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Chapter 1 Monetary policy

Flexible inflation targeting

Monetary policy in Norway is oriented towards low and stable inflation. The opera-
tional objective of monetary policy is annual consumer price inflation of approxi-
mately 2.5% over time. In general, direct effects on consumer prices resulting from
changes in interest rates, taxes, excise duties and extraordinary temporary distur-
bances shall not be taken into account. The operational objective provides an anchor
for economic agents’ expectations concerning future inflation. When there is confi-
dence in the inflation target, monetary policy can also contribute to stabilising devel-
opments in output and employment.

BOX: The mandate for monetary policy in Norway (see appendix)

Norges Bank operates a flexible inflation targeting regime, so that both variability in
inflation and variability in output and employment are given weight in interest-rate
setting. Flexible inflation targeting builds a bridge between the long-term objective of
monetary policy, which is to keep inflation on target and provide an anchor for infla-
tion expectations, and the more short-term objective of stability in the real economy.

Monetary policy influences the economy with long and variable lags. Norges Bank
sets the interest rate with a view to stabilising inflation at the target within a reason-
able time horizon, normally 1-3 years. The relevant horizon will depend on distur-

bances to which the economy is exposed and how they will affect the path for infla-
tion and the real economy ahead.

Predictability is an important element of monetary policy. Norges Bank regularly pub-
lishes assessments of the outlook for the global and Norwegian economy and the key
interest rate. When participants understand the central bank’s response pattern, the re-
action of market rates to new information about economic developments has a stabi-
lising effect.

Interest-rate setting must be viewed in the context of Norges Bank’s assessment of the
current economic situation, inflation expectations and future developments in interest
rates, inflation, output and employment. There is considerable uncertainty surrounding
developments in these variables. Monetary policy cannot fine-tune economic devel-
opments, but it can avoid the largest effects when the economy is exposed to distur-
bances. In some situations, it may be appropriate to take into account particularly un-
favourable developments.

BOX: Monetary policy instruments (see appendix)

Decisions concerning interest rates and other important changes in the use of instru-
ments will normally be taken at the Executive Board’s monetary policy meeting every
sixth week. The basis for the Executive Board’s decisions and assessments are com-
municated in a press release and at a press conference. The press release includes a
detailed account of the main aspects of economic developments that have influenced
the decision. The interest rate decision is published at a pre-announced time.

BOX: Transparency with regard to the basis for decisions (see appendix)



Three times a year, in connection with every third monetary policy meeting, an infla-
tion report including monetary policy assessments is published at the same time as the
interest rate decision. In the inflation reports, Norges bank analyses the current situa-
tion and the economic outlook. Up to Inflation Report 2/05, the analyses were based
on technical assumptions that the interest rate would move in line with financial mar-
ket expectations. Since Inflation Report 3/05, the analyses have been based on the
Bank’s own forecast for future interest rates. It is the Executive Board’s assessment
that the interest rate forecast provides a reasonable balance between the objectives of
monetary policy. This forecast will in many cases be close to market expectations, but
this will not necessarily be the case.

BOX: Criteria for a good interest rate path (see appendix)

The central bank influences economic developments primarily via expectations. Nor-
ges Bank’s publication of its interest rate forecast may make it easier for economic
agents to understand the Bank’s intentions in its interest-rate setting. This may pro-
mote stability in output and employment and in inflation. Forecasts based on an inter-
est rate path that is the most realistic in Norges Bank’s view also facilitates the inter-
pretation and evaluation of the Bank’s projections.

BOX: Interest rate forecast and uncertainty (see appendix)

On the basis of the analysis in the Inflation Report, the Executive Board adopts a
monetary policy strategy every fourth month for the next four months. The strategy is
published at the beginning of the relevant strategy period, and it is conditional on eco-
nomic developments that are broadly in line with projections. Interest rate decisions
are based on this monetary policy strategy.

The conduct of monetary policy requires a reliable stream of information concerning
economic developments. In 2005, 1400 firms and public enterprises in Norges Bank’s
regional network were interviewed about output and price developments and plans for
investment and employment. Combined with available official statistics, the reports
from the regional network form an important part of the decision-making basis. The
reports are published in connection with the Inflation Report. For a more detailed de-
scription, see the box in the section entitled Performance in 2005.

Norges Bank exercises professional judgment in interest-rate setting. As a guide in the
exercise of this judgment, Norges Bank utilises analytical tools and economic models
that describe relationships in the economy. The models combine and apply empirical
and theoretical knowledge on the functioning of the Norwegian economy, contributing
to a consistent analysis of the interaction between different economic variables.
Through 2005 Norges Bank further developed the use of models to analyse alternative
scenarios for the interest rate, inflation and output. In the Inflation Report, particular
emphasis was given to analysing the monetary policy response in the event of error on
the part of the Bank regarding key features of the Norwegian economy, or if particular
risk factors should dominate developments.

BOX: Work on macroeconomic models (see appendix)



To assure the quality of the analyses and the basis for decisions, the Bank maintains
close contact with other central banks and the international academic community.
Economists from other central banks and academic institutions in Norway and abroad
are regularly invited to Norges Bank to evaluate the quality of the Bank’s monetary
policy analysis.

Monetary policy and monetary policy performance in 2005 are assessed in the follow-
ing section. Performance in 2005 is influenced by the use of instruments in previous
years. The use of instruments in 2005 will have a particular impact on performance in
the years ahead.

Performance in 2005
Inflation and capacity utilisation through 2005

The cyclical upturn in the Norwegian economy, which began in the second half of
2003, continued in 2005. Capacity utilisation at the beginning of 2006 is probably
somewhat above the normal level. Low interest rates, higher petroleum investment,
strong global growth and an improvement in Norway’s terms of trade have been the
most important driving forces. At the beginning of the upturn, low interest rates con-
tributed to high growth in private consumption and housing investment. The upturn
gradually broadened, and last year exports and corporate investment in mainland Nor-
way showed solid growth.

So far in this upturn, employment has not increased to the same extent as in previous
upturns. One of the reasons for this is the sharp fall in sickness absence through 2004.
In 2005, the number of person-hours worked increased relatively quickly, and produc-
tivity per employee was high. This may have curbed labour demand. Norges Bank as-
sumes that production capacity in the Norwegian economy in both 2004 and 2005
probably rose somewhat more than normal. The result is that the economy has been
able to grow more quickly without resulting in bottlenecks and cost inflation. Towards
the end of 2005, the number employed also picked up as a result of continued strong
output growth.

Inflation has risen somewhat, but is still low (see Chart 1). Consumer price inflation
adjusted for taxes and excluding energy products (CPI-ATE) was 1.0% in 2005. Con-
sumer price inflation edged up through the first half of the year, but an accelerating
fall in prices for imported consumer goods pushed the CPI-ATE down somewhat to-
wards the end of the year. A higher rise in prices for domestically produced goods and
services contributed most to the rise in consumer prices. Of the domestic components,
it was primarily prices for services with wages as the dominant factor that showed a
marked rise, despite relatively low wage growth in 2005. Increased competition in a
number of markets contributed to restraining inflation. Other measures of underlying
inflation showed somewhat stronger inflation than the CPI-ATE for 2005 as a whole
(see Chart 2). The difference was smaller than in the two previous years, however.

