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The Monetary Policy Report is published four times a year, in March, June, September and December. The Report
assesses the interest rate outlook and includes projections of developments in the Norwegian and global economy.

Editor: |da Wolden Bache

The analysis in this Report is based on information in the period to 14 June 2024. Monetary policy assessment is based
on information in the period to the Committee’s meeting on 19 June 2024. The Report was published on 20 June and is
available at www.norges-bank.no.



https://www.norges-bank.no/en/news-events/news-publications/?tab=publication&newstype=65

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 “Monetary policy

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 2/2024

At its meetings on 4 and 12 June 2024, the Committee discussed the economic outlook and the monetary
policy stance. On 19 June, the Committee took its monetary policy decision on the basis of its deliberations
and recommendation by Norges Bank staff.



https://www.norges-bank.no/en/topics/Monetary-policy/monetary-policy-strategy/

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 otherwise. 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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Monetary policy
assessment

Norges Bank’s Monetary Policy and Financial Stability
Committee decided to keep the policy rate
unchanged at 4.5% at its meeting on 19 June. Based
on the Committee’s current assessment of the
outlook and balance of risks, the policy rate will likely
be kept at that level for some time ahead.

Lower international inflation

Consumer price inflation among Norway’s main trading partners has
slowed considerably from its peak in 2022 and is now below 3% in a
number of those countries. Goods inflation is low, while services inflation
is still elevated. Economic growth picked up in Q1 and was somewhat
higher than projected. Unemployment remains low in the euro area, the
UK and the US, while it has risen in Sweden. Wage growth among our
main trading partners has slowed, but with lower inflation, household
purchasing power will nevertheless increase in many countries this year.

Expectations of fewer interest rate cuts this year

Since the March Report, central bank interest rates have been reduced in
the euro area and Sweden, while they have been left on hold in the US
and the UK. The market now expects fewer policy rate cuts in 2024.
Long-term government bond yields among our main trading partners
have shown little change.

Norwegian policy rate expectations have risen a little. Market pricing
indicates expectations of a policy rate cut towards the end of the year.

Chart A International inflation has slowed markedly
Consumer prices. Twelve-month change. Percent
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Chart B Krone broadly as projected
Import-weighted exchange rate index. |-44
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The krone is a little stronger than in March and has recently been broadly
as projected.

Growth inthe Norwegian economy remains low

Growth in the Norwegian economy slowed last year and was also low in
2024 Q1. A decline in goods consumption contributed to a fall in house-
hold consumption, and housing investment declined further from a low
level. Economic activity in Q1 was slightly higher than projected. The
goods consumption index and card transaction data suggest that
household consumption has picked up recently.

Norges Bank’s Regional Network enterprises overall report somewhat
higher activity in Q2. In most industries, businesses have grown more
optimistic than they were earlier this year and expect a further improve-
ment in Q3. The construction industry expects a continued fall in activity.
New home sales have edged up from a low level, but it will likely take time
for housing investment to start rising again. In the secondary market,

house prices have continued to rise and have been higher than expected.

Pressures in the Norwegian economy have gradually receded since the
beginning of 2023. At the beginning of 2024, output was likely close to
potential and capacity utilisation appears to have remained broadly

Chart C Low growth in the Norwegian economy
GDP for mainland Norway. Three-month moving average. Percent
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Chart D Firms’ capacity utilisation slightly below normal
Capacity utilisation and labour shortages according to the Regional Network.
Percentage shares
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unchanged recently. Registered unemployment has increased slightly
over the past couple of years but is still low. The increase in unemploy-
ment partly reflects a large number of Ukrainian refugees having regis-
tered as unemployed with the Norwegian Labour and Welfare
Administration (NAV). In May, registered unemployment was 2%, as
projected. Employment rose further in Q1 and was slightly higher than
expected. Regional Network enterprises report that capacity utilisation
has increased slightly in Q2 but is still lower than normal. They expect
employment to increase further, and the number of new job vacancies
has continued to increase according to NAV. Capacity utilisation in the
economy appears to be slightly higher than anticipated.

Growth in the Norwegian economy is projected to be low in 2024, but
activity is expected to be slightly higher than projected in the March
Report. The combination of high wage growth and lower inflation will lift
household purchasing power, which points to an increase in household
consumption ahead. Strong petroleum investment, a further increase in
exports and high public demand are expected to sustain activity in the
Norwegian economy this year, while a decline in housing and business
investment will dampen activity. Capacity utilisation is expected to drift
down further in the coming year with output running at somewhat below
potential.

Inflation above target

Inflation has slowed further since the March Report. In May, total
consumer price inflation (CPI) was 3.0%, which was somewhat lower than
projected. The 12-month rise in the CPI adjusted for tax changes and
excluding energy products (CPI-ATE) was 4.1% in May. This was broadly
as expected.

It appears that wage growth will be higher in 2024 and 2025 than
projected in March. Annual wage growth in 2024 is now projected at
5.2%, which is in line with the negotiated wage norm in manufacturing.
Regional Network enterprises have revised up their wage growth
expectations for 2025. High wage growth, weak productivity growth and

Norges Bank Monetary Policy Report 2/2024
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Chart E Inflation is still above target
CPl and CPI-ATE. Twelve-month change. Percent
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last year’s krone depreciation will likely contribute to keeping inflation
elevated ahead.

According to the Expectations Survey, long-term inflation expectations
are still somewhat higher than the inflation target of 2%, and expectations
showed little change in Q2.

Unchanged policy rate at 4.5%

The operational target of 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
employment and to counteracting the build-up of financial imbalances.

The policy rate has been raised significantly in recent years and has
contributed to cooling down the Norwegian economy. Growth in the
economy has slowed, and price inflation has declined. At the same time,
the employment-to-population ratio is high. Inflation is still running above
target, and the rapid rise in business costs will contribute to keeping
inflation elevated ahead. The Committee was concerned with the
possibility that if the policy rate is lowered prematurely, inflation could
remain above target for too long.

Since the March Report, inflation has been a little lower than projected,
while unemployment has increased as expected. On the other hand,
Regional Network enterprises report improved prospects, and it appears
that wage growth will be higher than envisaged earlier. This could mean
that inflation will be higher ahead than projected in the March Report. The
Committee judges that the policy rate is sufficiently high to bring inflation
down to target within a reasonable time horizon, but that there will be a
need to maintain a tight monetary policy stance for somewhat longer
than previously projected.

The forecast in this Report indicates that the policy rate will continue to
lie at 4.5% to the end of the year, before gradually being reduced.
Economic growth is projected to pick up a little in the years ahead, but
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Chart F Need to maintain a tight monetary policy stance for some time in

order to bring down inflation
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economy. If capacity utilisation increases or the krone depreciates, wage
and price inflation could remain elevated for longer. In that case, there
may be a need to raise the policy rate. If unemployment rises more than
expected, or price inflation declines more rapidly, the policy rate may be
lowered earlier than currently envisaged.

The Committee decided unanimously to keep the policy rate unchanged
at 4.5%. Based on the Committee’s current assessment of the outlook
and balance of risks, the policy rate will likely be kept at that level for

some time ahead.
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1. The global
economy

High inflation, together with a rapid rise in policy
rates, dampened economic activity through 2023.
Partly owing to improved household purchasing
power, overall GDP growth among Norway'’s trading
partners is projected to pick up in 2024.

Since the peak, consumer price inflation among
Norway'’s trading partners has slowed markedly,

but services inflation remains high in a number of
countries. Core inflation is projected to slow further
but not as fast as in 2023. The market expects that
central banks abroad will lower their policy rates later
than expected in March.

Core inflation expected to decline further

After peaking at the end of 2022, headline inflation has fallen consider-
ably among all of Norway’s main trading partners. Since the end of 2023,
headline inflation has shown little change and was around 2.5% in the
euro area and Sweden, and just over 3% in the US in May.

Core inflation has moved down to around 3% in the euro area and
Sweden, and to around 3.5% in the US (Chart 1.1). Overall, core inflation

Chart 1.1 Core inflation expected to decline ahead
Core CPI. Twelve-month change. Percent
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Chart 1.2 Goods inflation is low
Consumer prices. Goods excluding food and energy. Twelve-month change.
Percent
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among Norway’s main trading partners has been broadly as projected in
the March 2024 Monetary Policy Report.

In recent months, goods inflation has declined to a low level (Chart 1.2).
Services inflation remains elevated in a number of countries (Chart 1.3),
partly reflecting the strong growth in wages. In the US, both rental prices
and other services have contributed to a pickup in services inflation since
autumn 2023. Underlying inflation is expected to decline in Europe in the
coming months and to remain virtually unchanged in the US.

Wage growth and price inflation for trading partners as a whole will likely
drift down in the years ahead on the back of low capacity utilisation.
Wage growth among Norway’s main trading partners is projected to
decline from 4.9% in 2023 to 4.3% in 2024. Long-term market inflation
expectations have shown little change since the March Report and are
close to both US and euro area inflation targets. Overall underlying
inflation among main trading partners is projected to slow from 5.3% in
2023 to 3% in 2024 and to slightly above 2% in 2026. The projections for
wage growth and price inflation are little changed since the March Report
(see Annex Table 1).

Chart 1.3 Services inflation remains elevated
Consumer prices. Services. Twelve-month change. Percent
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Chart 1.4 Policy rate expectations abroad have risen slightly
Policy rates and estimated forward rates. Percent
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Expectations of fewer policy rate cuts in 2024

Since the March Report, both the European Central Bank and Sveriges
Riksbank have reduced policy rates by 0.25 percentage point, against the
background of easing inflation as it moves closer to target. In addition,
Sveriges Riksbank gave weight to weak GDP growth over several quar-
ters and the rise in unemployment. The Federal Reserve and the Bank of
England have kept policy rates on hold.

Market policy rate expectations indicate that the first policy rate cuts in
the US and the UK will take place this autumn. The market now expects
policy rate cuts further out in time than expected in March (Chart 1.4),
reflecting market expectations that it will likely take somewhat longer to
return inflation to target. Long-term government bond yields among
trading partners are little changed since March.

Equity indexes among main trading partner countries have risen slightly
since the March Report, while corporate bond risk premiums have held
steadly.

International growth has picked up

Total output among Norway’s main trading partners appears to be below
potential. Unemployment remains low in the euro area, while it has risen
in Sweden over the past year. In 2024 Q1, GDP growth for trading partners
as a whole picked up and was higher than projected in the March Report,
with a strong upturn in the euro area, Sweden and the UK, while growth
slackened in the US (Chart 1.5).

The fall in real wages and higher interest rates dampened economic
activity in Europe in 2023. Lower consumer price inflation will lead to an
increase in real wages ahead, which will improve household purchasing
power. Higher defence spending and energy investment will also likely
boost activity. Activity indicators have risen, pointing to sustained growth
ahead.

In the US, GDP growth was significantly higher than in Europe through
2023, amid low household saving, disinflation, fiscal stimulus and strong

Norges Bank Monetary Policy Report 2/2024
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Chart 1.5 The growth in Europe has accelerated
GDP. Quarterly change. Percent
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productivity and population growth. In addition, the high proportion of
long-term fixed-rate loans has largely shielded many US households
against increases in residential mortgage rates. Growth slowed at the
beginning of 2024, as projected. Household saving is expected to pick up
further out, which will likely pull down GDP growth ahead.

Despite a continued weak real estate market, stronger growth in manu-

facturing output and exports has lifted growth in China in recent quarters.

