
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2.C House price inflation @

Spread between percentiles and median from quantile regressions.
Four-quarter change in house prices. Percentage points
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The models indicate that near-term uncertainty around mainland GDP growth is relatively balanced
and close to normal levels, while the downside risk has decreased a little (Chart 2.B, left panel).
Medium-term uncertainty is somewhat lower than the average for the 2010s. It is the downside risk
that has been somewhat lower recently (Chart 2.B, right panel).

In the near term, uncertainty about house price inflation is balanced and close to its historical average
(Chart 2.C, left panel). In the medium term, the downside risk has been higher than normal over a couple
of years but has recently receded again (Chart 2.C, right panel).

Households

In 2023, higher interest rates and high inflation led to lower household
real disposable income. Lower purchasing power curbed consumption,
which fell for the first time since 1989, except during the pandemic. In
2024, wages rose faster than prices, and consumption increased, but
less so than household real disposable income, resulting in an increase in

the saving ratio.

Norges Bank Monetary Policy Report 1/2025



Consumption growth increased in the first half of 2024, and remained
broadly unchanged in the latter half. In 2024 Q4, consumption growth was
weaker than expected in the previous Report, reflecting the fact that
household disposable income was also lower in 2024 than previously
projected. Growth in household consumption is projected to pick up
through spring and edge down further ahead. The projections are based
on the following:

¢ According to the Bank’s Regional Network, household-oriented enter-

prises expect higher demand in the period to summer. In retail trade,
the share of enterprises that expect growth has increased substantially.
Since the previous Report, more of the enterprises that sell durable
consumer goods such as cars, electronics and furniture now report
increased activity. Services contacts also expect higher activity and
report increased demand in a number of segments including health
and fitness, entertainment and media and communication services.

High real wage growth in 2025 is expected to improve household
purchasing power. In 2024, consumption increased far less than
income. In 2025, a larger share of income growth is expected to be
used for consumption.

Prospects indicate somewhat slower income growth ahead (Chart 2.4),
which will dampen the rise in consumption further out. The saving ratio
is expected to increase somewhat through the projection period.

Debt growth has abated in recent years but picked up a little in autumn.
Higher house price inflation and lower interest rates further out are
expected to increase household borrowing. On the other hand, the low
level of housing completions through the projection period curbs debt
growth. Overall debt is expected to rise slightly faster over the next
couple of years, albeit slower than income. This will lead to a lower
debt-to-income ratio further out in the projection period. Looking
ahead, reduced debt burdens and a decline in the policy rate will lead
to a gradual fall in the interest burden (Chart 2.5).
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2.5 Debt-to-income ratio, debt service ratio and interest burden
Percent
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Due to slower growth in consumption than expected towards the end of
last year, the projections for consumption growth in 2025 are a little lower
than in the previous Report. The projections further out have been
adjusted up from the previous Report and the level in 2027 is little
changed since December.

Housing market

Housing investment has fallen considerably in recent years owing to the
combination of higher interest rates and a sharp rise in construction
costs. Housing investment fell further in 2024 Q4, more than expected in
the previous Report. Although housing investment is also expected to
decline further in 2025 H1, an increase is expected in autumn. The
projections are based on the following:

« New home sales are often a good indicator of developments in housing
investment a couple of quarters ahead. New home sales were low
throughout 2024, which has resulted in few housing starts so far in
2025.

¢ Construction contacts in Norges Bank’s Regional Network also expect
output to fall further in 2025 Q1 and Q2.

¢ At the same time, stronger household purchasing power is expected to
boost demand for both new and existing homes. New home sales
figures show a marked increase over the past couple of months, albeit
from a low level.

¢ Higher house price inflation and lower interest rates further out will
improve profitability in construction.

Housing investment is lower than in the previous Report (Chart 2.6)

In 2024, prices in the secondary housing market increased by 3%. So far
in 2025, house prices have increased markedly and more than projected
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2.6 Housing investment and real house prices
Annual change. Percent

2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

H Housing investment i Projections MPR 1/25 Projections MPR 4/24
—Real house prices = =ProjectionsMPR1/25 ~ =eees Projections MPR 4/24

Sources: Real Estate Norway, Eiendomsverdi, Finn.no, Statistics Norway and Norges Bank

in the previous Report. Turnover has been very high in recent months and
more homes are sold than are listed for sale. The regulatory reduction in
the share of equity required to finance house purchases at year-end
2024 has likely had the largest impact on non-home owners. Both turn-
over and the rise in prices have been higher for small flats in the larger
cities than for other segments. This may indicate that some of the recent
rise in house prices is due to the easing of lending regulation. In 2025,
house prices are expected to rise by 8.1%. The rise in house prices is
expected to continue over the next few years but growth is expected to
decline further out in the projection period. The projections are based on
the following:

* Rapid house price inflation in recent months and a continued high level
of activity in the secondary housing market in March may suggest that
house price inflation will remain elevated in the coming months.

¢ Stronger household purchasing power pulls in the direction of higher
house prices. At the same time, a slightly higher policy rate path thanin
the previous Report will have a dampening effect.

o Alow supply of new homes in the coming years suggests higher house
prices.

Higher-than-expected growth in recent months has lifted the house price
projection for 2025, but the projected level for 2027 is little changed since
the previous Report.

Firms

In 2024, mainland business investment fell after having risen in the
preceding years (Chart 2.7). The decline particularly reflects the substan-
tial rise in interest and other expenses since 2021. Business investment is
expected to show a moderate rise through the projection period. The
projections are based on the following:
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2.7 Business investment in mainland Norway
Annual change. Contribution to annual change. Percentage points
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* Regional Network contacts suggest that services investment, which
accounts for two thirds of business investment, will decline somewhat
in 2025 and increase moderately in 2026.

e Power sector investment is expected to increase substantially ahead
(see box in the previous Report). The most recent investment intentions
survey from Statistics Norway also indicates rapid growth in power
investment in 2025 and 2026.

¢ Investment in manufacturing and mining and quarrying is likely to
increase somewhat in 2025 according to the investment intentions
survey. This investment has been unusually high in recent years, driven
in part by the energy transition and defence investment. These condi-
tions will likely underpin elevated investment in the period between
2026 and 2028.

¢ Inisolation, lower interest rates will lead to higher investment in the
projection period.

Petroleum investment has increased markedly over the past two years
(Chart 2.8), mainly due to the launch of a number of oil development
projects in 2022 in response to the petroleum tax package and high oil
and gas prices. Petroleum investment is projected to rise somewhat
further between 2024 and 2025. Investment is then projected to decline
somewhat in the next three years. The projections are based on the
following:

¢ Investment in ongoing development projects will fall from around
NOK 10bn in 2025 to close to zero in 2028.

¢ Oil companies have announced that they will launch several develop-
ment projects ahead. This will generate substantial investment, but not
enough to fully compensate for the completion of ongoing projects.
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2.8 Petroleum investment
Constant 2025 prices. In billions of NOK
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¢ The investment intentions survey and projections from the Norwegian
Offshore Directorate indicate that oil companies will invest less in 2026
than in 2025. The survey also suggests lower investment (in fields in
production) in 2026 than projected in December. The projections for
petroleum investment in 2026 and 2027 have therefore been revised
down.

Mainland exports have expanded markedly since 2021 (Chart 2.9), largely
driven by stronger competitiveness, increased tourism in Norway and
higher investment in oil, gas and green technology abroad. Supported by
the same factors, export growth is expected to remain high in 2025, albeit
lower than in previous years. Exports are projected to expand moderately
thereafter in the period between 2026 and 2028. The projections are
based on the following:

¢ According to the Regional Network, Norwegian exporters expect firm
growth in 2025 H1, especially among oil services exporters, but other
exporters also expect somewhat higher output in the period to summer.

2.9 Mainland exports
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2.10 Public demand
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¢ Global petroleum investment is likely to increase far less ahead than in
the period between 2022 and 2024.

¢ Trading-partner GDP growth is expected to pick up gradually through
the projection period.

* Weaker impulses from the past krone depreciation and a slightly
stronger krone are expected to weigh on export growth ahead.

Fiscal policy

Growth in public demand was high in 2023 and fell somewhat in 2024.
Updated national accounts figures indicate that the level of public
demand in both 2023 and 2024 was lower than previously assumed
(Chart 2.10). Public investment in particular was revised down.

Following several years of strong growth in public demand, growth is
expected to drift down in the coming years and to be close to mainland
GDP growth in 2028. The projections are based on the following:

¢ Information on the expected level of public sector activity in the
National Budget for 2025 and the budget for 2025 approved by the
Storting (Norwegian parliament) implies further growth in public sector
demand in 2025.