BOX: The regional network in 2005 (see appendix)



Reasons for the deviations from the inflation target and output developments in
2005

In 2005, different measures of inflation stood at between %% and 2%. Underlying in-
flation, as measured by the CPI-ATE, was 1.0% in 2005.

Monetary policy influences the economy with long and variable lags. In 2005, infla-
tion and output and employment were primarily influenced by monetary policy in pre-
vious years. Low inflation in 2005 is the result of monetary policy trade-offs and of
unforeseen disturbances to the economy.

Towards the end of 2002, new information emerged indicating that developments in
output and employment might be weaker than projected and inflation might be lower.
The key rate was therefore reduced in December 2002. New information gradually
emerged about the outlook for other countries and the Norwegian economy, indicating
that inflation might be very low. Up to March 2004, the key rate was reduced by a to-
tal of 5.25 percentage points to 1.75%.

Norges Bank’s projections for inflation in 2005 showed little change in Inflation Re-
ports through 2003 and the March 2004 Report. In the March 2004 Report, the Bank
projected underlying inflation at 2% in 2005 (see Chart 5).

Of the deviation of slightly more than one percentage point between projected infla-
tion for 2005 in the March 2004 Inflation Report and actual inflation in 2005, about Y2
percentage point can be attributed to lower-than-projected wage growth (see Table 1).
However, it may be difficult to make a precise estimate of the contribution from wage
growth as there is a reciprocal relationship between wage growth and inflation. Very
low inflation and lowered inflation expectations prior to the 2005 wage settlement
may have contributed to low wage growth. In addition, the labour market was some-
what weaker than assumed (see Chart 3).

Table 1. Decomposition of the difference between actual and projected inflation
in 2005 published in Inflation Report 1/04 and 1/05.

IR 1/04 IR1/05

Difference between actual and projected 114 01
rise in CPI-ATE. Percentage points '
Decomposition of difference

Stronger exchange rate -0.4 0

Lower international price impulses -0.1 0

Lower wage growth -04 -0.1

Direct effect of interest rate on house

-0.2 0

rents

Other factors/unexplained® -0.2 0

"Mainly related to the fall in imported consumer prices at the beginning of 2005.

The krone exchange rate was considerably stronger through 2004 and 2005 than as-
sumed at the beginning of 2004 (see Chart 4). Exchange rate developments can ex-
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plain about %2 percentage point of the deviation in inflation. The higher-than-expected
value of the Norwegian krone may be due to weaker developments in global interest
rates than indicated by forward rates at the beginning of 2004. External price impulses
for the year as a whole were approximately as expected.

The direct effect on house rents of the interest rate reductions in 2003-2005 also
pushed down CPI-ATE inflation.

The projections for CPI-ATE inflation through 2005 proved to be a fairly accurate
forecast of actual developments.

In the light of the substantial uncertainty surrounding the calculations of capacity utili-
sation in the economy, the projections in the Inflation Reports in 2004 were fairly ac-
curate for capacity utilisation in 2005 (see Chart 5). In Inflation Report 3/04, the pro-
jection was revised upwards slightly in relation to the previous two reports. The revi-
sion was due to slightly lower forward rates and the prospect of higher growth in
housing and petroleum investment. The output gap estimate was revised downwards
again through 2005 as a result of projected higher growth in potential mainland out-
put.

In the Executive Board’s strategy document from March 2004, the projections were
based on forward interest rates, which implied a key rate that would move down to-
wards 1%2% in the coming months and increase gradually from autumn 2004. Accord-
ing to the Executive Board’s assessment, this would provide a reasonable balance be-
tween the objective of bringing inflation back to target and the objective of reasonable
developments in the real economy. The Executive Board noted that the risk of a per-
sistent, large negative deviation from the inflation target seemed to dominate. There
was reason to focus particular attention on factors that might delay a rise in inflation.

In Inflation Report 2/04, which was published on 1 July, the inflation projections for
2005 and 2006 were again revised downwards (see Charts 5 and 6). The krone had
appreciated, and forward rates, on which the projections were based, were slightly
higher than in the previous Report. It appeared that inflation would not reach target
until summer 2007. The Executive Board pointed out that monetary policy should be
oriented towards achieving a somewhat more rapid rise in inflation. Rather than re-
ducing the interest rate further, it was the view of the Executive Board that the key
rate should be left unchanged for a longer period than assumed in the baseline sce-
nario.

In the November 2004 Inflation Report, an assessment was made of the trade-off be-
tween low inflation and high growth in the real economy. Since the previous Report,
the inflation projection had been revised downwards, partly as a result of increased
domestic competition and downward revisions of the rise in prices for imported con-
sumer goods. At the same time, the output gap estimate was revised upwards. The
projections were based on forward rates, which implied that the key rate would remain
unchanged in the period to summer 2005, followed by a gradual increase. The Execu-
tive Board’s assessment implied that inflation would continue to be low for a period,
and that it would take longer than previously assumed to attain the inflation target.



The Executive Board considered an alternative monetary policy stance where the sight
deposit rate was set at zero in the short term, followed by a rapid increase. Monetary
policy influences the economy with long and variable lags. The effect on inflation in
2005 of a substantially lower interest rate from the end of 2004 would have been fairly
small. The impact on total output over the next two years, however, might have been
more pronounced. Monetary policy assessments in 2004 thereby implied that Norges
Bank expected inflation to remain below target in 2005.

Variability in inflation and output

Developments in inflation, adjusted for some temporary factors, provide a basis for
assessing monetary policy performance. The operational objective of monetary policy
is a rise in consumer prices of 2.5% over time, but not at all times. The degree of pre-
cision in attaining the inflation target that can reasonably be required of monetary pol-
icy must also be taken into account. Consumer price inflation may and will frequently
deviate from the target, partly as a result of unforeseen disturbances and partly as a re-
sult of monetary policy trade-offs. In recent years, most events and disturbances have
exerted downward pressure on inflation.

The level of consumer price inflation over a short period does not therefore provide an
adequate basis for assessing whether long-term monetary policy objectives have been
achieved. Chart 8 shows a ten-year moving average for annual consumer price infla-
tion. Inflation stabilised early in the 1990s after falling from a high level in the previ-
ous decade. In the ten year period 1996-2005, average inflation was 2.0%, measured
by the consumer price index.

The band around average inflation shows inflation variability. Variability is calculated
as the standard deviation over a ten-year period, 7 years back and two years ahead.
From longer perspective, variability has declined. Through the 1990s, inflation largely
hovered around 1v2- 3%2%, but has varied slightly more in recent years. In a period of
increasing cross-border labour flows, major technological advances, changes in com-
petitive conditions and substantial changes in trade patterns we will, with our very
open economy, probably experience somewhat greater variation in inflation, as we
have witnessed over the past two to three years. Experience may indicate that inflation
expectations remain stable even if inflation varies somewhat as long as the interest
rate is used actively to moderate variations in inflation.

Under a flexible inflation targeting regime, monetary policy also gives weight to the
objective of stabilising developments in the real economy. Chart 9 shows develop-
ments in the output gap since 1980 and output gap variability over a period of 10
years. Output gap variability seems to have been diminishing since the end of the
1990s.

Inflation expectations

For monetary policy to contribute to stabilising developments in output and employ-
ment, economic agents must be confident that the inflation target will be reached. Ex-
pectations concerning inflation and economic stability are of crucial importance for
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the foreign exchange market. Exchange rate expectations are influenced by growth in
public expenditure and terms of trade, although stable inflation expectations will also
have a stabilising effect on exchange rate expectations.