Growth will likely slow ahead on the back of a declining labour force, high
debt levels facing the local government sector and state-owned firms,
and higher tariffs on Chinese exports.

Commodity prices are assumed to move in line with futures prices.
Energy and commodity prices are further discussed on page 14.

Norges Bank’s projections of international policy rates are based on
market policy rate expectations. Trading partner GDP growth is projected
to rise from 1% in 2023 to 1.4% in 2024 and to 1.8% in 2025 and 2026. The
projection for 2024 has been revised up since the March Report. The
output gap will likely remain slightly negative in the coming years.

Uncertainty surrounding inflation ahead

There is still uncertainty related to how quickly consumer price inflation
among Norway'’s trading partners will return to target. With tight labour
markets in a number of countries, wage earners may be granted larger
inflation-compensating wage increases than envisaged. In that case, or if
inflation expectations were to rise, wage growth and price inflation could
prove higher than currently projected. Heightened trade conflicts and
the climate and energy transition also add to the uncertainty about
disinflation. For example, more frequent extreme weather events could
lead to higher food inflation. To bring inflation down to target, central
banks may have to keep policy rates higher for longer than currently
assumed, which could weaken growth prospects. The ongoing wars in
some countries also add to the uncertainty about international
developments ahead.
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Higher energy and commodity prices

Prices for gas, carbon allowances and electricity on the continent have risen since March, while oil
prices show little change. After peaking in 2022, energy prices have decreased considerably but are
expected to remain high compared with the 10-year period preceding the pandemic. The rise in
Norges Bank’s price indexes for intermediate goods and consumer goods imported to Norway has
slowed. The projections for a further rise in the price indexes have been revised up since the March
Report, partly reflecting higher futures prices for some commodities.

Oil and futures prices show little change since the March Report. Oil prices are still affected by the risk of
a potential escalation of the regional conflict in the Middle East. At the beginning of June, OPEC+
extended production cuts, which have underpinned oil prices in recent years.' It was nevertheless
signalled that some of the production cuts would be gradually reversed from autumn. The cuts have led
to ample spare production capacity in OPEC+ countries, and their market share is now low (Chart 1.A).
This may make it difficult to maintain the production cuts ahead. Futures prices indicate some further fall
in oil prices in the coming years (Table 1.A).

European gas prices have risen since the March Report. Futures prices have also risen, particularly for
2025 and 2026. Gas inventories are at a high level for this time of year. On the other hand, Asian gas
imports are expected to increase as a result of higher economic activity, resulting in a decrease in the
supply of liquid natural gas (LNG) to Europe ahead. There are also signs that the decline in energy-inten-
sive manufacturing in Europe may be reversing. In addition, whether the remaining gas imports from
Russia via Ukraine to Europe will be continued at the end of 2024 is uncertain. Higher gas prices have
been accompanied by a rise in carbon allowance prices and thus also arise in electricity prices on the
continent. Moreover, demand for emission allowances and power may increase when activity in ener-
gy-intensive manufacturing picks up.

Electricity prices in Norway have fallen since March, to a greater degree in northern Norway than in
southern Norway. Electricity prices in southern Norway are most closely correlated to electricity prices
on the continent and in the UK. The decline in Norwegian electricity prices partly reflects snow melting

Chart 1.A Low market share for OPEC+ and ample spare production capacity @
among OPEC countries
Share of global crude oil production. Percent

61 14

Market share OPEC+ (lhs)

59 -4 12 Spare production capacity, OPEC (rhs)
57 | = = = Average 1997-2021

-+ 10

55 |-

47

45 : ! o
2015 2018 2021 2024

Source: U.S. Energy Information Administration

1 OPECH+ consists of 12 OPEC countries and 10 non-OPEC countries, see OPEC: Member Countries and “What is OPEC+ and how is it different from OPEC?”
(U.S. Energy Information Administration (EIA))
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and higher water reservoir levels. Futures prices have risen together with electricity futures prices on
the continent.

European energy prices have come down considerably since peaking in 2022. Except for oil, futures
prices nevertheless indicate higher price levels ahead than in the period 2010-2019. In the transition
from a fossil-based to a renewable energy system, a large portion of energy consumption needs to be
electrified, and electricity production needs to become emission free. Energy prices (including emission
prices) may remain elevated, for at least a transition period, to promote necessary investment in new
energy production and greenhouse gas emission reductions. At the same time, energy prices will likely
be more volatile, partly owing to more weather-dependent energy production and international conflicts
that may affect energy production.

Metal prices have risen since March and futures prices indicate a further rise in the coming years,
reflecting a pickup in economic activity, including in a number of emerging economies. An increased
need for metals for the climate and energy transition is also pushing up metal prices.

Since the March Report, developments in Norges Bank’s indicator of international price impulses to
imported intermediate goods (IPl) have been broadly as expected (Chart 1.B). Looking ahead, the IPI
projections are higher than in the March Report, partly owing to the increase in aluminium prices (Table
1.A)). The 12-month change in the IPl index is still negative but is expected to increase more quickly and
to a greater extent than projected in the March Report. Further out in the projection period, the rise in
the IPlis projected to remain close to its historical average.

The index of international price impulses for imported consumer goods (IPK) has also moved broadly in
line with the projections in the March Report (Chart 1.B). Even though the IPK captures prices further out

Chart 1.B Stronger international price impulses @

Oil and natural gas. USD/barrel IPI. Twelve-month change. Percent

200

150 ~

50 F

0 L

L

200

2018 2021

Oil prices

2024

Gas prices

2027

IPK. Four-quarter change. Percent

2 L . .

20

15 -

10

5 F

JaN

-5 .

=5

.
2018 2021 2024

Freight rates. Index
6000

5000 -

4000

3000

2000

1000

0

|
MPR 1/241
|

6000

5000

4000

3000

2000

1000

2018 2021 2024 2027 2019 2021 2023
= -Projections MPR 2/24 - Projections MPR 1/24

Sources: LSEG Datastream and Norges Bank

Norges Bank Monetary Policy Report 2/2024



TABLE 1.A Commodity prices

Percentage change from projections Average

in Monetary Policy Report 1/2024 in price

brackets (2010-2019)

Oil, USD/barrel 80 101 82(-1) 78 (0) 75 (0)

Dutch gas, USD/barrel 40 205 70 57 (18) 64 (21) 55 (12) 48 (4)
Petroleum?, USD/barrel 63 163 77 70 (3) 71(7) 65 (4) 61(2)
Coal, EUR/tonne 66 290 n8 105 (7) 13(12) 114 (12) 114 (13)
Carbon allowance prices, EUR/tonne 10 81 84 65 (12) 70 (15) 73 (16) 75 (14)
German electricity, gre/kWh 36 258 16 92 (17) 106 (16) 95 (16) 84 (13)
Nordic electricity, gre/kWh 32 142 66 51(1) 52 (16) 50 (14) 50 (7)
Electricity in South Norway, gre/kWh 31 206 84 62 (0) 65 (10) 62(9) 61(3)
Electricity in Northern Norway and

Central Norway, gre/kWh 32 38 43 39 (5) 35 (11) 37 (20) 37 (9)
Aluminium, in USD/tonne 1945 2706 2255 2447 (7) 2617 (8) 2676 (6) 2705 (3)
Copper, in USD/tonne 6761 8829 8486 9437 (6) 9875 (8) 9862 (8) 9802 (8)
Steel, in USD/tonne 463 722 622 590 (1) 600 (2) = =
Wheat, USD/tonne 210 202 331 224.(8) 248 (9) 249 (6) =
Maize, USD/tonne 183 143 271 176 (0) 190 (-1) 191(0) 187 (0)

1 Futures prices at 14 June 2024.

2 Anestimated Norwegian petroleum export price. The price has been estimated based on the share of oil and gas in historical export figures.
For futures prices, oil and gas shares are calculated on the basis of expected market prices.

Sources: LSEG Datastream and Norges Bank

in the value chain than the IPl, it is also affected by commodity price developments. For example, higher
food prices (Table 1.A) will contribute to boosting the IPK further out. Slightly stronger inflationary
impulses from imported consumer goods are expected in the coming period than in the March Report.

Freight rates have come down from the high rates during the pandemic. Over the past six months, freight
rates have rebounded, partly due to tensions in the Red Sea and drought in the Panama Canal. Supply
disturbances in the shipping market are assumed to be temporary, but it is now expected that it will take
longer than assumed in the March Report for the disturbances to dissipate and the rates to move down
again.
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2. Financial
conditions

The market-implied path for the Norwegian policy
rate has increased somewhat since the March
Report, and the markets have now priced in that the
policy rate will be lowered towards the end of the
year. Residential mortgage rates have edged higher
and are projected to decline gradually in 2025. The
krone exchange rate is expected to remain slightly
stronger ahead than projected in the March Report.

Market expectations of an unchanged policy rate for somewhat longer
Market policy rate expectations rose somewhat after the publication of
the March Report. The policy rate was kept unchanged at 4.5%, but the
policy rate forecast was somewhat higher than expected and contributed
to arise in market interest rates. Since then, the expectations of the first
policy rate cut have been pushed a little further out in time, reflecting
developments in the Norwegian economy and market expectations that
interest rates among many trading partners will be held high for a little
longer than envisaged earlier. The market-implied path for the Norwegian
policy rate is now lower than the forecast in this Report for the next few
years and somewhat higher further out (Chart 4.2 on page 48).

Residential mortgage rates have risen somewhat less than projected
The average interest rate on outstanding floating and fixed-rate residen-
tial mortgages was 5.6% at end-April. Residential mortgage rates have
risen somewhat less than projected in the March Report. The lower pass-
through from the policy rate to the residential mortgage rate likely reflects
a further decline in credit demand and keen bank competition for resi-
dential mortgages. Strong profitability gives banks room to compete on
price in order to retain market share. Some banks have reduced their
mortgage rates slightly since March. In addition, market participants are
pricing in that the NIBOR premium will remain somewhat lower in the
period ahead than previously assumed. This will then contribute to
slightly lower expected funding costs for banks. Residential mortgage
rates are projected to remain close to the current level in the coming
quarters before gradually declining when the policy rate is lowered from
next year (Chart 2.1).
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Chart 2.1Residential mortgage rates decline somewhat from 2025
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According to Norges Bank’s bank lending survey, household credit
standards remained unchanged in Q1 and are expected to remain
unchangedin Q2.

The average interest rate on households’ bank deposits was 3.1% at
end-April. In the first period of the interest rate rise, the deposit rate
increased considerably less than the policy rate, but since last autumn
they have risen more in tandem. Deposit rates are expected to rise
slightly further ahead on the back of increasing bank competition for
deposits.

Slight fall in corporate lending rates

The interest rate on new floating-rate corporate loans was 6.4% in April,
measured as a weighted average of bank and bond debt, which was
slightly lower than at the time of the March Report (Chart 2.2).

The interest rate on corporate bank loans is based on three-month
NIBOR, which has remained broadly unchanged since the March Report
given little change in the expected policy rate over the next three months
and a steady NIBOR risk premium. The premium is markedly lower than

Chart 2.2 Interest rates on new corporate loans have declined slightly
Interest rate on new floating-rate NOK finance loans for non-financial corporates.
Percent
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Chart 2.3 Somewhat lower money market premium than previously projected @ < 2.Financial conditions >
Money market premium. Percentage points
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the average for the past 10 years and lower than projected in the March
Report. The market is now pricing in that the premium will remain lower in
the years ahead than in March. This is probably due to expectations of
more ample liquidity conditions in the banking system ahead due to the
proposed changes to the government’s liquidity management system.
The premium is projected to increase somewhat ahead, but to a slightly
lower level than projected earlier (Chart 2.3).