¢ The agreed NOK 50bn increase in aid to Ukraine in 2025 through the
Nansen Support Programme for Ukraine contributes to an increase in
public spending in 2025. The increase is expected to have little effect
on domestic demand but will entail a higher budget deficit.

* Increased defence investment is expected to boost growth in public
demand through the projection period.

The projections for public demand have been revised up slightly since
the previous Report, but due to the revisions for 2023 and 2024 the level
will be lower over the projection period than previously assumed. The
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structural non-oil budget deficit as a share of the Government Pension
Fund Global (GPFG) is projected at close to 2.7% in 2025. The deficit is
expected to deepen somewhat later in the projection period. This must
be seen in connection with the fall in the value in krone terms of the GPFG
since the beginning of the year.

Labour market and capacity utilisation

The Norwegian economy reached a cyclical peak towards the end of
2022.1n 2023 and 2024, unemployment edged up and growth slowed.
Through 2024, output remained stable at close to potential. Recent data
pullin slightly different directions. Overall, output is still assessed to be
near potential, but slightly higher than envisaged in the previous Report.
This assessment is based on the following:

* Employment rose slightly in Q4, in line with the projections in the
previous Report, and preliminary figures indicate high employment
growth at the beginning of the year. Regional Network contacts expect
growth in employment in the period to summer. This means that the
employment rate appears to remain stable and suggests broadly
unchanged capacity utilisation.

* Unemployment has edged down recently. In January, registered unem-
ployment declined to 2.0%, adjusted for seasonal variations, and then
remained unchanged in February. LFS unemployment has also
declined. Unemployment is now slightly lower than projected in the
previous Report, but still close to the level estimated to be consistent
with output at potential.

* The share of Regional Network contacts reporting capacity constraints
has edged up since the turn of the year, but the share reporting labour
shortages has been stable. The shares remain close to their historical
averages.

¢ Both the stock of vacancies and the inflow of new vacancies have
declined further but still indicate ample labour demand.

¢ The models in Norges Bank’s modelling system, which take into
account among other things Norwegian mainland GDP, employment,
unemployment, wage growth, inflation and investment, indicate that
output declined somewhat towards the end of 2024 but remained close
to potential (Chart 2.11).

The output gap is a measure of the difference between actual output
in the mainland economy and potential output. Potential output is
determined by productivity and the highest sustainable level of
employment over time consistent with stable wage and price
inflation (N*).
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Output is expected to decline and remain somewhat below potential
further ahead. This is a downward revision from the previous Report and
reflects a slower expected pace of monetary policy easing in the coming
years than envisaged in December. Developments are consistent with
slower employment growth in 2026 and population growth outpacing
employment growth somewhat. The projections imply that registered
unemployment will remain close to 2% in 2025 and then rise t0 2.2%
(Chart 2.12).

The lowest unemployment level estimated to be consistent with stable
price and wage inflation over time (u*) has declined in recent decades,
and Norges Bank now estimates u* to be around 2.1%. The projectionis
slightly lower than in the previous Report. This reflects the fact that the
share of Regional Network contacts reporting capacity constraints and
labour shortages is close to its historical average, in spite of unemploy-
ment remaining at a historically low level. The relationship between
vacancies and unemployed persons in various occupations may also
indicate that the labour market is functioning slightly more efficiently than
previously assumed.
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Table 2.1 Output and potential output’

Percentage change from previous year
Change from projections in
Monetary Policy Report 4/2024 in brackets 2005-2014 2015-2024 2025 2026 2027 2028
2.8 1.6 1.2(-0.2) 1.4

GDP, mainland Norway 1.2(-0.2) 1.4 (0)

Potential output 27 1.5 1.3(-0.2) 1.6 (0) 1.5(0) 1.3
N* 1.5 0.9 0.9 (-0J) 0.9 (0) 0.8(0) 0.6
Trend productivity 1.2 0.6 0.4(-0J) 0.7 (0) 0.7 (0) 0.7

1 The contributions from N* and trend productivity do not necessarily sum exactly to the annual change in potential output due to rounding.

Weak underlying productivity growth has resulted in weak potential
output growth (y*) in recent years (Table 2.1). The growth in y* is expected
to pick up somewhat ahead. The projections are based on the following:

* Norges Bank’s estimates of N* are based on population projections
from Statistics Norway, adjusted for current population statistics. There
are prospects for moderate population growth in the coming years.

* N*is affected by the inflow of Ukrainian refugees to Norway in recent
years. Refugees from Ukraine are expected to continue to arrive in 2025
and 2026, in line with government projections. Historical experience
suggests that it will take some time for refugees to find jobs. It is
assumed that they will gradually lift N* and pull up y*.

* N*is also affected by developments in the number of temporary foreign
workers which is expected to gradually increase in coming years, in
pace with a pickup in construction activity.

¢ Underlying productivity growth is expected to remain low ahead, in line
with the average for the last ten years. Weak underlying productivity
growth dampens potential output growth.

Wages

Wage growth has risen in recent years, owing to high inflation, a tight
labour market and high profitability in some business sectors. In 2024,
wage growth picked up to 5.6%, higher than projected in the previous
Report. Wage growth rose across sectors. Combined with disinflation,
higher wage growth resulted in a marked rise in real wage growth in 2024.

Wage growth is expected to decline to 4.5% in 2025 (Chart 2.13), higher
than projected in December. In addition, real wage growth is projected to
decline compared with 2024, but to remain higher than the average for
the last ten years. The projections are based on the following:

* Regional Network contacts expect wage growth of 4.4% in 2025, while
Norges Bank’s Expectations Survey shows that the social partners
expect 4.1%. Wage expectations are little changed from 2024 Q4, and
expectations measured in these two surveys have historically been
accurate indicators of wage growth, suggesting further moderating
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wage growth in 2025. However, wage expectations have been lower
than actual wage growth in recent years. The surveys were completed
before the CPlinflation figures for February were published.

Prospects indicate that unemployment will be close to the current level
in 2025 and thereby pull up wage growth.

The overall business wage share was close to the historical average in
2024 (Chart 3.C, right panel). At the same time, the wage share in manu-
facturing remained clearly lower than the historical average, pulling
wage growth up.

The Norwegian mainland GDP deflator is expected to increase slightly
faster than consumer prices, which could provide room for real wages
to rise more than productivity.

The Technical Reporting Committee (TBU) estimates that inflation will
rise by 2.7% in 2025, lower than the estimate for 2024 at 4.1%. This also
suggests somewhat lower wage growth, but the analyses in the box on
page 50 indicate that lower expected inflation has a moderate effect
on nominal wage growth.

Norges Bank’s empirical models indicate wage growth between 4.3%
and 4.8% in 2025 (Chart 2.14). The model with the wage share in manu-
facturing as an explanatory variable indicates the highest wage growth
in 2025.

Several factors indicate that wage growth in 2025 may be higher than
projected in December:

¢ Unemployment has declined and been slightly lower than expected
recently, and unemployment is expected to be slightly lower in 2025
than projected in December.

¢ Producer prices have increased more than projected in the previous
Report.
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2.14 Wage growth projections
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* Wage growth in 2024 was higher than projected in December, which
means that the carry-over in 2025 will be higher. In Norges Bank’s
empirical models, higher wage growth will, in isolation, push up wage
growth in the subsequent year.

Further out in the projection period, wage growth is expected to decline
further, reflecting expectations of a looser labour market and lower infla-
tion. The wage growth projections for the coming years are a little higher
thanin the previous Report, reflecting some expected improvement in
firms’ ability to pay compared with the projections in December.

Prices

Inflation has declined markedly since the end of 2022. The pace of
decline has slowed in recent months, and underlying inflation rose to
3.4% in February, which was appreciably higher than expected in the
previous Report.

Food and beverage inflation rose sharply in February, partly reflecting a
substantial rise in prices for some commodities such as cocoa and
coffee. However, some of the rise may also be due to large grocery price
adjustments again in February after more steady adjustments in spring
2024. Services prices also rose sharply in February and are contributing
to sustaining inflation (Chart 2.15).

The 12-month rise in the CPI-ATE is projected to move up in the period
ahead, and the CPI-ATE projections have been revised up from the
previous Report. The projections are based on the following:

¢ Inrecent months, inflation has been high for a number of subcompo-
nents of the CPI-ATE, with many reaching levels of over 4% (Chart 2.16).
The rapidrise in prices for food and beverages has lifted inflation in
recent months and food price inflation is projected to moderate some-
what ahead.
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2.15 Contributions to inflation @ <2' Basis for the projections>

CPI subcomponents. Contribution to twelve-month change. Percent
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¢ CPI-ATE inflation has picked up in recent months, and shorter-term
measures of inflation, such as annualised three and six-month inflation,
are now above 12-month inflation (Chart 2.17).

e In Norges Bank’s System for Model Analysis in Real Time (SMART),
which weights forecasts from a broad set of different models, forecasts
have been revised up since December (Chart 2.18).