Inflation will not be on target at all times, but with confidence in monetary policy, ex-
pected inflation in the long term will be close to target. This alone contributes to stabi-
lising inflation.

TNS Gallup has been commissioned by Norges Bank to carry out quarterly surveys on
inflation expectations. The fourth quarter 2005 survey showed that expected inflation
edged up towards the end of the year. Economists in the financial industry and acade-
mia expect annual inflation to reach 2.4% five years ahead. On average, employer and
employee organisations expect inflation of 2.8% five years ahead. Average expected
inflation two years ahead was 2.2% among economists in the financial industry and
academia and 2.6% among employer and employee organisations (see Charts 10 and
11).

Another measure of inflation expectations is different institutions’ forecasts for con-
sumer price inflation in Norway. Twice a year, in October and April, Consensus Fore-
casts Inc. provides an overview of forecasts for inflation 5 and 10 years ahead. The
overview in October 2005 showed that inflation expectations were low. At both the 5-
year and 10-year horizon, inflation was projected at 2.3%.

The difference between expectations concerning money market rates (forward rates)
ten years ahead in Norway and Germany may provide an indication of whether infla-
tion expectations in Norway differ substantially from expectations in the euro area.
Under the assumption that inflation expectations in the euro area are stable, a wider
difference between forward rates may be interpreted as an increase in inflation expec-
tations in Norway, or as an increase in the Norwegian risk premium. However, it must
be taken into account that Norway’s inflation target is higher than in the euro area.
Even with confidence in the inflation target, it must be expected that forward rates in
Norway will be somewhat higher than in the euro area. The forward rate differential
may also reflect different liquidity premiums in the Norwegian and German markets.
In the short term, disturbances related to market conditions might also affect the fig-
ures. The level of the differential should therefore be assessed over a period of time.

In the euro area, long-term inflation expectations remained at about 2.1% through
2005.! In 2005, the forward rate differential was fairly stable at an average 0.4 per-
centage point (see Chart 12).

Overall, these indicators suggest that there is confidence in the inflation target in the
long term. Inflation in the shorter term is expected to be somewhat below 2.5%, re-
flecting generally low consumer price inflation in recent years.

! See ECB Monthly Bulletin, December 2005.



Monetary policy in 2005
Monetary policy decisions and the basis for decisions

The background for the interest rate decisions in 2005 was summarised in press re-
leases and at press conferences following the monetary policy meetings. Moreover,
the Inflation Reports published in 2005 provide an extensive account of the conduct of
monetary policy through the year. As from Inflation Report 3/05, Norges Bank’s in-
terest rate forecasts have also been included.

Norges Bank’s projections for inflation in 2005 were revised downwards slightly in
Inflation Report 1/05, but were unchanged thereafter. The downward revision is
mainly due to a weaker movement in prices for imported consumer goods than ex-
pected at the beginning of the year. The estimate for the output gap in 2005 was re-
vised downwards somewhat through the year. The projections for inflation and output
gap estimates for the years 2006-2007 were relatively unchanged through the three In-
flation Reports in 2005 (see Charts 5-7).

The projections in the November 2004 Inflation Report implied that inflation would
remain considerably below 2.5% for a period ahead and reach the target at the three-
year horizon. The output gap was expected to be positive in 2005-2007. Based on the
projections in the Report, the Executive Board adopted a monetary policy strategy that
implied a sight deposit rate in the interval 1% - 2%% in mid-March 2005. The Execu-
tive Board stated that particular emphasis should be placed on factors that could delay
an increase in inflation.

At the monetary policy meetings from 11 March 2004 until 2 February 2005, the Ex-
ecutive Board had in various terms highlighted the importance of developments in ex-
ternal interest rates for Norges Bank’s interest-rate setting.? The press releases follow-
ing the monetary policy meetings between September 2004 and February 2005 stated
the following: “The prospect of continued low inflation in Norway implies that we
should lag behind other countries in setting interest rates at a more normal level.”

This wording was no longer used by Norges Bank following the statement made by
the central bank governor at the meeting of the Supervisory Council of Norges Bank
on 17 February 2005: “The effects of our interest rates also depend on external inter-
est rates. Many countries have raised their key rates during this cyclical upturn, also
in several steps. Most recently, the Federal Reserve increased its key rate by 0.25 per-
centage point, and it has also announced further interest rate hikes. With the prospect
of low inflation, Norway has lagged behind other countries in adjusting interest rates
to a more normal level.”” Developments in key rates in Norway and other countries are
shown in Charts 13a and 13b.

A summary of the monetary policy meetings and the Inflation Reports in 2005 is pre-
sented below.

?See Norges Bank's Annual Report for 2004.



The monetary policy meeting on 2 February 2005

At the monetary policy meeting on 2 February 2005, the Executive Board emphasised
that inflation had picked up, but was still below target. The key rate was low. Growth
in the Norwegian economy was solid. The unusually low interest rate and develop-
ments in inflation and output implied that further interest rate reductions were less
likely. On the other hand, with the prospect of continued low inflation for a period
ahead, wide deviations from projected economic developments would be required be-
fore the interest rate should be increased in the strategy period to mid-March. Pros-
pects of continued low inflation implied that we should lag behind other countries in
setting interest rates at a more normal level. Norges Bank’s Executive Board left the
sight deposit rate unchanged at 1.75%. The Executive Board did not see any clear al-
ternatives to leaving the interest rate unchanged.

The monetary policy meeting on 16 March 2005 and Inflation Report 1/05

The objective of bringing inflation back to target and anchoring inflation expectations
implied a continued expansionary monetary policy. External interest rates had risen,
albeit slowly and from a low level. On average, our trading partners had increased
their key rates by slightly more than % percentage point so far in the upturn. Norges
Bank had lagged behind other countries in adjusting the interest rate to a more normal
level. There were prospects of continued low inflation in Norway for a period ahead.
Even if capacity utilisation in the Norwegian economy rose, there appeared to be little
risk that inflation would rapidly move up to a level that would be too high. Inflation
was unexpectedly low in the first months of 2005, but the Executive Board stated that
in the light of Norway’s highly open economy we might have to expect somewhat
wider variations in inflation than some other countries. The Executive Board decided
to leave the key rate unchanged at 1.75%.

The analyses in Inflation Report 1/05, published on 16 March, were based on a key
rate that would shadow forward interest rates up to end-2006. This would imply a key
rate that would rise to 2% in summer 2005 and then to 3¥4% at end-2006 (see Chart
14). Norges Bank assumed that interest rates from 2007 onwards would increase
somewhat more than implied by forward rates both in Norway and abroad. The krone
exchange rate was assumed to remain fairly stable (see Chart 15).

With such a path for the interest rate and the krone exchange rate, there were pros-
pects that activity in the Norwegian economy would rise at a fairly rapid pace in 2005
and 2006. Corporate profit margins might increase further, and wage growth might be
somewhat higher. The extraordinary factors that had contributed to restraining the rise
in prices for imported consumer goods were expected to have a diminishing impact in
the years ahead. Inflation measured by the CPI-ATE might then rise from a little less
than 1% to almost 2% in mid-2006. There were prospects that inflation would stabi-
lise around 2¥2% three years ahead (see Chart 16).