The lending margin over NIBOR on new corporate bank loans was slightly
lower in April than three months earlier. Together with an approximately
unchanged NIBOR rate, this means that the interest rate on new corpo-
rate loans has fallen somewhat so far this year. According to Norges
Bank’s bank lending survey, corporate credit standards remained
unchanged in Q1 and are also expected to remain unchanged in Q2.

Long-term swap rates form the basis for long-term, fixed-rate corporate
bond yields. Swap rates have fallen a little since the March Report. The
corporate credit premiums paid on top of the swap rates have also fallen
for all sectors since March. Overall, the interest paid by firms on new
long-term fixed-rate bonds has fallen. Issue activity in the corporate
bond market has increased markedly since March.

The equity market is also a source of corporate funding. The Oslo Bars
Benchmark Index has advanced by about 8% since the March Report.
Most of the sub-indexes have risen, with the largest gains for energy and
shipping amid higher commodity prices and freight rates.

Financial conditions have tightened somewhat since March on the back
of market expectations that the policy rate will be held high for longer.
The Financial Conditions Index (FCI) summarises other financial condi-
tions of importance to households, banks and other firms (Chart 2.4), and
now indicates that other financial conditions are overall somewhat looser
than the average of the past 20 years. The largest contribution to the
decline in the index comes from low premiums in money and credit
markets.
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Chart 2.4 The Financial Conditions Index indicates somewhat looser conditions @ < 2.Financial conditions >
Financial Conditions Index. Standard deviation from mean
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Slightly stronger krone exchange rate ahead

The krone exchange rate has fluctuated somewhat since the March
Report. Up to end-April, the krone depreciated against the currencies of
most of Norway’s main trading partners but appreciated again in May.
Overall, the krone exchange rate is slightly stronger against the euro and
the Swedish krona and slightly weaker against the US dollar, Australian
dollar and New Zealand dollar than in March (Chart 2.5).

Measured by the import-weighted index I-44, the krone was for along
time weaker than our projection for Q2, but the exchange rate level is now
broadly as projected. The average krone exchange rate in Q2 appears to
be somewhat weaker than projected in March (Chart 2.6).

Since the March Report, there has been no significant change in the
interest rate differential between Norway and trading partners. The
interest rate differential has increased slightly for the year ahead but
decreased a little in the longer term. The movement in domestic and
international interest rates is consistent with only a small change in the
krone exchange rate measured by I-44 since March.

Chart 2.5 Divergent changes in the krone exchange rate against trading @
partner currencies
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Chart 2.6 Slightly stronger krone exchange rate ahead @ < 2.Financial conditions
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The krone is projected to appreciate slightly in the near term given a
somewhat higher policy rate forecast in this Report than the market-im-
plied policy rate path. Thereafter, the krone exchange rate is assumed to
remain approximately unchanged throughout the projection period. This
implies a slightly stronger krone than in the March Report. Consumer
price inflation in Norway is projected to be somewhat higher than among
trading partners over the next few years. The real krone exchange rate,
which shows relative consumer price inflation in Norway and internation-
ally measured in a common currency, is thus projected to appreciate
somewhat more.
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3. The Norwegian

economy

Inflation has fallen substantially since end-2022 but is
still above the 2% target. Registered unemployment
is low but has risen slightly since 2023. The employ-
ment-to-population ratio is high.

The past interest rate increases are dampening
activity in the Norwegian economy. Together with
weak international price impulses, this will contribute
to pushing down inflation ahead. Unemployment is
expected to rise somewhat.

3.1 Output and demand

Low growth in the mainland economy

After rising rapidly in 2022, growth slowed in 2023. In 2024 Q1, mainland
GDP rose by 0.2%, slightly more than projected in the March 2024 Mone-
tary Policy Report.

Overall, the enterprises in Norges Bank’s Regional Network expect higher
activity ahead (Chart 3.1). There are wide differences across industries,
but many industries have revised up their output expectations. One

Chart 3.1 Wide differences across industries
Expected output growth according to the Regional Network. Seasonally adjusted.
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Chart 3.2 Weak growth in the Norwegian economy
GDP for mainland Norway. Annual change. Contribution to annual change.
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exception is oil services, where capacity constraints among many enter-
prises provide limited scope for further growth. Services contacts report
higher household and business sector demand and expect growth ahead
to be broadly in line with the projection in March. Construction is the only
sector that still expects lower activity ahead, but the decline is expected
to be somewhat less pronounced than contacts envisaged in winter. The
decline in construction has also weighed down on activity in some manu-
facturing sectors and retail trade. Looking ahead, a large number of
contacts expect activity related to energy transition to boost output.
After having reported falling activity over the past two years, retail trade
contacts expect weak but positive growth in 2024 Q2 and Q3.

In line with the Regional Network survey and the Bank’s System for Model
Analysis in Real Time (SMART), a moderate rise in economic activity is
expected over the coming quarters. The rise in mainland GDP for 2024 is
projected at 0.8%. In the projection, increased exports, private consump-
tion and public demand are the primary contributors to mainland
economic growth in 2024, while a decline in both business and housing
investment dampens activity (Chart 3.2). Mainland GDP projections have
been revised up for 2024 and are little changed for the years ahead
compared with the March Report.

Higher real wage growth could boost consumption

Household consumption fell in 2024 Q1 and has been weaker than
expected in the March Report, primarily reflecting low car sales and elec-
tricity consumption. Goods consumption rose in April owing in part to a
sharp rise in car sales. Consumption for other product groups also
increased somewhat in April. Card transaction data suggest that goods
consumption rose further in May. Services consumption showed a slight
increase in Q1, primarily owing to increased consumption of culture and
leisure services. Card transaction data also indicate a rise in services
consumption in April and May. Regional Network contacts in household
services and retail trade expect arise in Q2 and continued growth in the
period to autumn.

Norges Bank Monetary Policy Report 2/2024

@ <3 The Norwegian economy>

23



Chart 3.3 Prospects for higher real disposable income
Real disposable income and private consumption. Annual change. Percent
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Household real disposable income rose substantially in 2024 Q1. Owing to
prospects for higher real wages and employment, household real dispos-
able income is projected to rise further in 2024. Higher purchasing power
is expected to boost growth in household consumption (Chart 3.3).
Projections for both real disposable income and household consumption
in the coming years are higher than in the March Report. In the wake of
the pandemic, the saving ratio has been low. Adjusted for pension saving,
the saving ratio was negative in 2023, which indicates that households
have maintained consumption either by drawing on savings or by
borrowing. Looking ahead, households are expected to increase
consumption less than the rise in income so that saving rises. The saving
ratio projection for 2024 has been revised up compared with the March
Report but is little changed for the years ahead.

Continued fall in housing investment

So farin 2024, turnover in the secondary housing market has been high
and the stock of unsold homes has fallen back to more normal levels.
House prices have risen substantially through spring, which may reflect
increased purchasing power and expectations that interest rates have
peaked. House prices are expected to continue to rise in the period
ahead. Further out, higher house prices are expected to rise on the back
of alow supply of new homes, higher real wages and lower residential
mortgage rates. House prices are projected to increase somewhat more
throughout the projection period than envisaged in March.

Housing investment fell more than expected in 2024 Q1. High construc-
tion costs and interest rates have weighed on the profitability of many
projects and resulted in few housing construction project starts. In addi-
tion, prices in the primary housing market have risen more thanin the
secondary market over the past few years. Following a rise in new home
sales during the pandemic, turnover fell markedly in 2022. The decline
continued through 2023 and likely bottomed out in winter. So far in 2024,
new home sales have edged up, although turnover remains low. It will also
take some time for residential construction projects that have now been
sold to be launched, suggesting a further fall in housing investment in the

Norges Bank Monetary Policy Report 2/2024

@ <3 The Norwegian economy>

24



Chart 3.4 Fall in housing investment and real house prices
Housing investment and real house prices. Annual change. Percent
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coming quarters. In the period to end-2024, higher new home sales and
real house prices are expected to contribute to a slight rise in housing
investment (Chart 3.4). Further ahead, higher population growth and
lower interest rates further out will also lift housing investment.

Household interest burdens have increased considerably

Household debt ratios are high, but household debt growth has slowed
since summer 2023, reflecting higher interest rates and low residential
construction. High debt, primarily at floating rates, has contributed to a
marked increase in household interest expenses (Chart 3.5). Low house-
hold debt growth is projected in the years ahead and, combined with
prospects for higher real disposable income, is expected to reduce
household debt burdens further out in the projection period. The interest
burden will likely remain at a high level in 2024, but lower debt ratios and a
decrease in the policy rate will thereafter contribute to a gradual
decrease in the interest burden.

Decline in business investment in 2024

Mainland business investment rose substantially in the period between
2020 and summer 2023 but has fallen in recent quarters. The fall must be
viewed in the light of higher interest rates, high cost growth and strong

Chart 3.5 Household interest burdens have increased
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Chart 3.6 Prospects for lower services investment
Business investment in mainland Norway. Annual change. Contribution to annual
change. Percentage points
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investment growth in 2021 and 2022. Investment is expected to pick up
somewhat in 2024 H2 but to remain considerably lower in 2024 than in
2023. Service sector investment in particular is weighing on the projec-
tion for overall business investment (Chart 3.6). The decline is dampened
by a strong increase in power sector investment ahead, according to
Statistics Norway’s investment intentions survey. Investment in both
manufacturing and the power sector is set to increase as part of the
climate and energy transition. Overall business investment is projected to
increase moderately in the years ahead, in line with information from the
Regional Network.

Investment in the oil and gas sector rose markedly in 2023 after having
fallen in the preceding three years. Investment is projected to increase
almost as much in 2024. The strong growth in investment in 2023 and
2024 reflects the launch of a number of development projects in autumn
2022 owing to the petroleum tax package and high oil and gas prices.
Investment in these projects is expected to decline in the coming years,
and the decline will likely not be fully offset by investment in new develop-
ment projects (Chart 3.7). Petroleum investment is therefore expected to

Chart 3.7 Higher petroleum investment in 2024
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250 - 250 . Exploration and concept studies

Shutdown and removal
200 - - 200 M -Pipeline transport and
I onshore activities
Fields in production excluding
150 - . 1 180 development projects

I Ongoing and former
100 L 4 100 development projects
New development projects

50 | - -+ 50
AERREERREN

0 0
2018 2021 2024 2027

Sources: Statistics Norway and Norges Bank

Norges Bank Monetary Policy Report 2/2024

@ (3. The Norwegian economy>

26



begin declining from 2025. Petroleum investment projections are little
changed from the March Report.

Moderate export growth ahead

Mainland exports have expanded rapidly over the past two years, driven
primarily by a weak krone, increased tourism in Norway in the wake of the
pandemic and higher investment in oil, gas and green technology outside
Norway. The same factors are expected to lead to solid export growth in
2024, but contributions from tourism, the krone exchange rate and global
petroleum investment are expected to wane thereafter (Chart 3.8). On the
other hand, exports will likely be boosted by higher growth abroad and
increased demand for Norwegian defence technology.