* Wage growth in 2024 was higher than projected in the previous Report.

Inflation drivers

In the projections for the coming months, considerable weight is given to
both the overall change in price inflation and to recent changes in certain
groups of goods and services. In the longer term, price developments will
be determined to a greater extent by drivers such as wage and produc-
tivity growth and international price impulses to price inflation in Norway.

Over the past year and a half, imported goods inflation has declined
considerably and pushed down underlying inflation. Looking ahead,
imported consumer goods inflation is expected to rise somewhat but

2.16 Dispersion of underlying inflation @

Distribution of twelve -month change across CPI-ATE subcomponents. Percent
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Norges Bank Monetary Policy Report 1/2025 32



2.17 Pace of inflation
Average annualised monthly change in CPI -ATE across various horizons. Percent
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remain close to its average for the period between 2010 and 2019 in the
years ahead. Since the previous Report, near-term projections have been
revised up somewhat, while the longer-term projections are slightly
lower. The projections are based on the following:

* Imported consumer goods inflation has been higher than projected in
the previous Report, and the near-term projections have therefore
been revised up somewhat.

¢ The projections for price impulses to imported consumer goods, as
measured by Norges Bank’s index of international price impulses to
imported consumer goods (IPK), have been revised up somewhat since
December (Annex Table 1). However, looking ahead, growth in the index
is expected to be low.

¢ The krone exchange rate has been stronger than projected in the
previous Report, suggesting somewhat lower imported consumer
goods inflation ahead.

2.18 System for Model Analysis in Real Time (SMART)
CPI-ATE. Four-quarter change. Percent
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2.19 Domestically produced goods and services and imported goods
inthe CPI-ATE

Four-quarter change. Percent
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* Freight rates remain at high levels but have fallen in recent months.
Freight rates are projected to fall further to pre-pandemic levels.

Domestically produced goods and services inflation has declined less
than CPI-ATE inflation and remains at a high level. High wage growth in
recent years has likely contributed to keeping domestically produced
goods and services inflation elevated. Domestic inflation is projected to
remain elevated ahead and the projections have been revised up since
December (Chart 2.19). The projections are based on the following:

* Wage growth in 2024 was higher than projected, and the projections for
wage growth have been revised up for the years ahead.

¢ Productivity growth was low in 2024 and is expected to take slightly
longer to pick up than previously projected.

e Therise in the index of international price impulses to imported inter-
mediate goods (IPI) has moved down and is at a low level, indicating that
there are no signs of higher international price impulses to domestic
inflation (Annex Table 1).

Inrecent years, there have been substantial deviations between
consumer price inflation and what the historical relationship between
inflation and key cost drivers would imply (see residual terms in Chart
2.20). This may reflect the fact that firms change prices more frequently
when inflation is high. In 2024, disinflation was faster than the develop-
ments in cost drivers would imply. New data from Statistics Norway show
that administered prices have for some time pulled down underlying
inflation, partly explaining the negative residual terms. However, the rise
in inflation in recent months has reduced the residual terms somewhat,
and inflation ahead is assumed to remain more closely in line with the
traditional drivers.
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2.20 Driving forces

Contribution to four-quarter change in the CPI-ATE. Percentage points
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Overall inflation

Over the past year, energy price inflation has been low and has pushed
down overall inflation. In February, 12-month CPl inflation was 3.6%, and a
faster rise in energy prices contributed to higher overall CPl inflation than
CPI-ATE inflation (Chart 2.15). Looking ahead, the projections for CPl infla-
tion have been revised up compared with the previous Report. The
projections are based on the following:

« Higher projections for underlying inflation (CPI-ATE) are pushing up the
projections for overall inflation (CPI).

 Electricity prices have been higher than projected in the previous
Report and electricity futures prices are somewhat higher thanin
December (see box on page 16).

* The Government has proposed a new electricity support package,
including a 10 percentage point reduction in VAT on grid tariffs from
July 2025. This pulls down CPl inflation in the coming years.

* This package also proposes a fixed electricity price of NOK 0.4 per kWh
excluding VAT for consumers, to take effect from October 2025. The
existing general electricity support scheme is proposed to continue to
cover consumers who decide not to choose the fixed price. The
proposal will be presented to the Storting (Norwegian parliament) in
connection with the Revised National Budget. It is assumed that the
proposal will be approved and that most households in southern
Norway will choose this package. The decline in household energy
expenses resulting from the package will in isolation pull down the CPI
projections by approximately 0.2 percentage point in 2025 and 2026.

With lower energy price inflation, CPl inflation is projected to be lower
than CPI-ATE inflation in the coming years.
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3. Monetary
policy analysis

Model implications of new information

New information

The analysis of the current economic situation in Norway, combined with
assumptions regarding exogenous driving forces, form the basis for the
monetary policy analysis and the Bank’s forecasts. ' Examples of exoge-
nous driving forces in the Bank’s macroeconomic model, NEMO, which is
the main forecasting model, are petroleum prices, global economic
developments and petroleum investment. In the short-term horizon,
which consists of the current and next quarter, the model is conditioned
on the projections described in more detail in Section 2.

After conditioning on historical data, short-term forecasts and exoge-
nous driving forces, NEMO provides forecasts for the remainder of the
forecast horizon. To summarise how new information and assessments of
the economic situation have affected the forecasts since the previous
Report, we present model-based forecasts of the output gap and infla-
tion given the same policy rate path as in the previous Report.

Key premises for this exercise are:

* Both wage growth and price inflation have been higher than projected
in the previous Report, and the near-term forecasts have been revised
up. At the same time, the krone has appreciated.

¢ The output gap is revised up slightly in the short-term horizon, partly
reflecting a tighter labour market.

The exercise indicates that the output gap is little changed from the
previous Report beyond the short-term horizon (Chart 3.1). Inflation is
higher over the entire forecast horizon.

1 See Section 3.2 of Norges Bank’s Monetary Policy Handbook, Version 2.0, Norges Bank Memo 3/2024 for a
more detailed description of how the decision basis is drawn up.

This section describes the monetary policy analysis presented to
Norges Bank’s Monetary Policy and Financial Stability Committee,

which forms part of the basis for the policy rate decision. The policy
rate forecast is described and explained in the Committee’s

assessment.
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3.1Model-based exercise using the same policy rate asin MPR 4/24
Projections conditioned on new information concerning economic developments and the
policy rate forecast in Monetary Policy Report 4/2024
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7 37
° ? 28RN
> T 0/5‘ "I ‘\\"" —-—==
4 a1k ‘I ,l

1

]

\/ 4N

10 ]
]

o \ \ \ \ 6 L
2019 2021 2023 2025 2027 2019 2021 2023 2025 2027
= =New information Projections MPR 4/24 —Inflation target
Sources: Statistics Norway and Norges Bank

The model’s policy rate path

Norges Bank’s main model, NEMO, generates a policy rate path. New
information and new assessments will normally also generate changes in
the model’s policy rate path.

Chart 3.2 uses the model to decompose the main driving forces behind
changes in the model’s policy rate path since the previous Report. In
macroeconomic models like NEMO, economic fluctuations that bring
inflation away from target and output away from potential are explained
by shocks. This is the case for all the model variables, including the
interest rate, as it is not possible to fully represent the Committee’s trade-
offs in a technical reaction pattern. Changes in shocks arise when new
data and projections differ from those implied by the driving forces in the
model. The decomposition shows how shock changes since December
contribute to changes in the model-based policy rate path. The monetary
policy shocks from the previous Report are held constant in order to
isolate the effects of other shocks. The bars show contributions to
changes in the model path from different types of shocks, and the broken

3.2 Contributions to changes in the model path
Cumulative contributions. Percentage points
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line shows the sum of the bars. The solid line shows the actual change in
the policy rate path.

The main contributions to changes in the model path since the previous
Report are:

¢ Underlying inflation has been higher than projected in the previous
Report, and the near-term forecasts have also been revised up. In 2024,
wage growth was higher than projected in the previous Report and
somewhat higher than implied by the driving forces in the model. The
near-term forecast of wage growth has also been revised up. Overall,
price and wage factors pull up the model path (red bars).

¢ Inflation among Norway’s main trading partners has been slightly higher
than assumed in the previous Report, and the projections have been
revised up somewhat for the coming year. Policy rate expectations
abroad are also somewhat higher than in the previous Report. Lower
growth prospects for Norway’s trading partners in the coming year and
a stronger krone exchange rate, in isolation, pull in the direction of
lower demand for Norwegian exports, but export growth is neverthe-
less somewhat stronger than projected in the previous Report. Overall,
external factors and exports contribute to a slightly higher model path
over the entire forecast horizon (dark green bars).