The Executive Board’s assessment in Inflation Report 1/05 was that the interest rate
could after a period, and then gradually, be brought up to a more normal level. The
objective of bringing inflation back to target and anchoring inflation expectations nev-
ertheless implied a continued expansionary monetary policy. The Executive Board de-
cided that the sight deposit rate should lie in the interval 1%2-2%% in the period to the



publication of the next Inflation Report on 30 June 2005, conditional on economic de-
velopments that were broadly in line with projections. The upper and lower limits of
the strategy interval were thus ¥ percentage point higher than in the previous four-
month period (see Chart 18).

The monetary policy meeting on 20 April 2005

At the monetary policy meeting on 20 April, the assessments in Inflation Report 1/05
were maintained. Economic developments since the publication of the Report had
been broadly in line with expectations. Key rates abroad were rising, albeit slowly and
from a low level. Although a gradual rise in the interest rate still seemed to provide a
good balance between the different objectives, the Executive Board concluded that it
was too early to increase the interest rate at this meeting. The interest rate was there-
fore left unchanged.

The monetary policy meeting on 25 May 2005

As at the time of the monetary policy meetings in March and April, the Executive
Board emphasised that an interest rate that was held at such a low level for a long
period could contribute to a situation where capacity utilisation might become too
high further ahead. It was pointed out that there was a risk that the high rise in
property prices and debt accumulation might persist for a longer period and lead to
instability in demand, output and inflation somewhat further ahead. This implied, in
isolation, a higher interest rate. Inflation was still low, but prices had risen
approximately in line with projections after the unexpected fall at the beginning of the
year. At the same time the krone was fairly strong (see Chart 19). A path where
interest rates rise gradually - in small, not too frequent steps - was assessed to provide
a good balance between the different monetary policy objectives.

The outlook for inflation and activity had not changed appreciably since the March
Inflation Report. As an alternative, the Executive Board considered increasing the
interest rate. With the prospect of continued low inflation for a period ahead, the
Executive Board did not find grounds to deviate from expectations in the money and
foreign exchange market at that meeting. The sight deposit rate was kept unchanged at
1.75%.

The monetary policy on 30 June and Inflation Report 2/05

At the monetary policy on 30 June, the Executive Board decided to raise the interest
rate by 0.25 percentage point to 2.0%. The increase was in line with the analyses in

the two previous Inflation Reports. The key rate had last been raised on 3 July 2002,
when it was raised to 7.0%. In the period between December 2002 and March 2004,
the key rate was lowered to 1.75% and was left unchanged thereafter (see Chart 20).

In the Executive Board’s assessment at this monetary policy meeting, the objective of
bringing inflation back to the target of 2%2% and anchoring inflation expectations
implied a continued expansionary monetary stance. Oil futures prices had increased
markedly (see Charts 21 and 22). Market interest rate expectations in other countries
had been lowered since the March Inflation Report. There might therefore have been a
risk of stronger krone in the following months. This suggested that the interest rate
should be held unchanged for a longer period.
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On the other hand, output growth was high. Inflation remained low, but had edged up
over the past year. Partly as a result of low interest rates, it was assumed that capacity
utilisation and inflation would rise further. The objective of stabilising developments
in output and employment suggested a higher interest rate. It was pointed out that high
capacity utilisation could lead to rising property prices and household debt
accumulation and result in instability in demand and output somewhat further ahead.
Even though recent developments with weaker growth prospects for Europe and
tendencies towards a somewhat stronger krone might warrant postponing an interest
rate increase, the Executive Board concluded that it was appropriate to increase the
interest rate.

The analyses in Inflation Report 2/05, which was published on 30 June, were based on
a baseline scenario where the key rate would shadow forward interest rates up to
2007, and then rise somewhat more rapidly. This would imply an increase in the key
rate to about 2%% towards the end of 2005 and 2%:% at the end of 2006. The increase
was somewhat smaller than assumed in the March Report (see Chart 14). The interest
rate path implied an expansionary stance throughout the projection period (see Chart
23).

The krone exchange rate was assumed to remain approximately unchanged, but at a
somewhat stronger level than assumed in the previous Report (see Chart 15).

The output level towards the end of 2005 was put at about 1% higher than the level
implied by a near-trend growth. Inflation might then increase gradually to almost 2%
in the first part of 2007. There were prospects that inflation might be close to 2%2%
three years ahead.

The Executive Board’s monetary policy strategy in Inflation Report 2/05 was that the
interest rate could gradually — in small, not too frequent steps — be brought back to a
more normal level. The objective of bringing inflation back to target and anchoring
inflation expectations nevertheless implied a continued expansionary monetary stance.

The Executive Board’s assessment was that the sight deposit rate should lie in the
interval 1%-2%% in the period to the publication of the next Inflation Report on 2
November 2005, conditional on economic developments that are broadly in line with
projections. The upper and lower limits for the strategy interval for the interest rate for
the next four months were thus increased again by a quarter percentage point in
relation to the previous period (see Chart 18). The Executive Board argued that
stronger trade shifts and increased labour market competition might, on the one hand,
result in lower price and wage inflation. The unusually low real interest rate might, on
the other hand, result in a higher-than-projected rise in output and inflation. A stronger
krone would imply that inflation would take longer to reach the target.

The monetary policy meeting on 11 August 2005

The Executive Board held the interest rate unchanged at 2.00%. Developments in
output, demand and underlying inflation had been broadly in line with the overall
picture in the June Inflation Report. The Executive Board’s assessment in the June
Inflation Report was that the interest rate could gradually — in small, not too frequent
steps — be brought up towards a more normal level if economic developments were
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approximately as projected in the Report. New information did not warrant any
deviation from the interest rate path presented in the Inflation Report.

The monetary policy meeting on 21 September 2005

The Executive Board pointed out that the objective of bringing inflation back to the
target of 2.5% and anchoring inflation expectations implied a continued low interest
rate. The krone exchange rate had appreciated since the previous monetary policy
meeting in August. On the other hand, the objective of stabilising output suggested, in
isolation, a higher interest rate. Inflation had gradually edged higher. The Executive
Board’s overall assessment was that developments in output, demand and underlying
inflation had been in line with that projected in Norges Bank’s Inflation Report
published at end-June. In its assessment, the Executive Board pointed out that the
interest rate could have been raised already at that meeting, but the Executive Board
found it appropriate to leave the interest rate unchanged.

The monetary policy meeting on 2 November 2005 and Inflation Report 3/05

Interest rate setting since May had been oriented towards a gradual increase in the
interest rate - in small, not too frequent steps — towards a more normal level. Against
the background of the analyses in the Inflation Report, that strategy still appeared to
provide a reasonable balance between the monetary policy objectives to be pursued by
Norges Bank. The Executive Board assessed output growth as strong and in isolation
this could have warranted a faster increase in interest rates ahead. That would have
reduced the risk of bottlenecks in the economy, with rising cost inflation and
continued debt build-up. On the other hand, raising the interest rate more rapidly
would have increased the risk of an appreciation of the krone, which might have
prevented inflation from reaching the target of 2.5%. The sight deposit rate was raised
by 0.25 percentage point to 2.25%.

Unlike the projections in previous Reports, the projections in Inflation Report 3/05
published on 2 November were based on the Bank’s own interest rate forecast (see
Chart 14). According to the Executive Board, the interest rate path in the Report
provided a reasonable trade-off between the different objectives assigned to monetary
policy. As in the June Inflation Report, developments implied that the interest rate
would be raised gradually — in small, not too frequent steps — towards a more normal
level. The path for domestic and external interest rates seemed consistent with a
situation where the krone would remain approximately unchanged (see Chart 15).