Following rapid growth in 2022, imports fell through much of 2023. Import
growth is projected to moderate in 2024 before picking up further outin
the projection period, reflecting prospects for higher mainland growth.

Strong growth in public demand

In recent years, growth in public demand has been higher than projected
in Norges Bank’s Monetary Policy Reports. According to the Govern-
ment’s proposed revised national budget, fiscal policy in 2024 has a
slightly more expansionary effect on the economy than the budget
adopted in autumn. The upward revisions primarily reflect increased
investment in defence, security, police and contingency arrangements.
Growth in public demand has been revised up slightly in 2024, in line with
the Revised National Budget (Chart 3.9). According to estimates in the
Revised National Budget, the structural non-oil budget deficit will
increase in 2024 but decline as a share of the Government Pension Fund
Global (GPFG). Further out in the projection period, growth in public
demand is assumed to be higher than mainland economic growth. The
value of the GPFG has increased substantially in recent years, which
means that the withdrawal percentage will remain relatively stable at just
above 2.5% in spite of high growth in public demand.

Chart 3.8 Moderate export growth ahead
Mainland exports. Annual change. Contribution to annual change. Percentage points
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Chart 3.9 Rapid growth in public demand in recent years @ <3 The Norwegian economy)
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The projections are uncertain

The projections for the Norwegian economy are uncertain. Following a
period of low growth in the Norwegian economy, Norges Bank’s Regional
Network contacts now report improved prospects, which may indicate an
upswing in the Norwegian economy and higher growth ahead than
currently envisaged. At the same time, there are wide differences. This
makes it difficult to interpret overall growth prospects for the economy.
Housing investment has fallen considerably in recent years and business
investment has also fallen since summer 2023. These parts of the
economy are highly sensitive to policy rate changes. Monetary policy
operates with a lag and investment may fall more than assumed.

In recent years, households have drawn down savings to maintain
consumption. If household saving rises more sharply than envisaged,
consumption could turn out weaker than assumed. On the other hand, a
marked rise in household real disposable income is expected in 2024,
which may contribute to a sharper rise in consumption.

SMART - System for Model Analysis in Real Time

The System for Model Analysis in Real Time (SMART) is Norges Bank’s platform for forecasting models.
In SMART, forecasts from a broad set of different models are weighted based on their historical fore-
casting properties. The SMART forecasts of mainland GDP have been revised up and the projections
for the CPIl adjusted for tax changes and excluding energy products (CPI-ATE) are little changed since
the March Report.

Model forecasts are an important tool for assessing the outlook for the Norwegian economy but will not
necessarily be identical to the Bank’s final projections. For example, deviations may be due to judge-
ment-based assessments of conditions that currently seem different from what the historical relation-
ships imply.

1 Bowe,F, .N.Friis, A. Loneland, E. Njglstad, S.S. Meyer, K.S. Paulsen and @. Robstad (2023) “A SMARTer way to forecast”. Staff Memo 7/2023. Norges Bank
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Chart 3.A Minor changes in the SMART forecasts
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The SMART forecasts of four-quarter CPI-ATE inflation are little changed compared with the March
Report (Chart 3.A, left panel). SMART still indicates that inflation will decline ahead, albeit at a slightly
more gradual pace than projected in March. The modelling system forecasts a four-quarter inflation
rate of 4.0% in 2024 Q2 and 3.7% in 2024 Q3.

The SMART mainland GDP forecasts are somewhat higher than in the March Report (Chart 3.A, right
panel). The modelling system forecasts four-quarter growth of 0.9% in 2024 Q2 and 1.0% in Q3. The
upward revision reflects the upward revision of the Regional Network’s growth outlook.

3.2 Labour market

Employment is still high

The employment-to-population ratio is high and registered unemploy-
ment is low (Chart 3.10). Employment growth slowed through 2023 but
picked up again in 2024 Q1. Employment has been slightly higher than

projected in the March Report.

Chart 3.10 The employment rate is high @
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Chart 3.11 Unemployment is expected to edge up
Unemployed as share of the labour force. Seasonally adjusted. Percent
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Employment growth is unevenly distributed across sectors, with the
largest increase in private sector employment. In 2024 Q1, employment
rose particularly in the private sector. The increase was broad based,
with the exception of the construction industry where employment is still
falling.

Unemployment has edged up from its lowest level in summer 2022 (Chart
3.11). The increase has likely been dampened by the decline in the number
of temporary foreign workers in Norway, many of which have worked in
construction, where unemployment has risen. Adjusted for normal
seasonal variations, registered unemployment rose to 2.0% in May, as
projected in the March Report. The level remains lower than before the
pandemic. Close to a third of the rise in unemployment since summer
2022 reflects the fact that Ukrainian refugees have registered as unem-
ployed with the Norwegian Labour and Welfare Administration (NAV).

The Labour Force Survey (LFS) indicates weaker developments than
other labour market indicators. LFS unemployment has risen over the
past two years and was 4.0% in April. The difference between NAV unem-
ployment and LFS unemployment can largely be explained by the fact
that the LFS better captures unemployed youths aged 15 to 19.

Higher labour demand

Labour demand has risen since the beginning of 2024, reflected for
example in NAV'’s statistics on new job vacancies, which show arise in
vacancies so far in 2024. According to Statistics Norway’s sample
vacancy survey, the stock of vacancies also increased in Q1. Both sets of
statistics show that the number of job vacancies is high and above the
pre-pandemic level (Chart 3.12).

Prospects for continued high employment

Employment is expected to continue to drift up in the period to end-2024.
According to register-based data, the number of wage earners fell in
April, but information from both the Regional Network and the Expecta-
tions Survey indicate arise in employment in the coming quarters.
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Chart 3.12 High labour demand
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In the longer term, employment growth is expected to increase as
economic growth shows a renewed rise. In the coming years, the number
of temporary foreign workers is also expected to rise again somewhat, in
pace with arebound in construction activity.

The employment-to-population ratio is projected to edge lower in 2024
and 2025, and the employment rate is expected to pick up again on the
back of higher employment growth further ahead (Chart 3.10).

In the projections, labour force growth outpaces employment growth and
unemploymentincreases somewhat ahead. Many Ukrainian refugees are
assumed to register as job seekers in the years ahead, likely pushing up
unemployment somewhat as it may take some time for them to find work
(see discussion in the box on the output gap below). The unemployment
projections are little changed since the March Report.

Signs of output levelling off near potential

The positive output gap has narrowed over the past year and is now
close to potential. Overall capacity utilisation is expected to remain
broadly unchanged to the end of 2024, before declining and running
somewhat below potential to the end of the projection period. The
projections have been revised up somewhat for this year and next and
are little changed thereafter.

Capacity utilisation, or output gap, is a measure of the intensity with
which the economy makes use of its resources. The output gap is defined
as the percentage difference between actual output and potential output
in the mainland economy. Potential output is determined by productivity
growth and the highest sustainable level of employment consistent with
low and stable wage and price inflation, hereinafter referred to as N*.
Many of the variables used to estimate the output gap cannot be
observed and are therefore uncertain. The Bank estimates the output
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Chart 3.B Somewhat higher capacity utilisation among contacts
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gap based on an overall assessment of various indicators and models,
where particular weight is given to labour market developments.

Output declined through 2023, after having been well above potential in
2022 (Chart 3.B). Growth in the Norwegian economy was weak in 2023
and unemployment edged up. Through 2023, the share of Norges Bank’s
Regional Network contacts reporting capacity constraints and labour
shortages fell. So farin 2024, there are fewer signs that capacity utilisa-
tion will continue to decline. More recent information could indicate that
the decline in capacity utilisation has halted. The share of Regional
Network contacts reporting capacity constraints and labour shortages
has increased but is still somewhat below potential. The number of job
vacancies has edged up since the beginning of the year. Registered
unemployment has risen somewhat but is still lower than the level
consistent with potential output. Overall, this indicates that capacity utili-
sation will be higher in 2024 than projected in the March Report.

The average of the models in Norges Bank’s modelling system for the
output gap indicates that capacity utilisation has declined further in
2024." One of the models that uses real credit growth now projects
particularly low capacity utilisation. This is because real credit growth
has been very low recently. The median of the models gives a higher esti-
mate. Most of the models in the system yield a positive output gap, and
the median estimate indicates small changes in capacity utilisation in the
recent period (Chart 3.C).

In 2025, output is expected to increase less than potential output so that
unemployment edges up and capacity utilisation declines. The output
gap is projected to bottom out at -0.5% in 2026. Compared with the
March Report, the projections are somewhat higher for 2024 and 2025
and little changed thereafter.

1 The modelling system consists of a set of models and is based on information about variables such as
mainland GDP, the labour market, wage growth, business investment as a percentage of mainland GDP,
domestic inflation, house prices and credit. For a detailed description of the models, see Furlanetto, F., K.
Hagelund, F. Hansen and @. Robstad (2022) “Norges Bank Output Gap Estimates: Forecasting Properties
Reliability, Cyclical Sensitivity and Hysteresis”. Oxford Bulletin of Economics and Statistics, 85(1), pp
238-267.
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Chart 3.C The median from the modelling system is higher than the average
Percent

5 5
f'\ Average of models
/’ = = = Output gap projections
25 2\ !I “ 1 55 Median of models
'//“\u,"\\l\ Y X
bl \
. 1 \ 4 /\ '/\* o
T ) td
s N
7 \f |
-25 - 25
%/
-5 | | | | | | | -5

1994 1998 2002 2006 2010 2014 2018 2022

Sources: Statistics Norway and Norges Bank

Over the past couple of years, there has been a large inflow of
Ukrainian refugees, with additional inflows expected this year and
next, according to official projections. It is estimated that in 2025
Ukrainians will account for close to 2% of the population in Norway
aged 15 to 74, contributing to an increase in overall labour supply.
Some have already found work. At the same time, a steadily rising
number of Ukrainians has registered as unemployed with the
Norwegian Labour and Welfare Administration (NAV), which has
contributed much of the increase in registered unemployment over
the past year (Chart 3.13). It is assumed that it takes some time for
Ukrainians to find employment. Given the large number of Ukrainians
registered with NAV, unemployment is projected to be a little higher
over the next few years than the employment and capacity utilisation
projections would normally suggest. A reversal is expected further out
as Ukrainians are integrated to a greater extent in the labour market.

In recent years, there has been weak growth in productivity in
aggregate and across most sectors. Regional Network contacts
report continued low productivity growth in 2024 Q2 and also expect
weak productivity developments in Q3. Some of the recent weakness
in productivity growth is likely due to the slowdown in the economy,
and productivity growth is assumed to pick up gradually ahead.
Overall, the projection of potential economic output is little changed
(Table 3.A).

@ <3 The Norwegian economy)

TABELL 3.A Output and potential output’

Change from projections in
Monetary Policy Report 1/2024 in brackets

GDP, mainland Norway 0.8(0.3)
Potential output 31 1.8 1.4 (01)
N* 0.8 1.2 0.9 (0.)
Trend productivity 2.3 07 0.5(0.0)

Percentage change from previous year

1995-2009 2010-2023 2024 2025 2026 2027

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

Norges Bank Monetary Policy Report 2/2024

1.3(0) 1.6 (0.0)

1.6 (0.0) 15(0.0) 1.4(0.0)

11(0.0) 0.9 (0.0) 0.8(0.0)

0.5(0.0) 0.6 (0.0) 0.6 (0.0)
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There is substantial uncertainty associated with the capacity utilisation
projection. Some of the data point to somewhat stronger pressures in the
Norwegian economy and possible increase in capacity utilisation ahead.
If capacity utilisation increases in the near term, wage growth may turn
out to be higher next year. On the other hand, growth in the Norwegian
economy is low in a historical context. If potential output increases more
than currently envisaged, either due to a further increase in N* or a faster
increase in productivity growth, capacity utilisation could fall faster, and
wage growth prove lower next year.

