OECD Economic Surveys
NORWAY

FEBRUARY 2012
OVERVIEW

OECD



This document and any map included herein are without prejudice to the status of or sovereignty over
any territory, to the delimitation of international frontiers and boundaries and to the name of any

territory, city or area.

The statistical data for Israel are supplied by and under the responsibility of the relevant Israeli
authorities. The use of such data by the OECD is without prejudice to the status of the Golan Heights,
East Jerusalem and Israeli settlements in the West Bank under the terms of international law.



Summary

Norway continues to benefit from its well managed petroleum wealth and sound macroeconomic
policies, achieving levels of well-being and social cohesion that have remained high by international
standards. The strength of the economy and prudent supervision have helped the financial system to
weather the financial crisis well, though high household debt and elevated house prices pose a risk. In
the wake of the global slowdown and the euro area turmoil, the macroeconomic policy challenge has
shifted towards preserving the momentum of growth in the context of the flexible inflation target and
the well established fiscal framework. Public expenditure rose during the crisis and income
redistribution remains extensive, in line with Norway’s tradition. Ensuring that public spending is
delivered in economically efficient ways remains a priority.

The fiscal policy stimulus was reined back a little in 2011 after the expansion in 2009-10. In 2012
the structural non-petroleum deficit, which is set to rise to just under 4% of the value of the Government
Pension Fund Global, will have at most a small expansionary effect. There would be room within the
fiscal guidelines to go for stronger expansion should economic activity turn out to be significantly
weaker than projected. However, monetary policy should remain the first line of defence if the global
outlook worsens, especially in the case of an intensification of the euro area crisis.

Monetary policy had begun to return to normality in the first half of 2011, as foreseen in the 2010
Economic Survey. Since then activity has slowed, international financial markets have again become
turbulent, and annual consumer price inflation has remained well below the target of 2.5%. In these
circumstances, the central bank was right to suspend the tightening cycle and then cut rates in
December. It should resume tightening once there are risks of inflationary pressure, but there is also
room for further easing in the event that economic conditions worsen.

Labour market performance is good overall with low unemployment and high participation.
Average hours worked are low, due mainly to voluntary part-time work but also to high levels of
sickness absence. The incidence of long-term sickness benefit and disability benefit to which it often
leads may be reduced by measures taken in July 2011. Stronger steps to change incentives may well be
needed. The recent private sector pension reforms need to be extended to the public sector.

Public expenditure occupies an important place in the economy, responding to Norwegians’ desire
for redistribution and a fair society through provision of public services. Careful attention to planning
and efficiency is nonetheless required. An “efficiency unit” should be created to audit cost-benefit
analyses and impact assessments carried out in spending ministries. A procedure for spending reviews,
to assess the efficiency of major programmes and policies, should be established. Competitive
outsourcing of the provision of public services to the private sector should be expanded where this
improves cost-efficiency.

Norway’s tax system achieves a high level of collection of receipts and revenue redistribution
without overly undermining economic performance and while paying increasing attention to
environmental externalities. The system is generally well structured with some innovative
characteristics, but the taxation of capital still imposes distortions on savings. This is due to low taxation
of residential property and uneven treatment of assets in the wealth tax, as theoretical calculations
appear to show very high tax rates on some capital income. Greater tax neutrality could be achieved,
equalising tax rates across different forms of capital income, while maintaining overall progressivity.
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Key recommendations

Macroeconomic policies to support sustainable growth

1.

Fiscal policy should continue to follow the longstanding guidelines. These allow for
discretionary action to stabilise the economy if necessary.

Monetary policy should remain the first line of defence if the global outlook worsens, especially
in the case of an intensification of the euro area crisis. There is room for further loosening if
needed. Tightening should eventually resume if rising activity appears likely to bring annual
consumer price inflation close to the target of 2.5%.

High household debt at floating interest rates and elevated house prices are vulnerabilities that
macro-prudential policy and consumer protection should address. The strong financial
supervision system should be maintained, including by ensuring that banks comply with
higher capital requirements.

Participation in an inclusive labour market

4,
5.

Align the rules for early retirement in the public sector with those in the private sector.

Tighten access to the sickness and disability schemes, with stronger enforcement of back-to-
work plans and independent checks on GPs’ sickness and disability assessments.

If even tighter gate-keeping does not reduce take-up, reduce the replacement rate for long-
term sickness and shift more of the costs onto employers.

Make the work assessment system for recipients of disability benefits more rigorous. Use the
disability benefit system to help people into employment when possible.