Inflation, as measured by the CPI-ATE, was projected to edge up to 2 per cent in the
beginning of 2007 and reach the target of 2.5% during the latter half of 2008 (see
Chart 16). The output gap was projected increase to about 1% in 2006. The forecast
implied that a gradually less expansionary monetary policy would after a period
stabilise inflation close to the target.

The monetary policy strategy in Inflation Report 3/05 was that the sight deposit rate
should lie in the interval 2-3 per cent in the period to the publication of the next
Inflation Report on 16 March 2006, conditional on economic developments that are
broadly in line with the projections. The upper and lower limits for the strategy
interval were thus a quarter percentage point higher than in the previous four-month
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period (see Chart 18). The Executive Board stated that stronger trade shifts and
increased labour market competition could, on the one hand, result in lower price and
wage inflation. The unusually low real interest rate could, on the other hand, result in
rising and higher-than-projected output and inflation.

The monetary policy meeting on 14 December 2005

The interest rate was left unchanged at 2.25%. The Executive Board’s assessment was
that growth in demand and output was still strong and in isolation could warrant a
faster increase in the interest rate. This would reduce the risk of bottlenecks in the
economy, with rising cost inflation and continued debt build-up. On the other hand,
raising the interest rate more rapidly would have increased the risk of a renewed
appreciation of the krone. This could have countered an increase in inflation towards
the target of 2.5%. Developments in output, demand and inflation did not differ
substantially from the projections in Inflation Report 3/05. There were still prospects
that the interest rate might be increased further in small, not too frequent steps.

Was monetary policy in 2005 predictable?

When market participants understand the central bank’s response pattern, the reaction
of market rates to new information about economic developments has a stabilising
effect. One indicator of the predictability of interest-rate setting is the impact on
money market rates around the Executive Board’s monetary policy meetings.
Substantial changes in market rates may indicate that the decision is unexpected.

Norges Bank’s communication of monetary policy is partly aimed at influencing
market interest rate expectations. Norges Bank’s interest rate forecast and monetary
policy strategy are published with a view to enhancing the predictability of monetary
policy and facilitating the evaluation of monetary policy. Through 2005, the Executive
Board placed considerable emphasis on communicating that the key rate would be
raised gradually in small, not too frequent steps towards a more neutral level.
Expectations of interest rate increase were lowered somewhat after the Norges Bank
projected in Inflation Report 2/05 a more moderate increase in the interest rate than in
the March Report.

In 2005, Norges Bank raised the key rate on two occasions. The first increment of
0.25 percentage point was implemented on 30 June and was expected by both market
makers in financial markets and a majority of macroeconomists at Norwegian
financial institutions. As a result, the intrest rate decision led to modest movements in
money and foreign exchange markets. The second increment, which was decied on 2
November, was also in line with market expectiations and led to small changes in
money market rates (see Chart 24). At the other monetary policy meetings in 2005,
the key rate was kept unchanged, as expected by most market participants.

Market participants seek to form a picture of how the central bank reacts to new
information about the eocnomy and how the key rate is set in response to
developments in economic variables. The response pattern in interest-rate setting can
be approximated using a reaction function where one attempts to explain historical
interest rate changes through changes in macroeconomic variables. Such an estimated
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relationship will not capture all the elements to be assessed. In particular, it does not
capture specific assessments made at the various monetary policy meetings. An esti-
mated reaction function for interest-rate setting will thus be a considerable simplifica-
tion and will only provide an indication of how Norges Bank has on average reacted
to selected variables. Estimation results will also depend on the data period and the
econometric method used.

Chart 25 shows the interest rate path that follows from the Bank’s average response
pattern between 2000 and 2005 and actual developments in the sight deposit rate. The
estimated equation includes developments in inflation, wage growth, Norges Bank’s
projections for GDP growth in mainland Norway and money market rates abroad. The
interest rate in the previous period is also of importance. The chart indicates that inter-
est-rate setting through 2005 was in line with the Bank’s response pattern in the pe-
riod from 2000.

Interest-rate setting may also be assessed in the light of simple monetary policy rules.
The rules must be interprerted with caution and only provide a rough indication of the
recommended level. Common to many simple interest rate rules is that the interest
rate is set with a view to maintaining inflation around a specific target over time,
while contributing to stabilising output.

The Taylor rule®, as estimated by Norges Bank, implies that the interest rate has been
too low since the end of 2004 (see Chart 26). The Taylor rule gives weight to inflation
and the output gap. The output gap cannot be observed directly, however, and is thus
an uncertain variable. An alternative is to apply observed GDP growth* in addition to
inflation. This rule also indicates that the interest rate has been too low for a period.
The rules have some limitations for a small, open economy, however. An interest rate
increase in line with the rules could have led to a marked appreciation of the krone
and it might therefore take considerably longer for inflation to reach target. The exter-
nal interest rate rule results in a somewhat lower interest rate than the other rules.
This is because external interest rates are low.

Nor does the rule take into account a normal horizon of 1-3 years for achieving the in-
flation target. The rules imply a considerably longer period for brining inflation up to
2.5% from today's level, and the rules have limitations as a reference for monetary

policy.

Liquidity management in the money market

The Executive Board sets the interest rate on banks’ sight deposits and overnight loans
in Norges Bank. The purpose of Norges Bank’s liquidity policy is to ensure that the

®The Taylor rule: Interest rate = Inflation target + equilibrium real interest rate +1.5 (inflation — inflation target) + 0.5 output gap.
See Taylor J.B. (1993): “Discretion versus policy rules in* practice”, Carnegie-Rochester Conference Series on Public Policy 39,

pages 195-124. The CPI-ATE is used as a measure of inflation.
“ Output gap is replaced with the difference between actual growth and trend growth in the economy (growth gap).

®Rule with external interest rate = 0.5 Taylor rule + 0.5 money market rate among Norway’s trading partners.
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Executive Board’s interest rate decisions have a broad impact on short-term money
market rates. Through its liquidity policy, Norges Bank ensures that the banking sys-
tem has surplus liquidity every day, deposited as sight deposits with Norges Bank.
Short-term money market rates will therefore normally be slightly higher than the
sight deposit rate, which is Norges Bank’s key rate. Developments in Norges Bank’s
interest rates and money market rates are illustrated in Chart 20.

The liquidity policy instruments consist of fixed-rate loans (F-loans), fixed-rate depos-
its (F-deposits) and currency swaps.® F-loans are Norges Bank’s primary liquidity
supplying instrument. Currency swaps have not been used in liquidity management
since 2001. Norges Bank can withdraw liquidity in order to reduce the banking sys-
tem’s surplus liquidity via F-deposits. F-deposits have not been used since April 2003.
Under the current monetary policy regime, it makes little difference whether the bank-
ing system’s surplus liquidity is deposited as sight deposits or as F-deposits with Nor-
ges Bank.