3.3 Prices and wages

Higher wage growth in 2024

Wage growth is high after having risen gradually in the years following the
pandemic, amid high inflation, a tight labour market and strong profita-
bility in some business sectors. In this year’s wage negotiations, the wage
norm was set at 5.2% for manufacturing. Many of the bargaining areas
have now concluded wage negotiations, where a corresponding wage
norm has been agreed.

The wage norm for manufacturing is important for wage growth in other
sectors. At the same time, sector-specific conditions may also have a
bearing, such as wage capacity in individual sectors. While profitability in
manufacturing has increased in recent years, partly owing to high
commodity prices and a weaker krone, profitability gains in non-tradable
sectors have been weaker. On the other hand, strong labour demand and
low unemployment could push up wage growth. A model' that weights
together labour market tightness, the wage norm and conditions in indi-
vidual sectors provides a wage growth projection for 2024 that is in line

Chart 3.13 Expected wage growth close to the wage norm
Annual wage growth in 2024. Percent
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1 SeeBrubakk, L.and K. Hagelund (2022) “Frontfagets betydning for Isnnsdannelsen i private tjeneste-
neeringer” [Importance of the wage norm for wage determination in private servicesl. Staff Memo 5/2022.
Norges Bank (in Norwegian only).
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Chart 3.14 Real wage growth is picking up
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with the wage norm. In the model, low profitability in individual sectors is
offset by relatively low unemployment.

Norges Bank’s Regional Network and expectations survey both indicate
wage growth close to the wage norm (Chart 3.13). Overall, wage growth is
projected to 5.2% in 2024. The projection is higher than in the March
Report.

In the projections, slower inflation and lower capacity utilisation lead to a
gradual decline in wage growth ahead, but wage growth remains high.
Thisis in line with the expectations of the Regional Network and Norges
Bank’s expectations survey. Business sector profitability overall holds
steady at a high level and capacity utilisation increases somewhat more
than previously projected. Together with slightly higher inflation pros-
pects, the projection for wage growth is therefore higher than in the
March Report.

Real wage growth, measured by the CPI, accelerates in 2024 and remains
elevated in the years ahead (Chart 3.14). Real wage growth is higher than
productivity growth throughout the projection period. Projected real
wage growth is nevertheless consistent with a stable labour share,

Chart 3.15 Real producer wages are rising in pace with productivity growth
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Chart 3.16 Inflation is still above target
CPl and underlying inflation indicators. Twelve-month change. Percent
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reflecting terms-of-trade gains in the projections. Imported inflation has
fallen and is assumed to run lower than the rise in prices for domestically
produced goods and services, resulting in lower wage growth for Norwe-
gian firms (real producer wages) than for households (real consumer
wages) (Chart 3.15).

Inflation still above target

Consumer price inflation has slowed since end-2022 but is still above the
target. The CPl was 3.0% higher in May than in the same month one year
earlier and lower than projected in the March Report. Underlying inflation,
as measured by the CPl adjusted for tax changes and excluding energy
products (CPI-ATE), has also fallen over the past six months. In May, the
12-month rise dropped to 4.1%. Other indicators of underlying inflation
have fallen in pace with the decline in CPI-ATE inflation (Chart 3.16). Over
the past six months, goods inflation has slowed, while services inflation
has remained elevated (Chart 3.17). See box on page 42 for an analysis

of inflation drivers in recent years.

Inflation is normally measured as the 12-month change in the CPI. As
equal weight is given to the change in prices in each of the past 12
months, this variable changes slowly. The fall in prices over the past three
and six months has gathered pace, with both periods showing a some-

Chart 3.17 Services prices keep inflation elevated
CPI. Twelve-month change. Percent. CPl subcomponents. Percentage points
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Chart 3.18 Developments in recent months are pulling down inflation
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what slower rise than the 12-month rise (Chart 3.18). This may indicate that
disinflation is still underway, but has recently decelerated, with all the
measures of inflation above the 2% inflation target.

Energy prices dampen inflation

Over the past year, energy prices have fallen and dampened CPl inflation.
The projections for consumer energy prices are based on futures prices
for electricity and petroleum products and also take into account other
factors such as electricity distribution charges and indirect taxes. Elec-
tricity futures prices are higher than in March (see box on page 14),

which partly accounts for the upward revision of the overall inflation
projections since March and particularly for 2025. Low energy price infla-
tion is nevertheless expected to contribute to somewhat lower CPl infla-
tion than CPI-ATE inflation ahead.

Prospects for lower imported goods inflation

Imported goods inflation has fallen sharply recently and been lower than

projected in the March Report. Goods such as cars and electronic equip-
ment, in particular, have pulled down inflation. Looking ahead, the projec-
tions for international price impulses, as measured by the IPK, have been

Chart 3.19 Domestic conditions underpin inflation
Domestically produced goods and services and imported goods in the CPI-ATE.
Four-quarter change. Percent
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revised up (see box on page 14). On the other hand, the projections for
the krone exchange rate ahead are somewhat stronger than in March,
which will dampen imported price pressures. Imported inflation is
expected to continue to slow and the projection is lower than in March
(Chart 3.19).

Domestic conditions keep inflation elevated

The rise in prices for domestically produced goods and services slowed
slightly in May, broadly in line with the March projection. The continued
rise in rents is underpinning inflation. Domestic inflation is projected to
increase slightly in the coming period, partly owing to higher wage
growth in 2024. At the same time, productivity growth is low. A faster rise
in prices for domestically produced goods and services pushes up the
CPI-ATE projection for the coming year. Lower wage growth and capacity
utilisation are expected to pull down domestic inflation further out.

Domestic inflation can also be affected by international price impulses,
for example through imported intermediate goods. Over the past year,
imported intermediate goods inflation, measured by the index of interna-
tional price impulses to Norwegian intermediate imports (IPl), fell sharply
(see box on page 14). Since the March Report, futures prices for a
number of key commodities have risen, and the IPl is expected to be
somewhat higher ahead. It takes time before international price impulses
to intermediate goods pass through to domestic inflation (see box in
Monetary Policy Report 4/2023). Higher imported intermediate goods

inflation is expected to accelerate the rise in prices for domestically
produced goods and services ahead (Chart 3.19).

Overall inflation is expected to decline in the coming quarters, reflecting
the fading impact of the earlier marked rise in prices for electricity and
imported intermediate and consumer goods. Even so, it will take time for
inflation to come down to the 2% target. High unit labour costs (ULC) are
the primary reason why inflation remains elevated ahead (Chart 3.20). The
krone depreciation through 2023 will result in a positive, but waning,
contribution to underlying inflation ahead.

Chart 3.20 Labour costs underpin inflation ahead
Contribution to four-quarter change in CPI-ATE. Percentage points
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The projections for CPI-ATE inflation are somewhat lower in the period
ahead and somewhat higher in 2025 compared with the March Report.
The projection is little changed thereafter. The projection for CPl inflation
is somewhat higher in 2025 and little changed thereafter compared with
the March Report.

Uncertainty surrounding price and wage inflation

There is uncertainty about the cyclical path in the coming period, which
adds to uncertainty about wage and price inflation. Increased capacity
utilisation, a weaker krone and improved profitability in manufacturing
could lead to high wage growth remaining elevated for longer than
projected in this Report. On the other hand, a further decline in capacity

utilisation, a stronger krone and weaker profitability in manufacturing may

reduce wage growth faster than projected.

Inflation uncertainty in the near and medium term has diminished since
March but is still higher than normal according to a host of uncertainty
indicators (see box on uncertainty indicators on page 40). According

to the Bank’s expectations survey, inflation expectations are still above
the inflation target both two and five years ahead but overall have edged
down since 2024 Q1.

Imported goods inflation is expected to continue moderating, stabilising
at a level close toits historical average. Freight rates and commodity
prices, among other things, have been highly volatile in recent years,
which raises the uncertainty surrounding inflation ahead. If the rise in
these prices is more pronounced and persistent than currently assumed,
this could intensify international price pressures. In that case, it will take
longer for overall inflation to return to target, and real wage growth will
turn out to be lower than currently projected.

There is considerable uncertainty related to productivity growth ahead.
Productivity growth has been weak in recent years and is projected to
rise gradually in the course of the projection period. Productivity growth
may prove to be weaker than envisaged and contribute to inflation
remaining elevated for a longer period than currently expected. On the
other hand, a sharper rise in productivity growth could lead to lower infla-
tion and higher real wage growth.

Norges Bank Monetary Policy Report 2/2024
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Indicators of uncertainty in the near and medium term

Expectations and projections of future economic developments will always be subject to considerable
uncertainty. As an aid in understanding macroeconomic uncertainty, Norges Bank uses a model frame-
work to quantify the uncertainty surrounding developments in three key macroeconomic variables:
mainland GDP growth, house price inflation and consumer price inflation.! The models help shed light
on the uncertainty of a set of point estimates but do not provide information about the most probable
developments ahead. One of several possible forward-looking risk indicators is derived from the
simple model framework. Our overall assessment of risk ahead will always be based on a combination
of judgement and model estimates.

In this box, we use the difference between the median and the 95th and 5th percentiles, respectively, in
the model framework’s estimated range of outcomes ahead as a measure of upside and downside risk.
The illustrations show the changes in estimated upside and downside risk for the different variables
over time. They show both changes in the size of the estimated range of outcomes, as measured by the
difference between the 95th and 5th percentiles, and whether there is significant asymmetry between
upside and downside risk.

According to the models, inflation uncertainty has been high in recent years. The indicator shows that
uncertainty has gradually subsided since summer 2023 (Chart 3.D). One quarter ahead, uncertainty
approaches its historical average but is higher than normal eight quarters ahead. The near-term uncer-
tainty surrounding inflation has also become more centred, but the medium-term risk of significantly
higher inflation is greater than the risk of significantly lower inflation.

The model indicates that near-term uncertainty surrounding mainland GDP growth is more centred and
near normal levels (Chart 3.E). Medium-term uncertainty is slightly lower than the historical average,
albeit skewed more to the upside, primarily due to weaker growth in household credit. Historically, the
rapid build-up of credit increases the probability of a financial crisis. Low credit growth can therefore

Chart 3.D Lower inflation uncertainty @
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1 The models use quantile regressions with different indicators to estimate the distribution of output growth, house price inflation and consumer price
inflation ahead. See further description in Bowe, F., S.J. Kirkeby, I.H. Lindalen, K.A. Matsen, S.S. Meyer and @. Robstad (2023) “Quantifying macroeco-
nomic uncertainty in Norway”. Staff Memo 13/2023. Norges Bank.
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Chart 3.E Close to average output uncertainty in the near term @
Spread between percentiles and median from quantile regressions.
Four-quarter change in mainland GDP. Percentage points
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Chart 3.F The skew in uncertainty regarding house price inflation has moved up @
Spread between percentiles and median from quantile regressions.
Four-quarter change in house prices. Percentage points
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contribute to reducing the downside risk related to output growth. Since the March Report, changes in
near- and medium-term uncertainty have been minor.