* The krone exchange rate is stronger than assumed in the previous
Report (see box on the krone exchange rate on page 39) and is
assumed to remain close to the current level. Overall, the krone
exchange rate is stronger than implied by the changes in the interest
rate differential and other driving forces in the model. This resultsin a
somewhat lower model path (dark blue bars).

* Petroleum prices overall, as incorporated in the model, are slightly
lower. The petroleum investment projections have also been revised
down somewhat since the previous Report, more than can be explained
by the model through lower petroleum prices. Overall, petroleum prices
and investment pull down the model path slightly (light blue bars).

¢ The estimated long-term money-market spread has been revised down
slightly since the previous Report. In isolation, this contributes to a less
restrictive monetary policy for a given policy rate, thereby pulling the
model path up slightly (grey bars).

¢ Housing investment and household consumption have been weaker
than projected in the previous Report and weaker than implied by the
model’s relationships, pulling down the model path. House prices have
shown a stronger rise than projected in the previous Report, in isolation
pulling up the path somewhat. Overall, domestic demand pulls the
model path down slightly throughout the projection period (orange
bars).
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The krone exchange rate

Geopolitical and trade policy uncertainty has increased since the previous Report published in
December 2024, with little impact on the krone exchange rate. As measured by the import-weighted
exchange rate index I-44, the krone has on average been slightly weaker than projected in the previous
Report so far in Q1 but has recently strengthened and is now somewhat stronger than projected. Much
of the appreciation followed higher-than-expected consumer price inflation in February, which also
resulted in anincrease in Norwegian interest rates. Interest rates on NOK-denominated loans are
clearly higher than interest rates among an average of Norway’s main trading partners. For interest
rates on loans with maturities of up to one year, this difference has increased by 0.25 percentage point
since the previous Report, while it is little changed for long-term interest rates. Qil prices are a little
lower than in December. Equity prices in the US have fallen but have risen appreciably in the euro area
and somewhat less in Norway.

Developments in the krone exchange rate relative to the currencies of Norway’s main trading partners
have been mixed (Chart 3.A). The US dollar has depreciated against a number of currencies, including
the Norwegian krone. The Swedish krona has moved in the opposite direction, largely strengthening
since the beginning of February. The euro and sterling are weaker against the Norwegian krone than in
December.
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The krone is projected to remain close to the current level ahead. The import-weighted krone exchange
rate is projected to remain slightly less than 3% stronger throughout the projection period than
projected in the previous Report (Chart 3.B). See also the box on page 54 for more details about the
effect of monetary policy on the krone exchange rate.

Monetary policy indicators and trade-offs

Simple rule for the money market rate

The simple rule for the money market rate has been updated since the
previous Report (see box below). Compared with the previous Report, the
rule now indicates a money market rate that is approximately 0.30
percentage point higher for the coming year than the corresponding rule
would have indicated based on the data available in Monetary Policy
Report 4/2024 (Chart 3.3), due to a projected small increase in the output
gap and higher inflation in the coming year. At the end of 2025, the simple

Simple interest rate rule as a cross-check of monetary policy

Estimated simple interest rate rules are often used to provide a simple description of average monetary
policy reaction patterns. However, the actual rate may deviate somewhat from that implied by the simple
rule, as the central bank takes into account extensive data that are not captured in full by the simple rule.
Such data may include the duration of different shocks, variations in the assumed strength of monetary
policy transmission and financial conditions. Nevertheless, a simple interest rate rule can be used to cross-
check interest rate setting, partly because itis largely independent of the rest of the modelling system.

The simple rule has been updated since the previous Report. The rule we estimate is given by:

i = pig-1+ (L = p)irit + Valltss + ¥y It)

The rule states that the interest rate level at any given time depends on the interest rate in the previous
period, i,_;, the long-term interest rate level', i;, the central bank’s inflation expectations three quarters
ahead measured as the deviation from the inflation target, 7¢,;, and the output gap, ¥, Inflation expecta-
tions are measured as the four-quarter rise in prices. Expectations three quarters ahead provide informa-
tion about expected inflation in the coming period and tend to be less volatile compared with inflation in
the current quarter, which may fluctuate more. For the output gap, the gap in the current quarter is
included. The output gap provides an estimate of capacity utilisation based on a series of indicators and
models and tends to fluctuate less from one quarter to the next.

The rule is estimated using data between 2001 Q2 and 2024 Q4 and thus includes relationships during the
pandemic, the period of rates at 0% and the period of high inflation in recent years. The equation gives the
following coefficient estimates: p = 0.82, .= 0.78, y, = 0.83 og y, = 1.17.2

1 Thelong-terminterest rate level measured as the five-year-five-year forward interest rate swap.

2 The analysisis explained in more detail in Lindalen I. H. and N. Maffei-Faccioli (2025) “The Norwegian Taylor Rule”. Staff Memo. Forthcoming. Norges Bank.
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3.3 Asimple rule for monetary policy
Three-month money market rate. Percent
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rule is at about the same level as the projection for the money market
rate.

Policy rate expectations

Market policy rate expectations further out can provide an indication of
how market participants have interpreted new information and how they
expect Norges Bank will react. Market expectations have risen since
December and are now above the policy rate path from the previous
Report throughout the projection period (Chart 3.4), with one-year ahead
expectations showing the strongest increase. The upward revision of
market expectations is broadly in line with the upward revision of the
policy rate path.

The difference between the market interest rate level and the Bank’s
policy rate path further out in the projection period may reflect different
policy rate expectations and the fact that term premiums rise with matu-

3.4 Policy rate expectations
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rity, which means that the market’s actual policy rate expectations may
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3.5 Policy rate expectations for trading partners
Market policy rate expectations and interest rate assumptions in the model. Percent
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deviate from market-implied policy rates.? The term premium is a risk
premium that partly reflects the uncertainty relating to the future interest
rate level and is the investor’s compensation for assuming a higher risk
level.

Market policy rate expectations among Norway’s trading partners

As a small, open economy, Norway'’s financial markets are closely inter-
twined with trading partner markets, and Norway'’s interest rate level
cannot deviate substantially from foreign rates over time. Changesin
foreign interest rates can impact the krone exchange rate. Expectations
of foreign interest rates now indicate that policy rates among Norway'’s
main trading partners will continue to fall through 2025, before levelling
off and rising somewhat towards the end of the projection period (Chart
3.5). Policy rate expectations abroad are somewhat higher than projected
in the previous Report, in particular further out.

Market policy rate expectations abroad are higher than the central banks’
own estimates of neutral interest rates for trading partners.® As there is
considerable uncertainty about the level of future policy rate expecta-
tions, partly due to possible changes in the term premium on market
interest rates, the modelling system is conditioned on the foreign market
interest rates only in the first year (Chart 3.5). Thereafter, foreign interest
rates are assumed to move over time towards an interval for a neutral
policy rate abroad that is equal to the Bank’s estimate of a neutral interest
rate for Norway, less a long-term interest rate differential of around 0.5%.

Interest rate differential against other countries

The interest rate differential against Norway’s trading partners has
increased from a low level in recent years (Chart 3.6). The chart shows the
interest rate differential measured both as the difference between
market interest rates in Norway and abroad and between the interest rate

2 SeeBenum, A, V.@.Opheim and E.S. Wasberg (2023) “Estimations of the term premium on Norwegian
government bonds”, Government Debt Memo 3/2023. Norges Bank.
3 See Bank of England (2025), Monetary Policy Report, February 2025; ECB (2025), Economic Bulletin, Box 8;

Federal Reserve (2025), FOMC Economic Projections, March 2025; and Riksbanken (2024), Seim, A. Neutral
Interest Rate — Meaning, Limitations and Assessment. Sveriges Riksbank, 26 November.
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3.6 Interest rate differential against other countries
Interest rate differential against Norway’s main trading partners. Percent
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forecast and the Bank’s assumptions for interest rates abroad. By both
measures, the interest rate differential is higher than in the previous
Report for the coming years. At the end of the projection period, the
market-based measure is around 0.8 percentage point, while the interest
rate differential based on our model assumptions is about 0.7 percentage
point, a little higher than the long-term interest rate differential assumed.
This may reflect the fact that the policy rate is slightly higher than our esti-
mate of the neutral policy rate interval (see also Chart 3.8).

Expected real interest rate

Over the past year, the Bank’s estimate of the expected real money
market rate has been higher than the estimate of the neutral level, which
lies in the interval between 0% and 1% (Chart 3.7).% Key factors deter-
mining developments ahead:

* The money market rate forecast is somewhat higher than in the
previous Report, contributing to a slightly higher expected real interest
rate.

3.7 Expectedreal interest rate
Estimate of the expected real money market rate. Percent
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4 See boxin Monetary Policy Report 2/2024.
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3.8 Household lending rates
Percent
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* The inflation projections have been revised up, in particular in the near
term, pulling in the direction of a lower real interest rate.