Norges Bank draws up projections for banks’ structural liquidity. The banking sys-
tem’s structural liquidity is banks’ sight deposits in their sight deposit accounts at
Norges Bank before the central bank supplies or withdraws liquidity through liquidity
policy instruments. The banking system’s structural liquidity is influenced by incom-
ing and outgoing payments over the government’s account in Norges Bank, govern-
ment loan transactions, Norges Bank’s transactions in the foreign exchange and gov-
ernment securities markets and changes in notes and coins in circulation. Government
transactions result in substantial fluctuations in structural liquidity in the course of a
year. The general pattern is that liquidity falls markedly on days where direct and
indirect tax payments fall due and then accumulate again as a result of government
spending and Norges Bank’s foreign exchange purchases.

If structural liquidity is not regarded as adequate to keep short-term money market
rates slightly higher than the sight deposit rate, Norges Bank offers to supply liquidity
to banks through F-loans. The maturity of an F-loan will depend on the variations in
the banking system’s estimated liquidity requirements in the first few days. F-loans
are auctioned to the banks through an Internet-based system. The interest rate on F-
loans is normally set using American auction, and is usually slightly higher than the
sight deposit rate.

In 2005, 39 F-loan auctions were held. The loans varied from NOK 3 to 56 billion.
Loan maturities varied from 1 to 10 days.

Swings in banks’ structural liquidity in 2005 were wider than in previous years, pri-
marily reflecting record-high oil tax payments to the state as a result of oil price de-
velopments. Higher oil tax revenues result in higher transfers to the Government Pen-
sion Fund — Global, which are matched by liquidity-providing foreign exchange pur-
chases. The objective is to spread the foreign exchange purchases evenly over the

® See Kran, Lars-Christian and Grete @wre (2001), “Norges Bank’s system for managing interest rates”, Economic Bulletin no.
2/2001.
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year’, while oil tax payments fall due twice a year. After these payments fall due,
structural liquidity is low for a period (see Chart 27). As a result of the uncertainty as-
sociated with banks' scope for redistributing liquidity around the turn of the year,
Norges Bank supplied more liquidity than normal towards the end of December. This
was a means of ensuring that the Executive Board's interest rate decision would have a
broad impact on short-term money market rates.

! Norges Bank’s foreign exchange purchases are described in further detail in the section "Foreign Exchange Transactions™ in
Chapter 5.
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Appendix. Boxes to Chapter 1

The mandate for monetary policy in Norway

Monetary policy in Norway is conducted by Norges Bank. The Bank’s activities are
subject to the Norges Bank Act, adopted by the Storting (Norwegian parliament) on 24
May 1985. Section 2 of the Act defines the relationship with the government authori-
ties, while Section 4 deals with decisions concerning changes in the exchange rate re-
gime for the krone. Pursuant to Sections 19 and 20, Norges Bank stipulates the condi-
tions for the interest rates on banks’ deposits with and loans from the central bank.

Pursuant to Section 2, third paragraph and Section 4, second paragraph of the Norges
Bank Act, the Government issued a new regulation on monetary policy on 29 March
2001. Norges Bank’s mandate for the conduct of monetary policy is laid down in the
Regulation. Section 1 of the Regulation states:

“Monetary policy shall be aimed at stability in the Norwegian krone’s national
and international value, contributing to stable expectations concerning ex-
change rate developments. At the same time, monetary policy shall underpin fi-
scal policy by contributing to stable developments in output and employment.

Norges Bank is responsible for the implementation of monetary policy.

Norges Bank’s implementation of monetary policy shall, in accordance with
the first paragraph, be oriented towards low and stable inflation. The opera-
tional target of monetary policy shall be annual consumer price inflation of
approximately 2.5 per cent over time.

In general, the direct effects on consumer prices resulting from changes in in-
terest rates, taxes, excise duties and extraordinary temporary disturbances
shall not be taken into account.”

Norges Bank issued its opinion on the mandate in its submission of 27 March 2001 to
the Ministry of Finance. The submission stated the following:

“Monetary policy affects the economy with considerable and variable lags. Conse-
quently, the Bank must be forward-looking in its interest-rate setting. The effects of in-
terest rate changes are uncertain and vary over time. Changes in the interest rate will
be made gradually so that the Bank can assess the effects of interest rate changes and
other new information on economic developments. If price inflation deviates substan-
tially from the target for a period, Norges Bank will set the interest rate with a view to
gradually returning consumer price inflation to the target. Norges Bank will seek to
avoid unnecessary fluctuations in output and demand.”
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Monetary policy instruments

At the monetary policy meetings, the Executive Board sets the interest rate on
banks’ overnight deposits in Norges Bank — the sight deposit rate. Experience shows
that the sight deposit rate has a fairly pronounced impact on the shortest money mar-
ket rates, i.e. overnight and 1-week rates. Market rates for loans with longer maturi-
ties are influenced by the sight deposit rate and by market expectations concerning
developments in the sight deposit rate. Market expectations concerning the sight de-
posit rate reflect participants’ perception of the central bank’s response pattern in
monetary policy and with regard to economic developments. The purpose of Norges
Bank’s communication of monetary policy, which includes Norges Bank’s interest
rate projections in the Inflation Report, is to contribute to the predictability of mone-
tary policy. When Norges Bank’s response pattern is predictable, the reaction of
economic agents to new information about economic developments will have a sta-
bilising effect.

Market rates have an effect on the exchange rate, securities prices, house prices and
credit and investment demand. Changes in Norges Bank’s key interest rate may also
shape expectations concerning future inflation and economic developments. The in-
terest rate operates through all these channels to influence total demand, output,
prices and wages.

Norges Bank is in a position to intervene in the foreign exchange market at short no-
tice, but will not normally use interventions to influence the krone. Exchange market
intervention, whether it entails purchases or sales of foreign exchange, is not an ap-
propriate instrument for influencing the krone over a longer period. However, inter-
ventions may be appropriate if the krone deviates substantially from the level that
the Bank judges to be reasonable in relation to fundamentals, and if exchange rate
developments weaken the prospect of achieving the inflation target. Interventions
may also be appropriate in response to pronounced short-term fluctuations in the
krone when liquidity in the foreign exchange market falls to a very low level. Nor-
ges Bank does not wish to act in a way that may give rise to a game situation that
may amplify pressures in the foreign exchange market. Foreign exchange interven-
tion rather than a change in the interest rate may give ambiguous signals to foreign
exchange operators and a game situation may arise. The Bank will provide an ac-
count of any interventions and the background for them. Norges Bank did not inter-
vene to influence the krone exchange rate in 2005.
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Transparency

According to Section 3 of the Norges Bank Act, Norges Bank shall inform the public
about the monetary, credit and foreign exchange situation and about the assessments
on which monetary policy decisions are based. According to Section 2 of the Regula-
tion on Monetary Policy, Norges Bank shall regularly publish the assessments that
form the basis for the implementation of monetary policy.

Table 1 provides an overview of the publications associated with the Executive
Board’s monetary policy decisions. The material is published in Norwegian and Eng-
lish simultaneously. There were no changes in the procedure for publication of the
background data in 2005.

Information for monetary policy meetings and time of ~ Announcement
announcement

Information
Norges Bank’s Inflation Report, with the Executive 2 pm on the same
Board’s monetary policy assessments and strategy and day as the monetary

Norges Bank’s interest rate projections, is published three  policy meeting
times a year and is the reference document for the interest
rate decisions made during the following four months.

Press release with an account of the assessments underlying 2 pm on the same
the interest rate decision day as the monetary
policy meeting

Charts presented at the monetary policy meeting by the 2 pm on the same
central bank governor or the deputy governor* day as the monetary
policy meeting

A press conference where the central bank governor or 2:45 pm on the same
deputy governor provides a more detailed explanation of day as the monetary
the Executive Board’s decision and the reasons for the de-  policy meeting
cision. The press conference is webcast.