The models indicate that near-term uncertainty surrounding house price inflation is more centred and
close to a normal level (Char 3.F). Eight quarters ahead, the models indicate that uncertainty is skewed
to the downside. Developments in household disposable income and household credit growth contrib-
uted to a downside shift in uncertainty through 2023. Uncertainty has recently become more centred,
primarily reflecting slightly higher growth in disposable income in 2024 Q1.

Norges Bank Monetary Policy Report 2/2024



What has driven inflation — supply or demand?

In this box, we present an analysis that sheds light on the contribu-
tions to inflation in recent years from domestic and international
supply and demand factors. The results indicate that international
demand factors contributed to increasing inflation in particular, but
also domestic demand factors. Domestic and international supply
conditions have each played a somewhat smaller role according to
the analysis, including changes in firms’ price margins.

The surge in inflation in the wake of the pandemic is most likely due to
both domestic and international supply and demand conditions.! Early on,
the pandemic led to supply-side disruptions. Many countries introduced
strict containment measures, and activity halted in parts of the economy.
Additionally, both the production and transport of goods were limited at
times by high levels of sick leave in many locations. Russia’s full-scale
invasion of Ukraine also gave rise to negative supply-side disruptions and
led to a sharp increase in electricity prices in many countries, among
other things. Some firms may have also taken the opportunity to increase
price margins in excess of what the economic situation would normally
indicate.

However, the pandemic also affected the demand-side, both directly and
indirectly. The Covid-19 pandemic contributed to a sharp shift in
consumption from services to goods, both in Norway and internationally.
At the same time, the fiscal support measures and low interest rates
allowed households to build-up financial buffers through the pandemic.
This supported a marked increase in private consumption as the contain-
ment measures were phased out. Strong growth in demand in many
countries contributed not only to low unemployment, but also to bottle-
necks and increased price and wage increases.

Many of the original drivers of inflation have eventually been fully or
partially reversed, and inflation has gradually slowed in both Norway and
abroad. Nevertheless, underlying CPl inflation is still well above the infla-
tion targets across most countries — including in Norway.

In this analysis, we take a closer look at the extent to which domestic
inflation in recent years has been driven by domestic or international
conditions and to what extent these conditions are attributable to supply
or demand. The analysis builds on insights from previous works. Among
other things, we expand upon the model presented in Monetary Policy
Report 1/2023 by segregating domestic and international demand
factors. In addition, we explicitly allow for possible contributions stem-
ming from changes in firms’ price margins.

The basis for the analysis is an estimated Bayesian vector autoregression
(BVAR) model for the Norwegian economy which consists of five varia-

1 Seealso boxesin Monetary Policy Report1/2023, Monetary Policy Report 2/2023 and Monetary Policy
Report 3/2023.

Norges Bank Monetary Policy Report 2/2024

<3.The Norwegian economy)

42


https://www.norges-bank.no/en/news-events/news-publications/Reports/Monetary-Policy-Report-with-financial-stability-assessment/2023/mpr-12023/
https://www.norges-bank.no/en/news-events/news-publications/Reports/Monetary-Policy-Report-with-financial-stability-assessment/2023/mpr-12023/
https://www.norges-bank.no/contentassets/7fa735b5443a4030bded29dc5c7a2307/ppr-1-23.pdf?v=24032023130756
https://www.norges-bank.no/contentassets/afd298a18fc04b3a984b12993c9610dc/ppr-2-23.pdf?v=22062023164759
https://www.norges-bank.no/contentassets/0e129c11f4b1494da395f475bfaa3a42/ppr-3-23.pdf?v=26052024070821
https://www.norges-bank.no/contentassets/0e129c11f4b1494da395f475bfaa3a42/ppr-3-23.pdf?v=26052024070821

bles: four-quarter rise in consumer prices adjusted for tax changes and
excluding energy products (CPI-ATE), four-quarter mainland GDP growth,
aggregate price margins (measured as deviations from the trend), four-
quarter rise in imported intermediate goods prices (measured in NOK)
and four-quarter growth in OECD-wide GDP. The latter is intended to
cover international economic activity. We use the total gross product for
Norwegian mainland firms relative to labour and capital costs as an indi-
cator of the aggregate price margin in the economy.? The model is esti-
mated on data for the period between 1995 Q1 and 2024 Q1.

We assume that the unexplained variation in the data, ie deviations
between actual and estimated values, reflect various unobservable
supply and demand shocks. Without additional information, we are
unable to connect these deviations to underlying supply and demand
shocks. To uncover the contribution from the underlying disturbances to
inflation, we need to impose specific restrictions based on economic
theory. Restriction choices can affect the results. Here. we assume
so-called sign restrictions. Among other things, we assume that a posi-
tive demand shock gives rise to both higher inflation and increased
activity in the short run, while a negative supply shock leads to higher
inflation and decreased activity. We additionally assume that a shock to
price margins differs from other supply shocks in that prices and margins
move in the same direction in the short term. In order to distinguish
between domestic and international shocks, we assume that a domestic

Chart 3.G Effects of an international supply shock
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2 Excluding power generation. The capital costs are based on estimates for implicit rental prices. See
Brubakk, L. and K. Hagelund (2022): "The downs and ups of mark-ups”. Staff Memo 2/2023. Norges Bank.
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Chart 3.H Effects of an international demand shock
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disturbance affects international developments to a small degree. In
total, we identify five underlying disturbances that drive the five endoge-
nous variables in the model: a domestic supply shock, a domestic price
margin shock,® a domestic demand shock, an international supply shock
and an international demand shock.

In charts 3.G and 3.H we show how, according to the model, the interna-
tional supply and demand shock affects activity and inflation both in
Norway and internationally, respectively. A negative international supply
shock lifts inflation internationally and dampens activity. Higher prices
internationally push up imported goods and services prices, which also
raises inflation in Norway. In isolation, subsequent lower production
growth internationally reduces activity in Norway.

An international demand shock increases both activity and inflation inter-
nationally. According to the model results, this will also eventually
increase inflation and overall production in Norway. Higher inflation inter-
nationally contributes directly to an increase in Norwegian consumer
prices through imported consumer goods, but also indirectly through
imported intermediate goods. Given the Norwegian system for wage
formation, increased demand for Norwegian exports and increased
activity in the economy will normally result in higher wage growth, which
also contributes to driving up inflation. Chart 3.H shows that it takes time
forincreased international demand to pass through to domestic
consumer prices. This is consistent with the fact that part of the effect

3 Which can also be considered a type of supply shock.
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Chart 3.1 Which factors have contributed to consumer price inflation?
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goes through wages, which are typically adjusted with a time lag. The
difference between the domestic inflation responses in charts 3.G and
3.H, which result from an international supply and demand shock respec-
tively, most likely reflects different paths of wage growth.

Given the estimated model and the imposed restrictions, we can calcu-
late how much each single shock has contributed to inflation since 2019.
The results are shown in chart 3.1, where inflation is measured as devia-
tions from a historical average. The results suggest that a significant part
of the rapid rise in consumer prices (CPI-ATE) in Norway the past couple
of years is attributable to international conditions, first and foremost
connected to the demand-side. However, domestic supply and demand
conditions also contributed to increasing consumer price inflation.* The
contributions from price margin shocks suggest that firms increase
margins in periods somewhat more than the economic situation would
normally indicate. When we also include the contributions from price
margin shocks, the results show that domestic supply conditions made
about the same overall contribution to the increased inflation as
domestic demand conditions in the initial stages of the high-inflation
period.

The inflation impulses from domestic supply-side disruptions (beyond
price margin shocks) are relatively modest. It is natural to connect the
domestic supply-side shocks (beyond price margin shocks) to variations
in electricity prices. In that case, the results indicate that increased elec-
tricity prices contributed with between 0.3 and 0.5 percentage points to
the four-quarter rise in the CPI-ATE in the period between 2022 Q3 and
2023 Q2. This is the same order of magnitude as comparable calculations
from Statistics Norway.®

The results from this analysis indicate that the reversal of the negative
supply-side disturbances both in Norway and internationally is now, in
isolation, reducing consumer prices. At the same time, the knock-on

4 In qualitative terms, this is well in line with the findings from a similar Norges Bank analysis, see box in the
Monetary Policy Report 1/2023.

5 Seebox2.5in @konomiske analyser1/2023, [Economic analyses]. Statistics Norway (in Norwegian only).
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effects from the strong demand growth that followed in the wake of the
pandemic still contribute to keeping price growth well above the target,
according to the analysis. The interest rate hikes of the past couple of
years have helped to dampen demand growth, but wage growth is still
high. Chart 3.1 suggests that it may take time for the contributions from
the initial demand disturbances to die out.

It is especially difficult to estimate how much of the price increase is due
to supply and demand conditions, respectively — and whether the disrup-
tions originated in Norway or abroad —when both types of disturbances
occur approximately simultaneously in many countries. The fact that high
price inflation went hand in hand with a marked increase in both demand
and production nevertheless indicates that conditions on the demand
side have played an important role. This is also the conclusion of many
recent international studies.®

The analysis is based on a simplified account of the Norwegian and inter-
national economy. A more nuanced description of the economy and the
factors driving inflation requires a more comprehensive framework. A
natural extension could be to include the exchange rate explicitly in the
model. To the extent that the exchange rate is mainly driven by the type
of disturbances we already identify in our analysis, this will probably have
little effect on the conclusions. If, on the other hand, the exchange rate is
determined to a greater extent by rate-specific factors such as risk
premiums, the supply and demand disturbances we identify in this anal-
ysis and the estimated contributions to inflation could change.

The model and the analysis are also based on assumptions that will not
necessarily always be fulfilled. Uncertainty linked to the model and asso-
ciated parameter estimates mean that the conclusions must be inter-
preted with caution.

6 Seefor example Eickmeier, S. and B. Hofmann (2022): "What drives inflation? Disentangeling demand and
supply factors”. BIS Working Paper, 1047. Bank for International Settlements, and Ascari, G., P. Bonomol, M.
Hoeberichts and R. Trezzi (2023): "The Euro Area Great Inflation Surge”. Analyse, February 2023. De Neder-
landsche Bank. At the same time there are also examples of studies which present supply-side conditions
as the mostimportant contributors to the high inflation, see for example Blanchard, O.J. and B.S. Bernanke
(2024): "An Analysis of Pandemic-Era Inflation in 11 Economies”. NBER Working Papers 32532. National
Bureau of Economic Research, Inc. and Dao, M., A. Dizioli, C. Jackson, P.-O. Gourinchas and D. Leigh (2023):
“Unconventional Fiscal Policy in Times of High Inflation”. IMF Working Papers 2023/178. International Mone-
tary Fund. Differing methods give differing answers.
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4. Monetary
policy analysis

On balance, Norges Bank’s analyses indicate a policy
rate path that is slightly higher than in the March 2024
Monetary Policy Report. According to the model
analysis, the path is pushed up by higher capacity
utilisation, higher wage growth and slightly higher
international interest rates than projected in the
March Report. A somewhat stronger krone in isolation
pulls in the direction of a lower policy rate path from
2025.

4.1 The policy rate path and monetary policy
objectives

The operational target of 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
employment and to countering the build-up of financial imbalances. The
Monetary Policy and Financial Stability Committee’s monetary policy
strategy is discussed further on page 4.

The policy rate forecast is slightly higher than in the March Report. The
policy rate was kept unchanged at 4.5% at the meeting of the Committee
on19 June. The forecast indicates that it will remain at this level to the end
of 2024 before gradually declining. At the end of the forecast horizon, the
policy rate is projected to be 2.7%.