The projection of the expected real interest rate is broadly unchanged in
the short term but then remains slightly above the projection from the
previous Report from the second half of 2025. The expected real interest
rate will lie slightly higher than the Bank’s neutral real interest rate interval
over the entire forecast horizon.

Household and corporate interest rates

In pace with the rise in the policy rate, household and corporate interest
rates increased substantially in 2022 and 2023. The forecasts in this
Report indicate the following:

¢ The policy rate will most likely be reduced in the course of 2025. The
policy rate path is consistent with a gradual decline thereafter to 3% by
the end of 2028 (Chart 3.8).

* The forecast indicates a slightly slower reduction in the policy rate in
the coming years than in the previous Report.

*« The money market spread has fallen recently, and the projection for the
long-term money market spread has also been revised down by 0.05
percentage point to 0.15%.

¢ The interval for the neutral policy rate increases by 0.05 percentage
point and ranges between 1.85% and 2.85% from 2025 Q1 as a result of
lower long-term money market spreads. The interval for the neutral
money market rate will remain unchanged between 2% and 3%.

¢ The money market rate will evolve in pace with the policy rate ahead.

¢ The interest rate on new corporate loans, measured as a weighted
average of bank and bond debt, has fallen somewhat in recent months,
mainly driven by lower interest rates on new bank loans. The corporate
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interest rate is expected to move broadly in pace with the money
market rate ahead.

* Deposit rates are expected to fall when the policy rate is reduced
further out.

¢ Residential mortgage rates are projected to decline when the policy
rate is reduced. The mortgage rate is projected to be around 4.5% at
the end of 2028.

Trade-offs between inflation, output and employment

The trade-offs between quickly returning to target and promoting high
and stable output and employment are reflected in the Committee’s
assessment and the inflation and output gap forecasts. Forecasts for the
policy rate, inflation and output gap forecasts are shown in the chartin
the Comittee’s assessment. The points in Chart 3.9 show the output gap
and inflation gap (the difference between inflation and the target) fore-
casts one to three years ahead in different reports. The location of the

points in the chart depend on the shocks to the economy and the
monetary policy response to the shocks.?

In this Report, the outlook suggests slightly lower inflation but a wider
negative output gap one to three years ahead than in the previous
Report. This is partly because the interval applied has moved one quarter
ahead but also because the state of the economy has changed. The posi-
tive inflation gap and negative output gap in the forecasts means that a
higher policy rate path than in the forecast would bring inflation closer to
target but also widen the negative output gap. On the other hand, a lower
policy rate path would boost the activity level but bring inflation further
away from target.

3.9 Trade-offs in monetary policy
Inflation gap and output gap. Average 1-3 years ahead
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5 Foramore detailed explanation of the chart, see box in Section 2.4 in Norges Bank’s Monetary Policy
Handbook, Version 2.0, Norges Bank Memo 3/2024.
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A trade conflict will affect the Norwegian
economy through various channels

Higher international trade barriers could lead to lower global growth
and higher global inflation. A trade conflict of a certain scale is likely
to slow activity growth in Norway through various channels. The
overallimpact on inflation is more uncertain.

In recent months, the US announced and imposed a series of new tariffs
on goods imports from Canada, China and Mexico. On 4 March, the US
imposed a 25% import tariff on most goods from Canada and Mexico, but
soon thereafter delayed the implementation of tariffs on all goods
covered by the trade agreement USMCA. In addition, the US administra-
tion imposed a general tariff of 25% on US steel and aluminium imports,
which also covers Norway. Canada and China have responded by
imposing tariffs on a range of US goods and have announced that addi-
tional tariffs may be implemented. Moreover, the US president has
announced that a tariff of 25% will be put on goods imported from the EU.
If the announced tariffs on goods from Canada, the EU and Mexico are
introduced, the US will have increased import protection to about the
same level as during the protectionist period of the 1930s (Chart 3.A).

The US president has also announced the possibility of a reciprocal tariff
intended to harmonise effective tariffs between the US and an unspeci-
fied number of other countries. The US administration has also voiced the
possibility of imposing general tariffs on a selection of products such as
cars, copper, timber and lumber, semiconductors and pharmaceutical
products.

There is considerable uncertainty regarding the ultimate scale and the
duration of the different trade measures and the extent to which other
countries will reciprocate, which makes it difficult to quantify the effects
on both the global economy and Norwegian economy. This box is there-
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fore limited to a discussion of the main channels through which higher < Boxes

trade tariffs could affect the Norwegian economy.

The tariffs that have been implemented are assumed to have little impact
on the Norwegian economy. However, the impact may be larger if the
conflict escalates. Higher tariffs on Norwegian exports to the US, and
possibly to other countries, will have a negative impact on domestic
activity. A global trade conflict, defined as a reciprocal increase of tariffs
between a number of countries, will also indirectly impact the Norwegian
economy through the impact on global output, inflation and interest rates.

Direct channels

The increased tariffs on exports of steel and aluminium to the US
imposed on 12 March affect less than 1% of Norway’s overall exports of
steel and aluminium and will have little impact on domestic activity. If the
US imposes a reciprocal tariff on Norwegian exports, the impact on the
Norwegian economy could be much greater.

Norway’s direct goods exports to the US, excluding oil and gas,
contribute about 1.3% to mainland Norway’s GDP. Sector-wise, aquacul-
ture and retail trade make up the largest contribution of 0.77 percentage
points combined. For some goods, for example aeroplane parts,
construction machinery and furniture, exports to the US account for a
significant share of total revenues. However, Norwegian exports will also
be influenced indirectly when the US increases tariffs on other countries.
This is due to the nature of global supply chains, whereby some of
Norway’s exports to other countries are used as intermediate inputs to
goods ultimately destined for the US market. Including these exports, the
contribution increases to 1.8% (Chart 3.D).!

Domestic and international exporters can to some degree dampen the
negative impact of an eventual US trade barrier by seeking out new

3.D Contribution to mainland GDP from goods exports to the US @
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1 The calculations are based on a compilation of country-specific input-output tables from the OECD which
document the flow of goods and services between different industries and countries. See Documentation
Note 2/25: “Calculations of value-added shares in the Box ‘A trade conflict will affect the Norwegian
economy through various channels’ (MPR 1/25)". Forthcoming.
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markets for their products. If goods intended to be exported to the US are
diverted to a third country, these countries may choose to impose
protective tariffs to shield domestic producers, provided for under the
WTO agreement. When the US imposed tariffs on steel and aluminium in
2018, the EU imposed protective tariffs on steel imports from most coun-
tries. However, Norway, Iceland, and Lichtenstein were exempt. A general
tariff on US goods imports from the EU may lead the EU to impose protec-
tive tariffs on a wide range of imported goods. So far, there is little
evidence that Norway will respond to higher global tariffs by introducing
trade restrictions of its own.

Indirect channels

A trade conflict will affect global economic developments, which could
have spillover effects on the Norwegian economy. The global effects will
depend on the size of the tariffs, the number of countries involved, the
goods and services affected and the duration of the conflict. However,
there is a broad consensus among economists that a global trade conflict
of a certain scale most likely will pull down global activity growth and
push up cost growth and price pressures in the short term.?

Experience indicates that higher tariffs pass through quickly to domestic
producer prices, while the pass through to consumer prices is more
limited.® This could imply that the impact on global inflation will be fairly
muted and temporary. On the other hand, in the current situation where
inflation is already above inflation targets in many countries, higher infla-
tion could fuel inflation expectations and keep inflation higher for longer.

Moreover, the price effects may be amplified by global supply chains. The
production of many goods, such as cars, occurs in several stages, where
the semi-finished product is processed before being sent cross-border
for further processing at the next stage. Tariffs imposed on many stages
of the supply chain could result in a significant increase in overall costs
and hence price inflation. Both prices and output can also be impacted
by supply-side disruptions resulting from producers attempting to find
alternative suppliers at different stages of the supply chain.*

A trade conflict escalation may amplify the current tendency of rising
global trade fragmentation. Trade turbulence and geopolitical uncer-
tainty result in firms largely choosing to create supply chains with similar
countries or executing a larger share of the production processes
domestically to avoid supply chain risk. Global trade promotes economic
growth through knowledge dissemination and increased competition. A
further fragmentation of the global economy and increased protec-

2 Barattieri A., M. Cacciatore and F. Ghironi (2021) “Protectionism and the business cycle”. Journal of
International Economics, 129 and Bergin, P. R. and G. Corsetti (2023) “The macroeconomic stabilization of
tariff shocks: What is the optimal monetary response?”. Journal of International Economics, 143.