Report from the regional network? 2 pm on the day af-
ter the monetary pol-
icy meeting

! Charts containing confidential information, such as forecasts from the OECD and the IMF which are
not published, wage growth estimates for various groups based on confidential information from em-
ployers or employee organisations, data from specific enterprises or new, preliminary analyses from
Norges Bank are not published.

%The report is not published in its entirety since it contains confidential information about individual
enterprises.
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Criteria for a good interest rate path

In the Inflation Report, Norges Bank makes forecasts for developments in the real
economy, consumer prices and the interest rate. The interest rate path forecast shall
provide a reasonable balance between the objectives of monetary policy. In its fore-
casting, Norges Bank uses an approach that captures and juxtaposes many different
elements. This is illustrated in the chart below. Current statistics and input from
Norges Bank’s regional network provide the basis for evaluating the current situa-
tion in the Norwegian economy. In our forecasting, we seek to build a bridge be-
tween our assessments of the current situation and long-term relationships in the
economy. As part of this process, the Bank uses several macroeconomic models: a
core model and a number of smaller models. In the core model, the interest rate and
other economic variables are mutually dependent.!

The macroeconomic models provide a simplified description of the economy. As a
guideline in its work to develop forecasts and use good judgement, Norges Bank has
defined six criteria for a good interest rate path. A good interest rate path provides a
reasonable balance between the various objectives of monetary policy. The criteria
cannot provide a precise guideline as to how the interest rate should be set, but
points to factors that Norges Bank should have taken into account and assessed. In
some contexts, the various criteria may conflict. In these situations, it is particularly
important to exercise judgment in the trade-off between the different objectives. The
criteria are:

1. If monetary policy is to anchor inflation expectations around the target, the inter-
est rate must be set so that inflation moves towards the target. Inflation should be
stabilised near the target within a reasonable time horizon, normally one to three
years. For the same reason, inflation should also be moving towards the target well
before the end of the three-year period.

2. Assuming that inflation expectations are anchored around the target, the inflation
gap and the output gap should be in reasonable proportion to each other until they
close. The inflation gap and the output gap should normally not be positive or nega-
tive at the same time further ahead.

3. Interest rate developments, particularly in the next few months, should result in
acceptable developments in inflation and output also under alternative, albeit not un-
realistic assumptions concerning the economic situation and the functioning of the
economy.

4. The interest rate should normally be changed gradually so that we can assess the
effects of interest rate changes and other new information about economic develop-
ments.

5. Interest-rate setting must also be assessed in the light of developments in property
prices and credit. Wide fluctuations in these variables may in turn constitute a
source of instability in demand and output in the somewhat longer run.

6. It may also be useful to cross-check by assessing interest rate setting in the light
of some simple monetary policy rules. If the interest rate deviates systematically and
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substantially from simple rules, it should be possible to explain the reasons for this.

! Se Norges Bank Staff Memo 2004/3 «A small calibrated macro model to support inflation targeting
at Norges Bank».* See Norges Bank Staff Memo 2004/3 “A small calibrated macro model to support
inflation targeting at Norges Bank”.
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Interest rate projections and uncertainty

Norges Bank seeks to achieve an interest rate path that provides a reasonable bal-
ance between the objective of stabilising inflation at target and the objective of sta-
bilising developments in output and employment. In the Bank’s earlier analyses, the
interest rate was assumed to move in line with market expectations. Inflation Report
3/05, however, and for the first time, presented a forecast for future interest rates.

The forecasts for the interest rate and other economic variables are based on incom-
plete information about the current economic situation and about the functioning of
the economy. If developments in economic driving forces differ from the assump-
tions or if the central bank changes its view of the functioning of the economy, de-
velopments in the interest rate and other variables may deviate from the forecasts.
Thus, there is considerable uncertainty associated with these forecasts. The chart be-
low shows the forecasts in Inflation Report 3/05 with the fan chart showing the un-
certainty surrounding the projections. The wider the fans, the more uncertain the
projections are. The uncertainty around the projections is calculated on the basis of
disturbances to the Norwegian economy in the period 1993-2005. Calculation of the
fan charts is based on a number of assumptions and it is difficult to be precise about
the degree of uncertainty surrounding the projections. The fan charts illustrate the
uncertainty associated with developments in inflation, the real economy and future
interest rates.’

' The uncertainty associated with the projections is discussed in further detail in Inflation Report
3/05.
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Work on macroeconomic models

In autumn 2003, Norges Bank began work to establish a new analytical and fore-
casting model. In 2004, a small, calibrated macro model was developed to provide
support for the macroeconomic and monetary policy analysis.

In 2005, the Bank continued its work to develop the modelling system. At the end of
2004, the Bank initiated a project to develop a somewhat larger macro model,
NEMO (Norwegian Economy MOdel). NEMO belongs to a class of macroeconomic
models that are referred to as DSGE models (Dynamic Stochastic General Equilib-
rium). A preliminary empirical quantification of the model has been conducted us-
ing Bayesian Maximum Likelihood estimation. The model’s first “trial projection”
was made in connection with Inflation Report1/06. NEMO will be put to use in the
Bank’s analyses as we gain experience. The model and quantification will also be
documented.

The Bank has also been working with various empirical models in addition to
Nemo, such as the ARIMA and VAR models as well as a number of indicator mod-
els. The Bank has also attempted to quantify relationships between certain other
economic variables, such as domestic and imported inflation and private consump-
tion. These empirically-based models and individual equations are used to cross-
check the output from the macro models, which to a further extent are based on the-
ory. They are also used directly to make projections, especially short-term projec-
tions.

!See Norges Bank Staff Memo 3/2004.
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The regional network in 2005

In autumn 2002, Norges Bank established a regional network of enterprises, organi-
sations and local authorities throughout Norway. In five rounds of talks in 2005,
representatives for Norges Bank have engaged in discussions with business and
community leaders on economic developments in their enterprises and industries.
Each of the five rounds has comprised roughly 290 visits. Approximately 1500 indi-
viduals have been contacted in all, representing the production side of the Norwe-
gian economy, both in terms of industry and geographic area. Six regional research
institutions are responsible for the network in their respective regions and have con-
ducted the contact meetings on behalf of Norges Bank. The research institutions are
the Centre of Innovation and Entrepreneurship Ltd. in Bodg, the Centre for Eco-
nomic Research at the Norwegian University of Science and Technology, Mare Re-
seach, Rogaland Research, Agder Research and the Eastern Norway Research Insti-
tute. In addition, Norges Bank covers a region consisting of four counties in Eastern
Norway.