Achieving high public spending efficiency

8.

10.
11.

Increase the extent to which public expenditure and public administration and services are
assessed on the basis of output indicators. Make greater and more consistent use of
value-for-money analysis, with more transparent presentation of policy priorities.

Establish an “efficiency unit” with the power to audit cost-benefit and other assessment
studies to ensure consistency across ministries.

Establish a system of independent spending reviews of specific public policy programmes.

Consider greater outsourcing of local and central government services to the private sector.

Reform of capital taxation

12.

13.

14.

15.

Improve capital taxation by aligning effective tax rates across assets. This should include
reducing the implicit tax subsidy on owner-occupied housing, ideally by introducing tax on
imputed rental income or a national property tax, otherwise - though less desirable - by
phasing out mortgage interest deductibility.

Investigate the impact of the wealth tax on effective tax rates, on tax avoidance and on
incentives to invest. Phase out or reduce the wealth tax if the growth-redistribution trade-off is
too unfavourable to growth.

Abolish stamp duty on real-estate transactions so as to promote mobility. Due to the possible
effect on house prices, the timing should be considered carefully.

Replace existing allowances by a donor-independent lifetime allowance, so as to restrain
avoidance in the taxation of inheritances and gifts.
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Assessment and recommendations

Protected from the worst of the crisis by petroleum wealth and a sound macroeconomic
policy framework, Norway continues to enjoy high levels of income and well-being

Norway’s economy was protected from the worst of the recession induced by the 2008-09 financial
crisis and should escape relatively unscathed from the current euro area turmoil. This resilience owes a
lot to the improvement of the terms of trade and the prudent management of petroleum wealth, which
has led to a very strong fiscal position. Norway scores high in international comparisons of material
well-being, but also shows up well in other comparisons such as community, environment and safety,
and overall life satisfaction. These high scores may be related to the Norwegian model of a relatively
egalitarian society, where social consensus and a high degree of inclusiveness are important. Indeed, not
only is wage inequality relatively narrow in Norway, but the amount of redistribution through the tax
and benefit system is large, so that the distribution of net income is even more egalitarian (Figure 1). The
generous provision of public services, such as education and health, also has a major role in offering all
Norwegians an opportunity to realise their full potential. High public spending and associated taxation
potentially imply significant efficiency costs, however, as they tend to distort economic incentives. This
Survey discusses the overall management and control of public spending across the economy and
focuses on certain aspects of the tax system.

Figure 1. Gini coefficients before and after taxes and transfers
In the late 2000s
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Source: Joumard et al. (2012).
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I. Macroeconomic policies to support sustainable growth

The economy has been resilient despite the high level of uncertainty in the euro area

The mainland economy maintained some momentum well into 2011, especially in sectors closely
connected to the petroleum industry or to public-sector service provision, but also in certain other
dynamic sectors - such as financial intermediation, retail distribution, fishing, and fish farming. Signs of
slowdown appeared in the second half of 2011 and the economy seems set to grow more slowly in the
short term. Unemployment is nonetheless expected to remain low by historical and international
standards. This enviable economic situation owes a lot to the rapid accumulation of petroleum wealth in
the Government Pension Fund Global (GPFG) and the terms of trade, but also to supportive
macroeconomic policies. Norges Bank, Norway’s central bank, has conducted monetary policy consistent
with both low inflation and low unemployment, with interest rates well below the “normal” rate of
some 4-5%. Flexibility in the design of the fiscal framework has allowed a broadly neutral fiscal stance,
with the structural non-oil budget deficit kept at about 5% per cent of mainland GDP from 2009 to 2012,
and at about 3% per cent of the value of the GPFG in 2011.

The effects of weakened confidence in the wake of the most recent global downturn are projected
to restrain growth into 2012. The mainland economy should then regain momentum, and accelerate
further in 2013 (Table 1). Norway has little trade exposure to troubled peripheral euro area countries,
with its exports concentrated on relatively strong economies in Europe and, increasingly, Asia. Thus, the
slowdown will be less pronounced than in many other OECD countries and the government, under
current projections for the value of the GPFG, should keep the structural non-oil deficit somewhat below
the level defined by the “4%” guideline. If, however, the financial turmoil worsens in the euro area and
has negative global repercussions, the outcome could be much less favourable. In such a case monetary
policy action should be taken, and if necessary the government could take discretionary fiscal measures
to sustain demand, as foreseen under the macroeconomic framework (Box 1).