The projections are uncertain. The Bank’s forecasts have undergone
substantial revision in recent years. If the economic outlook, the balance
of risks or the assessment of the functioning of the economy change, the
policy rate may prove to be different from the one projected.

4.2 New information and assessments

New information suggests a slightly higher policy rate path

To shed light on how developments since the March Report affect the
economic outlook, new information and assessments of the economic
situation are incorporated into the Bank’s modelling system, while
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Chart 4.1 Somewhat higher inflation and capacity utilisation ahead
Projections conditioned on new information concerning economic developments
and the policy rate forecast in MPR 1/24
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conditioning on the policy rate path from March. This exercise shows the

forecasts that the modelling system would have produced with the policy
rate path from March. Here the main focus is on the output gap and infla-

tion outlook.

In the exercise with the rate path from March, the capacity utilisation
projection has been revised up somewhat compared with the March
Report (Chart 4.1). Consumer price inflation adjusted for tax changes and
excluding energy products (CPI-ATE) has moved broadly in line with the
projections. From 2025, higher wage growth, among other factors, will
contribute to keeping inflation elevated for longer than previously envis-
aged. The exercise indicates a slightly higher policy rate path thanin the
March Report.

Market policy rate expectations have risen slightly

Market policy rate expectations further out can provide an indication of
how market participants have interpreted new information and how they
expect Norges Bank to react.

Market interest rates rose at the time of the publication of the March
Report and have since edged higher. The policy rate path in this Report is

Chart 4.2 Slightly higher market policy rate expectations
Policy rate. Percent
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Chart 4.3 Positive interest rate differential against other countries in the
coming years
Policy rates in Norway and among Norway’s main trading partners. Percent
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higher than the market-implied path in the period to end-2026 (Chart 4.2).
Market expectations indicate a policy rate of approximately 3.0% at the
end of the projection period.

Market policy rate expectations among Norway’s main trading partners
for the coming year have risen slightly since the March Report (Chart 4.3)
but nevertheless indicate that policy rates will be reduced somewhat
earlier among Norway’s trading partners than in Norway. The policy rate
differential thus widens somewhat in the coming year and remains
positive through the projection period.

The simple rule indicates a broadly unchanged policy rate path

A simple policy rate rule shows the monetary policy reaction to changes
in the output gap and inflation (see the Monetary Policy Report 1/2022).
The estimated rule is based on data for the period 2001-2021. In this
Report, near-term projections have been revised up slightly for the output
gap and down slightly for inflation, but changes from the March Report
are minor. The simple rule therefore indicates a broadly unchanged

policy rate path in the coming quarters compared with the March Report,
although the level is still higher than the policy rate projection (Chart 4.4).

Chart 4.4 The simple rule indicates a broadly unchanged policy rate path
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Chart 4.5 Broadly unchanged real interest rate
Estimate of the expected real money market rate. Percent
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4.3 Monetary policy stance and drivers
behind the changes in the policy rate path

Compared with the March Report, the policy rate forecast has been
revised up slightly, and inflation projections have been revised up some-
what further out. This results in an estimate of the expected real money
market rate that is little changed compared with the March Report. (Chart
4.5). The real interest rate is projected to lie above the range that has a
neutral effect on the economy in the coming years. As inflation is brought
back towards the target and the policy rate is reduced, the real interest
rate is expected to be slightly lower. See box on page 53 “Estimates of
the neutral real interest rate” for a further discussion on the interval for
the neutral real interest rate.

Areal interest rate at the current level will weigh down on overall demand
and dampen wage and price inflation.! As long as the real interest rate lies
above its neutral level, this will contribute to pulling down domestic
household consumption.

Higher residential mortgage rates pull down on household disposable
income, which also suggests lower consumption. At the same time, wage
growth is now projected to be higher than previously assumed, which
points to an increase in household real disposable income. Overall, both
household consumption and the saving ratio are expected to be slightly
higher in 2024 than in the March Report.

The forecasts suggest broadly unchanged trade-offs

The Committee’s reasoning for the policy rate decision and forward guid-
ance on the policy rate are presented in the “Monetary policy assess-
ment” (pages 5-9). The trade-offs between bringing inflation quickly back
to target and promoting high and stable output and employment is
expressed in the forecasts of inflation and the output gap. Chart 4.6 illus-
trates the trade-offs as measured by the projected inflation deviation

1 Seebox “The interest rate sensitivity of consumption and investment” in the Monetary Policy Report
4/2023” for a further description of the impact of the policy rate on consumption and investment.
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Chart 4.6 Trade-offs are approximately unchanged
Inflation gap and output gap. Average 1-3 years ahead
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from the target and the output gap one to three years ahead.? The
diagram does not necessarily capture all risk factors relevant in the
monetary policy assessments. Such risk factors will normally vary.
Different ratios of the projected inflation deviation and the output gap in
various monetary policy reports do not therefore necessarily mean that
the Committee has given different weights to low and stable inflation and
high and stable output and employment in various reports. As illustrated
in the chart, the policy rate path implies small changes to the forecasts of
inflation and the output gap ahead. By this measure, the Committee’s
trade-offs between these two objectives and the assessment of the risk
factors are not materially different compared with the March Report.

The model-based analysis implies a slightly higher policy rate path

In the decomposition in Chart 4.7, the Bank’s main model NEMO is used to
break down the main drivers behind the change in the policy rate path
since the March Report. The bars show contributions to changes in the
model-based path, and the broken line shows the sum of the bars. The
solid line shows the actual change in the rate path.

Chart 4.7 The model suggests a slightly higher policy rate path
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2 Seebox"Avveiingene i pengepolitikken belyst ved prognosene for inflasjonen og produksjonsgapet"
[Trade-offs in monetary policy elucidated by the forecasts of inflation and the output gapl in Norges Bank’s
Monetary Policy Handbook. Norges Bank Papers 3/2024. (Forthcoming in English).
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International policy rates are expected to be slightly higher than envis-
aged earlier. This pulls in isolation in the direction of a weaker krone. The
near-term projections for economic growth among Norway’s trading
partners have been revised up since the March Report, which in isolation
will boost Norwegian goods and services exports ahead. External factors
suggest a slightly higher model-based path (green bars).

Since the March Report, gas spot and futures prices have risen, while oil
prices show little change. This pulls in isolation in the direction of a higher
model-based path. The projection for petroleum investment is little
changed since the March Report. Overall, factors relating to petroleum
prices and petroleum investment contribute to a slightly higher model-
based path (light blue bars).

The krone exchange rate has been somewhat weaker than expected and
weaker than changes in the interest rate differential in the model frame-
work would suggest. This pulls in the direction of a higher model-based
path. Looking ahead, the krone projections are somewhat stronger than
in the March Report. This pulls in the direction of a lower model-based
path in the model analysis. Overall, the exchange rate pulls the model-
based path slightly down from 2025 (dark blue bars).

In the near term, capacity utilisation is projected to be somewhat higher
than envisaged in March. Higher net exports and public demand push up
the projection. In addition, there are prospects that private consumption
will be higher in the near term than envisaged in the March Report,
boosting Norwegian economic activity ahead and lifting the model-
based path. Lower-than-expected housing and business investment
implies in isolation a lower model-based path. On the whole, domestic
demand lifts the model-based path throughout the projection period
(orange bars).

Underlying price inflation has been broadly as projected. Imported goods
inflation has been lower than projected. This will in isolation pull in the
direction of a lower model-based path in the near term. The projections
for wage growth have been revised up in the beginning of the projection
period. Higher wage growth will slow the process of disinflation to a
further extent than previously projected. Price and wage factors on the
whole suggest a somewhat higher model-based path from the end of
2024 (red bars).

The model analysis implies a slightly higher policy rate to the end of 2025.
The policy rate path has been revised up to approximately the same
extent as the model-based path in the near term.
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Estimate of the neutral real interest rate

We project the neutral real money market rate to be in the interval 0%
and 1%. The interval is somewhat higher than our previous projections.

The real interest rate, defined as the nominal interest rate less expected
inflation, has risen from a very low level over the past year. As an aid to
assess whether the real interest rate has a contractionary or expan-
sionary effect on the economy, we project the neutral real interest rate
(r*). Calculations of r* will depend on the time horizon on which it is based.
With a short-term time horizon, every disturbance, both of a temporary
and more permanent nature, will affect r*. This gives an r*, which varies
considerably and is unsuitable as a reference point for monetary policy.!
With a long-term time horizon, r* will depend to a greater extent on more
structural driving forces like population growth and productivity. In prac-
tice, itis challenging to make a precise distinction between different time
horizons. We define r* as the real interest rate consistent with a closed
output and inflation gap in the medium term. When the real interest rate is
higher (lower) than r*, it indicates contractionary (expansionary) monetary

policy.

R*is not observable and must be estimated. In a small open economy like
Norway, r* will be largely affected by global developments. In Monetary
Policy Report 2/2023 we indicated that r*, based on the money market
interest rate, was in the interval between -0.5% and 0.5%.2 With new

information and new estimates, we estimate that r* currently lies in the
interval between 0% and 1%. This suggests a policy rate range of
between 1.7% and 2.7% in the medium term given an inflation target of 2%
and a money market premium of 0.3 percentage point. There is a high
degree of uncertainty both methodologically and statistically associated
with the estimates.

Calculations of r* are regularly performed by academics and central
banks in many countries. As market interest rates fell internationally in the
years preceding the pandemic, many central banks revised down their
estimates for r* In its latest update of r*, the European Central Bank (ECB)
emphasises that the pandemic, disruptions in global supply chains,
increases in energy prices and an expansionary fiscal policy may have
led to a temporary increase in short-term measurements for r*.2 At the
same time, the ECB points out that conditions that determine r* in the
longer term, such as demographic and technological factors, have likely
not changed extensively. Similar arguments have been put forward by

1 See Section 3.3 in Norges Bank’s Monetary Policy Handbook (2024): “Norges Bank’s Monetary Policy Hand-
book”. Norges Bank Papers 3/2024.

2 Seebox “Estimates of the neutral real interest rate” in Monetary Policy Report 2/2023.
3 See Economic Bulletin 1/2024. ECB.
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Chart 4.A Market-based real interest rate expectations remain elevated
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economists at the Bank of England. Climate change will also likely affect
r*, but the direction and magnitude are uncertain.®

A number of central banks have recently revised up their projections of r*
somewhat. The Reserve Bank of New Zealand estimates an r* of 0.75%.°
The Bank of Canada is operating with an interval of between 0.25% and
1.25%.” The Federal Reserve also expects somewhat higher real interest
rates, and r* can now be estimated to be 0.8%.8 The ECB’s new estimates
indicate that r* is now around 0%, in line with pre-pandemic levels.®

We consider both market and model-based measurements when esti-
mating r*in Norway. The implied long-term money market interest rate is
based on five-year rates five years ahead. In Norway, it has largely
followed the interest rates of trading partners. Adjusted for market-based
measures of inflation expectations, we can use these interest rates as a
starting point for market-based measures of r*° Over the past few years,
market-based measures of expected real interest rates have risen from
very low levels both internationally and in Norway (Chart 4.A).