Some of the main impressions from the network in 2005 are:

e In 2005, there has been very solid growth in demand and output in all industries.
Growth is expected to slow somewhat in the first half of 2006.

e The export industry has reported solid growth in 2005. Growth has been particu-
larly strong in the technology industry, shipbuilding, fishing and fish farming.
On the other hand, the process industry has reported more moderate growth due
to high energy prices.

e Demand for domestically manufactured goods has been solid throughout the
year. The strongest growth has been reported by suppliers to the construction
sector and producers of consumer durables.

e Suppliers to the petroleum industry have reported accelerating growth in 2005,
and growth is strong. This is a result of high oil prices and record-high invest-
ment in the petroleum sector. In Norway, this is primarily due to the Snghvit and
Ormen Lange field developments. Internationally, increased exploration activity
and measures to increase production have contributed to growth.

e Building and construction are still experiencing solid growth, although growth
slowed during the second half of 2005 compared with the first half of the year.
The lower growth rate in the second half of the year reflects lower growth in
residential construction. In commercial building and construction, growth has
gathered pace in 2005. The market for office premises has also improved in
2005, particularly in Oslo.

e Retail trade has reported solid growth in demand in 2005, but growth slowed
towards year-end. Growth has been strongest for consumer durables such as
kitchens, furniture, electrical articles and building materials. On the other hand,
there has been no growth in demand for motor vehicles in 2005. Service indus-
tries have reported solid growth throughout 2005. Growth has been strongest in
corporate services. Growth has been particularly strong in banking/finance, tem-
porary employment agencies, consulting services, law and architect firms and
the transport industry.
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e In 2005, labour shortages have been reported in building and construction, petro-
leum-related industry and in a number of service industries. Capacity utilisation
has been somewhat higher in the second half of 2005 compared with the first
half of the year.

e On the whole, businesses have increased their investment plans at the end of
2005 compared with a year earlier. Manufacturing and the local government and
hospital sectors in particular have increased their investment plans.

e Employment is increasing in the entire private sector, in pace with the economic
upturn. Growth has been strongest in building and construction and service in-
dustries. Employment in the local government and hospital sectors has remained
virtually unchanged through 2005.

e Ingeneral, it was reported that selling prices rose moderately through 2005. The
rise in prices has been sharpest in building and construction and petroleum-
related industries as a result of increasing resource shortages. The export indus-
try has also experienced a marked increase in prices through 2005, primarily due
to rising commodity prices. Inflation expectations for the next 12 months have
been falling throughout the year.

e Profitability has increased in all industries in 2005. Increased demand, a rise in
selling prices and generally low wage pressures have contributed to improved
profitability.

In 2005, the network was also used to examine a number of current issues. The ef-

fects of higher oil prices, import shares, and costs related to the introduction of

mandatory occupational pensions as well as the reasons for the decline in sickness
absence in 2004 are examples of issues that received special attention last year.

Norges Bank’s interest rate decisions in 2005

Date *éz)licfeitf Percei?:;eg ;oints
2 February 1.75 -
16 March 1.75 -
20 April 1.75 -
25 May 1.75 -
30 June 2.00 0.25
11 August 2.00 -
21 September 2.00 -
2 November 2.25 0.25
14 December 2.25 -
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Chart 2 Indicators of underlying inflation.
Chart 1 CPI-ATEDY. Total and by supplier sector 2. 12-month change. Per cent.
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Chart 3 Annual wage growth) and LFS unemployment 2.
Projections in IR 1/04 (broken line) and actual
developments (solid line). Per cent. 1993 — 2006

Chart 4 The krone exchange rate (I-44). Assumption
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line). Index?. January 2001 — February 2006
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Chart 5 Developments in estimates of the output and Chart 6 Developments in projections for the output

inflation gap in 200542 gap and the inflation gap in 20069
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1) The output gap measures the difference between actual mainland GDP 1) See notes to Chart 5.
and estimated potential mainland GDP. The inflation gap measures the
difference between inflation and the inflation target. Source: Norges Bank

2) The projections in IR 1/03 - 2/05 are based on market forward rates
adjusted for an increase in credit risk over the period to maturity. The
projections in IR 3/05 are based on Norges Bank's interest rate projections.
Source: Norges Bank

Chart 7 Developments in projections for the output Chart 8 CPI. Annual change. 10-year moving
gap and the inflation gap in 2007 averagel) and variation?). Per cent. 1980 — 20053
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3 Projections for 2006-2007 in Inflation Report 1/06 form the basis
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Sources: Statistics Norway and Norges Bank
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Chart 9 Estimates for the output gap. LevelV) and
variation?). Per cent. 1980 — 2005
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Source: Norges Bank

Chart 11 Expected consumer price inflation 5 years
ahead. Per cent. 2002 Q2 — 2005 Q4
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Chart 10 Expected consumer price inflation 2 years
ahead. Per cent. 2002 Q2 - 2005 Q4
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Chart 12 Differential between Norwegian and German
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Chart 13a Key rates in other countries. Per cent. Chart 13b Key rates in Norway and other countries.
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1) The money market rate is normally about ¥ percentage point higher
than the sight deposit rate.

9n IR 1/05 and IR 2/05 the assumption concerning the money market
rate was based on the interest rates in the money and interest rate swap
markets at the designated times. The interest rate in IR 3/05 is Norges
Bank's interest rate forecast.

Source: Norges Bank

1) Arising curve denotes a weaker krone exchange rate.

Source: Norges Bank
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Chart 16 Projections for CPI-ATE in the Inflation
Report in 2005. Per cent. 2004 Q1 - 2008 Q4
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Sources: Statistics Norway and Norges Bank

Chart 18 Interval for the sight deposit rate at the end
of each strategy period and actual developments. Per

cent. 2 January 2003 - 16 March 2006

8

SIT
Strategy period
1/03

2/03

4 L i
3/03
1/04 3/03
I 2004 3104 105 20 |
2 I Sight
deposit rate
O 1 1 1
2003 2004 2005 2006

Source: Norges Bank

Chart 17 Estimates for output gap? in the Inflation

Report in 2005. Per cent. 2004 — 2008
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HThe output gap measures the difference between actual
mainland GDP and estimated potential mainland GDP.

Sources: Statistics Norway and Norges Bank

Chart 19 The krone exchange rate (I-44)%.
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1) A rising curve denotes a weaker krone exchange

Source: Norges Bank
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Chart 20 Norges Bank's interest rates and 3-month

money market rate. Nominal rates. Per cent.
2 January 2001 — 10 March 2006.
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Chart 22 Oil price futures. USD per barrel light crude
(West Texas). 2 January 2002 — 9 March 2006
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Chart 21 Oil price (Brent Blend) in USD per barrel.

Futures prices from the Inflation Report in 2005.

2 January 2002 — 8 March 2006
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Chart 23 3-month real interes rate) and the neutral

real interest rate in Norway. 1996 Q1 — 2008 Q4

(Broken line is projections from Inflation Report 2/05)
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1) 3-month money market rate deflated by inflation measured by

the CPI-ATE.

Source: Norges Bank
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Chart 24 Change in sight deposit rate and impact on
money market rates at monetary policy meetings in
2005. Percentage points
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Chart 26 Sight deposit rate, Taylor rate, GDP growth
rule and external interest rate rule. Per cent.
2000 Q1 - 2005 Q4

8 8
Taylor rate
6 - 46
Sight deposit
rate
4 4
External interest
2 r rate rule 2
O | | | | | 0

2000 2001 2002 2003 2004 2005

Source: Norges Bank

Chart 25 Sight deposit rate and interest rate
developments that follow from Norges Bank's average
pattern for interest-rate setting.?. Per cent.
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1) The interest rate movements are explained by developments in
inflation, mainland GDP growth, wage growth and 3-month interest
rates among trading partners. See Inflation Report 3/04 for further
discussion.

Source: Norges Bank

Chart 27 Banks' liquidity in 2005. Daily figures.
In billions of NOK
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