3 See Amiti, M., S. J. Redding and D. Weinstein (2019) “The Impact of the 2018 Tariffs on Prices and
Welfare”. Journal of Economic Perspectives, 33 (s4), pp 187-210 and Cavallo, A., G. Gopinath, B. Neiman and
J. Tang (2021) “Tariff Pass-Through at the Border and at the Store: Evidence from US Trade
Policy”. American Economic Review: Insights, 3 (s1), pp 19-34.

4 See Grossman, G, M., E. Helpman, and S. J. Redding (2024) “When Tariffs Disrupt Global Supply
Chains”. American Economic Review, 114 (s4), pp 988-1029.
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tionism could therefore reduce global growth potential in the long term
and lead to increased inflation impulses.

Global trade policy is shrouded in considerable uncertainty. Uncertainty
may alone dampen global economic activity. Among other things,
increased trade uncertainty could lead to investment plans being post-
poned.’ Increased trade turbulence also impacts the financial markets. In
addition, households may spend less.

It is not obvious how the ongoing trade conflict will impact international
interest rates. A slow-down in activity growth would suggest lower policy
rates, while higher cost pressure would pull in the opposite direction. If
higher tariffs pass through to prices relatively quickly in a situation where
inflation is still above the inflation targets of many countries, the goal of
stabilising inflation and anchoring inflation expectations means in isola-
tion that it will take time before we see a further reduction in global
interest rates.

Possible direct and indirect effects on the Norwegian economy
Evidence suggests that a global trade conflict will largely act as a nega-
tive supply-side shock, which will also have economic spillovers on

Norway even with limited direct exposure to tariffs on Norwegian exports.

Higher global prices will push up Norwegian import prices for both
finished goods and intermediate goods, which, in isolation, will increase
domestic inflation. At the same time, some products may become more
affordable if global producers faced with tariffs seek out new markets,
which in turn would dampen inflation. Reduced activity resulting from
weaker global demand will also pull down inflation. If Norway were more
extensively affected by tariffs on goods exports to the US or other coun-
tries, a further dampening of both output and inflation could occur. The
path for inflation will also depend on movements in the krone exchange
rate.

The projections in this Report take into account the tariffs already imple-
mented. Higher tariffs have reduced overall growth projections some-

what for Norway’s trading partners compared with the December Report.

If new trade policy restrictions are introduced in the very near term, this
may pull down growth projections further.

5 See Caldara, D., M. lacoviello, P. Molligo, A. Prestipino and A. Raffo (2020) “The economic effects of trade
policy uncertainty”. Journal of Monetary Economics, 109, pp 38-59 and Boer, L. and M. Rieth (2024) “The

Macroeconomic Consequences of Import Tariffs and Trade Policy Uncertainty”. IMF Working Papers 24/13.
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Key drivers of real wage growth

Wages account for a large share of business costs, and wage growth is
therefore a key factor influencing the path of inflation ahead. Wages are
also the main source of household income and hence wage growth
adjusted for consumer price inflation (real wage growth) will be an impor-
tant factor for households’ income and consumption. Following many
years of high and relatively stable real wage growth at the end of the
1990s and the beginning of the 2000s, real wage growth has been lower
and more variable over the past ten years (Chart 3.E, left panel). This box
explains the key drivers of real wage growth in more detail.

Over time, firms’ capacity to pay wages will determine wage growth, in
line with the principles governing the Norwegian model of wage determi-
nation. Somewhat simplified, the overall wage-paying capacity of Norwe-
gian firms is dependent on their selling prices and on productivity. Over
the past few years, the share of income comprising labour costs (wage
share) for firms in mainland Norway has been close to the historical
average (Chart 3.E, right panel). However, there are large differences
between industries. The part of the manufacturing sector exposed to
international competition participates in wage negotiations first. Results
from these negotiations set the norm for the rest of the economy. Over
the past few years, the wage share in manufacturing has been markedly
lower than the historical average.

Both productivity growth and selling prices in manufacturing can vary
greatly from year to year. For example, prices may be affected by the
krone exchange rate and global conditions, leading to uncertainty about
the wage-paying capacity in manufacturing in the short term. Thus, from
year to year, wage growth will deviate from the level compatible with a
stable wage share. Changes in wage growth resulting from large changes
in the wage share will usually contribute to a gradual normalisation of the
wage share. In the shorter term, other factors also impact wage growth.
For example, labour market tightness and consumer price inflation may

Boxes

3.E Real wage growth and wage share
Left panel: Annual growth. Percent

Right panel: Wage share. Percent
6 95

5

a1 | /\/\'\/\/
| |

65

60

L 1995 2002 2009 2016 2023
1995 2002 2009 2016 2023 —Wage share - Mainland Norway

—Real wage growth Wage share - Manufacturing

Sources: Statistics Norway and Norges Bank

Norges Bank Monetary Policy Report 1/2025

50



come into play. Our empirical models show that wage growth in industries
excluding manufacturing may be affected by industry-specific condi-
tions, in addition to the wage norm set by manufacturing.

Over the past few years, consumer price inflation has slowed consider-
ably, and a key question is how disinflation will in isolation affect wage
growth. The Technical Reporting Committee on Wage Settlements’ (TBU)
consumer price inflation projection, which forms the basis for wage
determination in manufacturing, is 2.7% for 2025, and was 4.1% in 2024.
Most of Norges Bank’s wage growth models show a positive relationship
between expected consumer price inflation and wage growth. In other
words, higher (lower) inflation expectations have usually correlated with
higher (lower) wage growth. Calculations of the pass-through from
expected consumer price inflation to wage growth vary considerably
from model to model but indicate far from a full pass-through. Table 3.A
shows the consumer price pass-through estimated in some of the
models used to forecast wage growth.! The figures show the effect of a
one percentage point increase in inflation expectations on wage growth
for 2025. The models use TBU’s projection as an indicator of expected
consumer price inflation for 2025.

The coefficients in Table 3.A are estimated based on an aggregate time
series of macro variables. Inflation was relatively stable through the esti-
mation period, which could impact the reliability of the models. The esti-
mates are therefore uncertain, and the results vary significantly
depending on the choice of estimation period and the control variables
included.

Norges Bank’s Expectations Survey enables us to utilise the cross-sec-
tional variation of the respondents’ inflation and wage expectations at a
given time to learn more about how altered inflation expectations impact
wage growth expectations. These data vary and therefore cannot be
used to supplement analyses of aggregated data. Over time, the
surveyed social partners’ wage expectations have also correlated closely
with actual wage growth (see box in Monetary Policy Report 1/2024).

Table 3.A Pass-through from inflation to wage growth using different empirical
models

Model / analysis Pass-through estimate for 2025

VAR mainland Norway 014
VAR manufacturing 013
Error correction model 0.36

1 The VAR models are documented in Matsen, K. A. (2025) “Models for forecasting annual wage growth”.
Staff Memo 4/2025. Forthcoming. Norges Bank. The error correction model is documented in Brubakk, L.,
K.Hagelund and E. Husabg (2018) “The Phillips curve and beyond — Why has wage growth been so low?”.
Staff Memo 10/2018. Norges Bank. The coefficients in table 3.A are based on an updated estimation of the
model.
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To uncover how inflation expectations affect wage expectations, the rela- < Eoxas )
tionship between respondents’ 12-month ahead inflation expectations
and nominal wage growth expectations for the current year is examined.?

The responses of experts (including social partners and economists in
the financial sector and academia), business leaders and households are
used. The following regression is estimated, where E(w); is expected
wage growth for the current year, E(17); is 12-month ahead inflation
expectations and W,_, is wage growth for the previous year:

E(w); = B,E(m); + B,W,_, + other control variables + ¢,

Consumer price inflation for 2024 Q4, productivity growth, capacity utili-
sation, oil prices, exchange rates and wage share for mainland Norway
are included as control variables.?

The results imply that inflation expectations have a positive effect on
expected wage growth (Table 3.B). The coefficients are positive and
significant for all three groups. The coefficients are low throughout, but
largest among social partners and business leaders. The results also
imply that aggregated wage growth for the previous year is important for
wage growth expectations for the current year. Together with the empir-
ical models, the results imply that lower expected consumer price growth
does notinisolation contribute to a correspondingly large fall in nominal
wage growth.* Inisolation, the results suggest that real wage growth will
be lower during periods of increasing consumer price inflation, and real
wage growth will increase during periods of disinflation.