As an alternative to market-based measures, r* can be estimated using
economic models. It provides an estimate of r* that corresponds to the
real interest rate consistent with a closed output and inflation gap when
the effects of short-term economic shocks are exhausted. We use
several different models to estimate r*" Some of the models are pure
time series models, while other models increasingly impose relationships

4 See Cesa-Bianchi, A.,R. Harrison and R. Sajedi (2023): “Global R*”, Bank of England Staff Working Paper No.
990.

5 Seeboxin Monetary Policy Report March 2024 and Economic Commentary No. 5/2024. Riksbank.

See Monetary Policy Statement. May 2024 (Figure 7.4) and “New Zealand’s Nominal Neutral Interest Rate”.
Bulletin, Vol 87, No. 4. Reserve Bank of New Zealand

7 SeeAdjalala, F., F. Alves, H. Desgagnés, W. Dong, D. Matveev and L. Simon (2024): “Assessing the US and
Canadian neutral rates: 2024 update”. Staff Analytical Note 2024-9. Bank of Canada.

8 Thisfigureis based on along-term estimate of the policy rate of 2.8% minus inflation estimates of 2%. See
Federal Reserve (2024) “Summary of Economic Projections”, 2024 FOMC Meeting. Federal Reserve.

9 Seebox7“Estimates of the neutral interest rate for the euro area: an update”, ECB Economic Bulletin, issue
1/2024.

10 Therealinterestrates are defined as five-year-on-five-year interest rate swaps minus five-on-five-year
inflation swaps. For Norway, the analysis uses inflation expectations five years ahead for economists as a
whole from Norges Bank’s Expectations Survey.

11 SeeMeyer,S.S., Ulvedal, P.B. and Erik. S. Wasberg (2022): “The neutral real interest rate” Norges Bank Staff
Memo 7/2022.
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Chart 4.B Estimates of the neutral real interest rate
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between the variables based on economic theory. The models are esti-
mated using data from 1994 up to and including 2024.”? For 2024, we use
available figures and short-term estimates of economic variables from
this Report. The latest estimates from the models indicate a small
increase in r*. However, a low estimate of the long-term economic growth
in the models contributes to keeping the level of r* down.

Model estimates of r* are very uncertain and depend on how the models
are specified. Market-based measurements can be affected by term
premiums and inflation risk, which are difficult to estimate. As changes in
central banks’ asset purchase programmes may have led to anincrease
in the forward premium in long-term interest rates in recent years,
market-based measurements of the real interest rate may indicate a
higher real interest rate than expected. A large degree of uncertainty is
related to the various approaches to calculate r*, a discretionary evalua-
tion is therefore necessary when this is quantified. Chart 4.B shows the
average of the model estimates together with the market-based measure
for Norway."® The chart also includes our estimate of the interval for r*
over time, indicated by the broken green lines.* The upward adjustment
of our estimate of the interval for r* reflects the fact that both market-
based measurements remain high and model-based measurements indi-
cate a small increase. In this Report, the real interest rate is projected to
lie in the interval for r* between 0% and 1% towards the end of the fore-
cast horizon.
12 Inthe models, we use a time series for the expected real interest rate, constructed using three-month
NIBOR less inflation expectations 12 months ahead for economists as a whole from Norges Bank’s Expecta-

tions Survey between 2002 and 2012. After 2013, we use our own short-term forecasts for underlying infla-
tion to calculate expected real interest rates (Chart 4.5).

13 Historical model estimates are based on the most recent available data and do not indicate what the model
estimates could have been earlier.

14 The green broken lines indicate our estimated range for r*. See Inflation Report 3/2005, Monetary Policy
Report 1/2010, Monetary Policy Report 1/2012, Monetary Policy Report 3/2016 and Monetary Policy Report
2/2019 for when r* was revised. The range shows r* at the end of 2024. In cases where a point estimate has
been stated, we have added and subtracted 0.5 percentage point to obtain arange. The range shows r* at
the end of 2024. In cases where a point estimate has been stated, we have added and subtracted 0.5
percentage point to obtain arange.
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https://www.norges-bank.no/globalassets/upload/import/front/rapport/no/ir/2005-03/ir-2005-03.pdf?v=09032017122101
https://www.norges-bank.no/contentassets/72854dc35aea4064ae2ceebf14526dfd/ppr1_10.pdf?v=09032017123244
https://www.norges-bank.no/contentassets/064d6f2da41747a9ae9ba4cda913eacb/ppr_1_12.pdf?v=09032017123449
https://www.norges-bank.no/contentassets/177bb9eebeb64323a6e6c4d9f35ad35f/ppr_3_16.pdf?v=09032017123520
https://www.norges-bank.no/contentassets/cda000898c914e7890fa1b545d81ace4/ppr_219.pdf?v=20062019091626
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TABLE 1International projections

Percentage change from previous year
Change from projections in Weights'

Monetary Policy Report 1/2024 in brackets Percent 2024 2027

GDP

us 12 25 2.3(01) 1.8(0.2) 1.8(0.2) 17(0.2)
Euro area 47 0.5 0.8 (0 1.4(-0.2) 15 (-0.0) 15(-0.)
UK 15 01 0.9(0.6) 1.4(0.2) 1.5(0) 1.5(0.2)
Sweden 18 01 0.8(0.5) 2(0) 2(0) 1.9 (00
China 8 5.3 51(0.6) 4.2(00) 3.7(0) 3.6(0)
5 trading partners’ 100 1 1.4(0.3) 1.8 (0) 1.8 (0) 1.8 (0.1)
Prices

Underlying inflation? 5.3 3(0) 23(0) 2.2(0) 21(0)
Wage growth? 4.9 4.3(0.3) 3.5(0) 3.2(01) 3(0)
Prices for consumer goods imported to Norway? -0.5 1.3(0.8) 0.1(0.0) 0.5(-0.3) 0.8 (0)

' Theaggregateincludes: Euro area, China, Sweden, UK and US. Export weights.
2 Theaggregateincludes: Euro area, Sweden, UK and US. Import weights.
3 Inforeign currency terms. Including composition effects and freight rates.

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

2024

T T T T B S

Consumer price index (CPI)

Actual 3.9 36 3.0

Projections MPR 1/24 4.2 3.9 33 3.3

Projections MPR 2/24 31 3.4 37 4.6
CPI-ATE

Actual 45 4.4 41

Projections MPR 1/24 4.7 4.5 4.2 3.9

Projections MPR 2/24 3.6 37 3.6 3.8

Imported consumer goods in the CPI-ATE

Actual 36 34 2.8
Projections MPR 1/24 4.3 3.9 35 27
Projections MPR 2/24 2.3 2.2 2.2 2.3

Domestically produced goods and services in the CPI-ATE

Actual 4.9 4.8 47
Projections MPR 1/24 4.9 4.9 4.6 4.6
Projections MPR 2/24 4.4 4.6 4.4 45

Sources: Statistics Norway and Norges Bank

TABLE 2b House prices. Monthly change. Seasonally TABLE 2c Registered unemployment (rate). Percent of
adjusted. Percent labour force. Seasonally adjusted

2024 2024
e e[ o] ] o e ] o[ o] o] 5
0.6 0.7 6 1.9 1.9 20

Actual 0. Actual

Projections Projections

MPR 1/24 0.3 0.4 0.3 0.3 MPR 1/24 1.9 2.0 20 20

Projections Projections

MPR 2/24 0.6 0.4 0.4 0.4 MPR 2/24 2.0 20 20 21
Sources: Eiendomsverdi, Finn.no, Real Estate Norway and Norges Bank Sources: Norwegian Labour and Welfare Administration (NAV) and Norges Bank

TABLE 2e GDP for mainland Norway. Quarterly change.!
Seasonally adjusted. Percent

| |

DR

Actual 0.3 0.2
Projections MPR 1/24 0.0 0.0
Projections MPR 2/24 0.2 03

1 Quarterly figures based on monthly national accounts.

Sources: Statistics Norway and Norges Bank
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TABLE 3 Projections for main economic aggregates

Change from projections in

Monetary Policy Report 1/2024 in brackets

Prices and wages

Percentage change from previous year (unless otherwise stated)

In billions
of NOK
2023

2023 2024 2025 2026 2027

CPI 55 3.7(-01) 3.2(0.5) 2.6(0.0) 2.3(0.0)
CPI-ATE 6.2 4.0(-01) 3.4(0.2) 2.8(00) 2.4(00)
Annual wages 5.2 5.2(0.3) 45(0.2) 3.8(00) 3.4(0.0)
Real economy’
Gross domestic product (GDP) 5129 0.7 11(0.7) 1.9 (00 0.4(-01) 0.6 (-0)
GDP, mainland Norway? 3858 11 0.8(0.3) 1.3(01) 1.2(-01) 1.6 (0.0)
Output gap, mainland Norway (level) 0.8 0.2(0.2) -0.2(0J) -0.5(0.0) -0.3(0J)
Employment, persons, GNA 1.3 0.6(0.2) 0.7(0.3) 0.6 (0.0 0.9(-01)
Registered unemployment (rate, level) 1.8 2.0(0.0) 2.2(0.0) 2.3(00) 2.2(0.0)
Demand’
Mainland demand? 4014 0.4 -0.6 (-0.6) 25(0.5) 25(0.2) 2.3(0.0)
— Household consumption 1924 -0.6 1.2(0.2) 2.7(0.6) 2.2(01) 2.0(-0.)
— Business investment 499 4.0 -0.8(-5.4) 1.8(-0) 3.0(0.2) 3.3(0.3)
- Housing investment 208 -156  -15.8(-3.3) 51(-0.8) 10.0 (0.4) 9.2(0.2)
— Public demand 1383 3.3 2.4(0.3) 21(0.7) 19(0.4) 1.6(0.4)
Petroleum investment? 216 10.5 9.0(-1.0) -4.0 (1.0) -3.0(0.0) -3.0(0.0)
Mainland exports? 1043 7.8 5.2(2.6) 1.2(-0.7) 1.5(-0.4) 2.4(-0.3)
Imports 1667 13 0.6(2.3) 2.8(0.8) 21(0.2) 2.0(-0.)
House prices and debt
House prices 0.2 3.3(0.4) 6.9(07) 79(0.2) 6.6 (0.)
Household credit (C2) 33 26(-01) 24(-0.2) 2.3(-0.3) 29(0.0)
Interest rate, exchange rate and oil price
Policy rate (level) 35 45(01) 41(0.2) 3.4(00) 2.8(-01)
Import-weighted exchange rate (I-44) (level) 119.5 118.3(-0.5) 175 (-1.2) 1175 (-0.9) 175 (-0.6)
Policy rate, trading partners (level) 3.9 4.2(01) 3.3(0.2) 2.8(00) 2.6(0.0)
Oil price, Brent Blend. USD per barrel 825 81.7(-1.9) 77.4(-0.6) 74.2(-0.2) 72.2(0)
Household income and saving'
Real disposable income excl. dividend income 2.4 2.8(1.2) 2.4(-0.2) 29(0.2) 31(0.4)
Saving ratio excl. dividend income (rate, level) -0.3 1.4(0.4) 15(0.2) 1.9(0.2) 2.8(0.6)
Fiscal policy
Structural non-oil deficit as a percentage of GPFG® 3.0 27(-01) 25(-0.2) 2.6(-0.) 26(-01)
Structural non-oil deficit as a percentage of trend GDP 9.7 10.4(-0.5) 10.7 (-0.4) 11.0(-0.3) 11(-0.4)

T Allfigures are working-day adjusted.

2 Annual figures based on monthly national accounts.

8 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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