The empirical models and the above analysis imply that factors other
than inflation, such as wage-paying capacity, will usually affect wage
growth more. Productivity growth directly affects firms’ wage-paying
capacity: higher productivity growth results in firms having a higher
capacity to pay wages before profitability is affected. The models show a
clear relationship between productivity growth and wage growth
adjusted for inflation (real wage growth). When real wage growth was high

Table 3.B Estimated coefficients for different respondents of Norges Bank’s Expectations Survey

_ Social partners Economists Business leaders Households

12-month ahead inflation expectations 0.21*** 015*** 0.21"** 0.07***
Wage previous year 0.43** 0.65"* 0.64"* 0.61*

* x%

and *** denote a statistical significance level of 10%, 5% and 1%, respectively

2 Theanalysis uses responses from Norges Bank’s Expectation Survey from Q1in the period 2012-2025

3 See Documentation Note 1/2025: “The calculations behind the box ‘Key drivers of real wage growth” for
further details of the analysis. Forthcoming.

4 There exists potential uncertainty in the causality between expected wages and expected inflation. Our
estimates are in line with the findings in recent studies that use more sophisticated techniques
(randomised information treatments) to solve this problem. Abberger, K., A.K. Funk, M. Lamla, S. Lein and S.
Siegrist (2024) “The Pass-Through of Inflation Expectations into Prices and Wages: Evidence from an RCT
Survey”. CEPR Discussion Paper, No.19595, Buchheim, L., S. Link and S. Méhrle (2024) “Inflation and Wage
Expectations of Firms and Employees”. IZA Discussion Paper Series, No. 17269, Savignac, F., E. Gautier, Y.
Gorodnichenko, O. Coibion (2024) “Firms’ Inflation Expectations: New Evidence from France”. Journal of
the European Economic Association, 22 (s2), pp 2748-2781.
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in the 2000s, so was productivity growth. Over the past 10 years, both
real wage growth and productivity growth have been lower. Productivity
growth is expected to rise somewhat ahead, but to be relatively weak
when compared with the start of the 2000s.

In addition to productivity growth, Norwegian firms’ selling prices are also

important for their wage-paying capacity. Some of the low estimated
pass-through from consumer price growth to wage growth must be seen
in light of the disparity between Norwegian producer prices and

consumer prices facing households. Historically, the covariance between
consumer price inflation and producer price inflation, measured using the

deflator for mainland GDP, has been relatively low (Chart 3.F, left panel).
Over the past 20 years, firms’ prices have increased more than consumer
prices reflecting the dampening effect that imported goods prices have
had on consumer price inflation, while the rise in export prices has been
relatively high. Higher producer price inflation than consumer price infla-
tion means that real wages measured from the producers’ perspective
(real producer wages) have grown less than real household wages. Over
time we see that it is real wage growth measured with real producer
wages that has moved most closely in line with productivity (Chart 3.F,
right panel).

We project that producer price inflation will increase somewhat faster
than overall consumer price inflation ahead, this is related to the Norwe-
gian government’s proposed measures to reduce electricity prices and
low imported inflation. This provides the foundation for household real
wage growth to remain elevated over the coming years, despite
continued low productivity growth.
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The effect of monetary policy on
the krone exchange rate

Norges Bank does not have a policy target for the krone. The exchange
rate is still something that we are concerned with because of its impor-
tance for inflation and activity in the Norwegian economy. A weaker krone
will normally increase inflation, partly through higher prices forimported
goods and services, and increase demand for domestic goods. At the
same time, monetary policy affects the krone exchange rate.

EiSu— 8. = (i, — ") — 1P,

This equation, which follows from the theory of uncovered interest parity
(UIP), states that an investor must earn the same expected risk-adjusted
return on investments in two different countries when measured in a
common currency.' If the interest rate differential against other countries
is positive, the return on a risk-free investment will be higher in Norway
than abroad. To make investing in both markets attractive, the krone must
then be expected to depreciate.

The UIP theory is a component of Norges Bank’s main model, NEMO.? If
the interest rate differential increases unexpectedly, the krone, according
to this model, will appreciate immediately, but depreciate thereafter.®

This box explores how unexpected policy rate changes affect the krone
exchange rate. What happens if Norges Bank sets a higher policy rate
than expected by the market? Changes in market policy rate expecta-
tions upon publication of the policy rate decision will to a large extent
reflect new information from Norges Bank about the policy rate and rate
path. Chart 3.G shows changes in the one-year swap rate — a measure of
short-term money market rate expectations in the coming year — and
changes in the krone exchange rate against the euro.* Each point in the
chart illustrates the relationship between the change in market policy
rate expectations and the krone exchange rate on the date of publication
of the policy rate decision for all policy rate decisions in the period 2001-
2024. As the chart seeks to isolate the effect of the policy rate decision,
changes in the swap rate and the exchange rate are shown during a
30-minute window, from 10 minutes prior to publication to 20 minutes
after publication.

1 s,islog of the nominal exchange rate (higher level denotes weaker exchange rate), i_t is the nominal
interest rate in Norway, i;'is the nominal interest rate abroad and rp, is a risk premium in the foreign
exchange market. E;s,,, is the exchange rate level that market participants in period t expects for the next
period.

2 Theinternational literature finds several deviations from pure uncovered interest rate parity, eg by the
interest rate differential against other countries’ rates predicting exchange rate movements to a smaller
extent than indicated by the theory. See the final paragraph of this box and Engel, C. (2014) “Exchange
Rates and Interest Parity”. In Gopinath, G., Helpman, E. and Rogoff, K., editors, Handbook of International
Economics, Vol. 4. Elsevier, pp 453-522. However, the empirical literature finds support for unexpected
increases in the interest rate differential strengthening the exchange rate.

3 This follows from the equation as long as the expected real interest rate differential — the difference
between the expected real interest rate (hominal interest rate less market inflation expectations) in Norway
and abroad - also increases and long-term expectations for the real exchange rate are unchanged.

This applies in NEMO. See also Maehlum, M. (2025) “Monetary policy and the exchange rate in Norway” Staff
Memo 3/2025. Forthcoming. Norges Bank.

4 The swap rate alsoincludes a term premium, but it is reasonable to assume that the term premium will not
change significantly in the short timeframe around the policy rate decision.
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3.G The krone exchange rate appreciates when market rates increase @ <
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Chart 3.G shows that an unexpected increase in market policy rate
expectations coincides with a strengthening of the krone. Following the
policy rate decision in December 2023, when the policy rate was
increased by 0.25 percentage point, the swap rate increased by 0.24
percentage point. At the same time, the krone exchange rate strength-
ened by 0.88%. This is shown by the green point furthest to the right. The
average gradient for the period 2001-2024 is -5.0, which means that the
krone exchange rate strengthened by 5% on average upon a swap rate
increase of 1 percentage point. The result is about the same if looking at
the corresponding relationship between other currency pairs, such as
the US dollar, Swedish krona and British pound.

Chart 3.G also shows the relationship between market policy rate expec-
tations and the krone exchange rate for three different time periods:
2001-2009, 2010-2019 and 2020-2024. The pass-through from unex-
pected policy rate changes to the krone exchange rate was stronger in
the middle period than it was in the 2000s and so far in the 2020s. This is
shown by the orange, blue and green lines.

Swap rates and other market interest rates largely reflect the market’s
monetary policy outlook, but unexpected policy rate changes usually do
not fully pass through to all market interest rates on the publication date.
Chart 3.H shows how an unexpected 1 percentage point policy rate
increase impacts the EUR/NOK exchange rate in the days following the
decision.’ The shaded areas show confidence intervals of one and two
standard deviations. On average, the exchange rate strengthens by
around 2% on the publication date.® This is in line with the effect in NEMO

5 See Maehlum, M. (2025) “Monetary policy and the exchange rate in Norway”. Staff Memo 3/2025.
Forthcoming. Norges Bank. Chart 3.H shows the results from a local projection of the percent change in
the exchange rate a given number of days after the policy announcement on the change in the policy rate.
The policy rate change is instrumented by 14 changes in various market rates in the same interval. The
instruments, consisting of Forward Rate Agreements and swap rates, reflect changes in market
expectations for short money market rates ahead, from 3 months to 10 years.

6 The relationship between the krone exchange rate and the one-year swap rate is stronger than the
relationship between the krone exchange rate and unexpected changes in the policy rate on the
publication date. This is partly due to unexpected changes in the policy rate not passing fully through to
the one-year swap rate. The swap rate reflects market expectations of both current and future policy rates.
This is why the swap rate normally increases by less than one percentage point when the policy rate
increases unexpectedly by one percentage point.
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3.H Increase in policy rate temporarily strengthens the krone @ <
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of an unexpected policy rate increase and empirical studies for other
countries.” Chart 3.H also shows that the krone exchange rate remains
between 2% and 4% stronger in the two months following the unex-
pected policy rate hike. The exchange rate then weakens gradually
towards the level prior to the policy rate decision. However, as shown in
the chart, the duration of the effect on the exchange rate is highly uncer-
tain.

According to the theory described above, unexpected policy rate
changes abroad will also impact the value of the krone against the
currency of the country or jurisdiction where the rate is changed. Chart
3.1 shows how an unexpected policy rate increase of 1 percentage point
in the euro area impacts the EUR/NOK exchange rate. The krone depreci-
ates in both the near term and over the next two months before gradually
appreciating towards the level prior to the policy rate increase. Policy rate

3.lIncrease in euro area policy rate temporarily weakens the krone @
Estimated effect of a1 percentage point higher policy rate in the euro area on EUR/NOK.
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Source: Maehlum, M. (2025) “Monetary policy and the exchange rate in Norway”. Staff Memo 3/2025. Norges Bank

7 SeeKravik, E. and Y. Mimir (2019) “Navigating with NEMO”. Staff Memo 5/2019. Norges Bank. See also
Bolhuis, M. A., S. Das and B. Yao (2024) “A new dataset of high-frequency monetary policy shocks”. IMF
Working Papers 24/224. IMF. For an average of 12 advanced economies, the authors find that an
unexpected 1 percentage pointincrease in the policy rate is associated with a 2.1% appreciation of the
exchange rate in the near term.
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changes abroad thus have an impact on the krone exchange rate similar
to that of policy rate changes in Norway, but with the opposite sign.

The results referred to in this box show that monetary policy has an effect
on the exchange rate. Norges Bank’s krone projections assume a short-
term effect of unexpected policy rate changes in line with the results
above. The size of the assumed effect depends on how market interest
rates are expected to move following a policy rate decision. Beyond
policy rate developments, Norges Bank normally has no information other
than what the market has already priced into the exchange rate. Hence, it
is normally assumed that the movement in the krone exchange rate is
relatively flat thereafter.®

8 Alarge body of research has found that it is difficult to beat random walk forecasts for the exchange rate.
See eg Eichenbaum, M.S., B.K. Johannsen and S.T. Rebelo (2021) “Monetary Policy and the Predictability of
Nominal Exchange Rates”, Review of Economic Studies, 88, pp 192-228.
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Table 1International projections

Percentage change from previous year

Change from projections in Weights' _
Monetary Policy Report 4/2024 in brackets Percent 2024 2025 2026 2027 2028

GDP

us 12 2.8(01) 19(-0.2) 17(-0.2) 1.8 (0) 1.6
Euro area 47 0.8(0) 09(-0.2) 1.4 (0) 15(0.0) 1.4
UK 15 0.9 (0) 1(-0.5) 15(0.2) 1.4(0) 1.3
Sweden 18 1(0.4) 1.8 (-0.) 2.3(-0) 2.2(0.2) 1.6
China 8 5(0.3) 45(0) 3.8(0.3) 4(0.6) 3.7
5 trading partners' 100 1.4(00) 1.5(-0.2) 1.8 (0) 1.9(0.2) 1.6
Prices

Underlying inflation? 3(0) 2.6(0.2) 22(0) 21(0) 2]
Wage growth? 4.4(00) 3.4(0) 3.2(0) 3(0) 2.9
Prices.for consumer goods imported to Norway, 27(0.2) 1009) 07(0.4) 07(0) 0.9
including freight rates®

Prices for intermediate goods imported to Norway* 0.1(0) 1.8(0.8) 1.7(0.2) 1.5(0) 15

1 Theaggregate includes: China, euro area, Sweden, UK and US. Export weights
2 The aggregate includes: euro area, Sweden, UK and US. Import weights.

3 Inforeign currency terms. Including composition effects and freight rates.
4

In foreign currency terms.

Sources: LSEG Datastream and Norges Bank
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Table 2a Consumer prices. Twelve-month change. Percent

2024 2025

Consumer price index (CPI)

Actual 22 23 3.6

Projections MPR 4/24 2.8 2.3 2.6 2.4

Projections MPR 1/25 2.7 2.7 2.7 29
CPI-ATE

Actual 2.7 2.8 3.4

Projections MPR 4/24 2.8 26 27 27

Projections MPR 1/25 3.4 3.2 31 3.2

Sources: Statistics Norway and Norges Bank

Table 2b House prices. Monthly change. Seasonally adjusted. Percent

2024 2025

1.0 1.4 0.9

Actual
Projections MPR 4/24 0.4 0.5 04 0.4
Projections MPR 1/25 07 0.6 0.5 0.5

Sources: Eiendomsverdi. Finn.no. Real Estate Norway and Norges Bank

Table 2c Registered unemployment (rate). Percent of labour force. Seasonally adjusted

2024 2025

21 2.0 2.0

Actual
Projections MPR 4/24 21 21 21 21
Projections MPR 1/25 20 20 20 20

Sources: Nav and Norges Bank

Table 2d GDP for mainland Norway. Quarterly change.' Seasonally adjusted. Percent

0.5

Actual -04
Projections MPR 4/24 0.3 0.3
Projections MPR 1/25 0.6 0.4

1 Quarterly figures based on monthly national accounts.

Sources: Statistics Norway and Norges Bank
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centage change from previous year (unless otherwise stated)

Table 3 Projections of main economic aggregates

Constant Projections

o romorectonsi (St . Poedins |
Monetary Policy Report 4/2024 in brackets (NOK bn) 2024 2024 2026 --

Prices and wages

CPI 31(-0) 3.0(0.4) 2.7(-01) 25(0)) 21
CPI-ATE 3.7(0.0) 3.4(0.7) 2.9(0.2) 2.3(-01) 21
Annual wages 5.6(0.4) 45(0.3) 4.0(0.3) 3.6(0.3) 33
GDP deflator, mainland Norway 3.4(0.3) 4.3(0.6) 3.8(0.3) 3.3(0.2) 29

Real economy’

Gross domestic product (GDP) 5857 21(0.0) 2.3(-01) 0.0 (-01) 0.0 (0.0) -0.3
GDP, mainland Norway? 3729 0.6 (-0.3) 1.2(-0.2) 1.2(-0.2) 1.4 (0.0) 14
Output gap, mainland Norway (level) 0.2(07) 01(0.0) -03(-02) -0.4(-0.2) -0.3
Employment, persons, QNA 0.6 (0.0 0.8(0.) 0.5(-0.2) 0.7(0.0) 0.7
Registered unemployment (rate, level) 2.0(0.0) 2.0(-0.) 2.2(0.0) 2.2(0.0) 21
Demand’

Mainland demand? 3750 01(-0.3) 1.7(-0.6) 2.6(0.4) 2.3(0.3) 1.9
- Household consumption 1858 11(-01) 2.2(-0.4) 25(0.7) 1.9(0.2) 1.6
- Business investment 381 -3.4(0.7) 1.7(-0.9) 2.8(0)) 2.4(0.3) 25
- Housing investment 157 -191(-0.2) -1.4(-8.9) 8.4(-1.9) 10.6 (2.4) 8.2
— Public demand 1354 2.7(-0.8) 2.4(0.0) 21(0.3) 19(0.2) 1.5
Petroleum investment? 215 9.6 (-0.4) 4.0(0.0) -8.0(-20) -4.0 (1.0) -4.0
Mainland exports? 1071 3.8(-0.2) 3.2(07) 1.4(-0.7) 1.9 (-0.6) 2.4
Mainland imports? 1497 3.9(11) 2.2(0.8) 31(0.4) 31(0.3) 2.8

House prices and debt
House prices 3.0(07) 81(1.8) 7.8 (-0.7) 6.5(0.0) 51
Household credit (C2) 3.5(-01) 3.8(0.0) 4.0(0.2) 4.0(0.2) 4.2

Interest rate, exchange rate and oil price

Policy rate (level) 4.5(0.0) 4.4(0.3) 3.7(0.3) 3.2(0.2) 3.0
Import-weighted exchange rate (I-44) (level) 120.3(0)  M85(-25)  M75(-35)  1N175(-3.5) 175
Policy rate, trading partners (level) 41(-07) 2.8(01) 25(0J) 2.6(01) 2.8
Oil price, Brent Blend. USD per barrel 80.5(0.0) 719 (-1.3) 67.9 (-2.9) 671(-21) 67.0

Household income and saving'
Real disposable income excl. dividend income 3.7(-0.5) 3.3(0.0) 2.8(0.2) 25(0.4) 23
Saving ratio excl. dividend income (rate, level) 2.6011) 2.6(01) 27(-0.2) 3.0(-0.4) 3.0

Fiscal policy

Structural non-oil deficit as a percentage of GPFG3 2.7(0.0) 2.7(0.2) 29(0.4) 2.8(0.3) 2.8

1 Allfigures are working-day adjusted.
2 Annualfigures based on monthly national accounts.

3 Government Pension Fund Global measured at the beginning of the year.

Sources: Eiendomsverdi, Finn.no, LSEG Datastream, Ministry of Finance, Norwegian Labour and Welfare Administration (Nav), Real Estate Norway, Statistics Norway and Norges Bank
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