Box 1. The Norwegian macroeconomic policy framework

Fiscal policy works within a set of guidelines, agreed across all but one of the main political parties,
on the use of revenue from oil and gas production. The current government augments these guidelines
with self-imposed restrictions on tax changes.

The fiscal framework has two parts, a rule on the management of annual petroleum revenues and a
rule on the management of the accumulated stock of revenue:

1 All government revenues from oil and gas production, whether through taxation or ownership,
less investment costs, are paid into the Government Pension Fund Global (GPFG). The GPFG
invests exclusively in assets outside Norway.

9 The so-called 4% rule stipulates that the central government deficit excluding petroleum
revenues and adjusted for the cyclical position of the mainland economy should, over time,
equal 4% of the value of the GPFG at the end of the year prior to the budget year.

The figure of 4% was chosen because it was estimated that this was the long-run real rate of return
the fund could expect. In this case, the rule amounts to preserving the real capital value of the GPFG. For
the first decade or so, it achieved almost a 4% real return, but after stock market declines since the crisis
and up to September 2011, the average return since the inception of the fund has been only 2.2%.

A non-petroleum structural deficit equal to 4% of the GPFG is not a binding target for any particular
year, the government is free to deviate from it in various circumstances, notably when discretionary fiscal
action seems necessary to stabilise the economy, or when the value of the GPFG changes erratically.
Although one of the aims of the GPFG is to preserve petroleum wealth for future generations, the
guidelines do not explicitly require that cumulated deviations of the structural deficit from the 4% value
should be zero. Use of the phrase “the 4% rule” or “4% guideline” in the text of this report encompasses
both the 4% rule as outlined above and the underlying rule allocating all current petroleum revenue to the
GPFG.
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The current government has operated since 2006 with a rule that any changes in the tax system
should be calculated to be revenue neutral. If one tax is increased, another must be reduced to offset the
estimated impact of the increase. In effect this should lead to a broadly constant share of mainland tax
revenue in mainland GDP.

Monetary policy is operated according to a flexible inflation target oriented toward low and stable
inflation. The operational target is for consumer price inflation to be close to 2.5% over time. In aiming for
this target, monetary policy is also to contribute to stabilising output and employment. The main policy
instrument is the interest rate paid on banks’ deposits in the central bank.

Table 1. Main macroeconomic and financial indicators

2008 2009 2010 2011 2012 2013
Current
prices Percentage changes, volume
NOK billion (2007 prices)

Real GDP 2510.9 -1.7 0.3 1.5 2.0 2.7
Private consumption 988.8 0.2 3.7 2.8 2.7 3.9
Government consumption 491.9 4.8 2.2 24 1.5 1.7
Gross fixed capital formation 548.0 -6.8 -7.4 6.0 5.0 4.8
Final domestic demand 20287 -0.6 0.5 3.5 3.0 3.6

Stockbuilding' 7.0 -2.9 3.4 1.4 -0.8 0.0
Total domestic demand 2035.7 -4.2 4.4 5.1 2.0 3.6
Exports of goods and services 1218.0 -3.9 -7 -22 1.9 2.2
Imports of goods and services 7428 -11.7 9.0 5.8 1.9 4.4

Net exports’ 475.2 1.6 -3.2 -2.6 0.3 -0.3

Mainland GDP * 1812.2 -1.8 2.1 2.6 2.7 3.6

Terms of trade 57 -42 -23 0.6 0.4

Consumer price index _ 2.2 2.4 1.5 1.9 1.8

Private consumption deflator _ 2.5 2.0 1.2 2.0 2.0

Unemployment rate _ 3.2 3.6 3.2 3.2 3.2

Household saving ratio’ _ 7.3 7.4 8.7 8.5 7.7

General government financial

balance’ _ 10.7 10.6 12.5 11.5 10.7

General government gross debt’ _ 49.1 497 565 513 486

Current account balance’ _ 11.8 126 164 164 156

Value of GPFG, % mainland GDP® 150 166 160 172

Structural non-petroleum budget

balance, per cent of trend mainland

GDP’ -5.4 -5.5 -5.3 -5.6

Note: National accounts are based on official chain-linked data. This introduces a discrepancy in the identity between
real demand components and GDP. For further details see OECD Economic Outlook Sources and Methods
(www.oecd.org/eco/sources-and-methods).

Contributions to changes in real GDP (percentage of real GDP in previous year), actual amount in the first column.
GDP excluding petroleum and shipping.

As a percentage of disposable income.

As a percentage of GDP.

2012 National Budget (October 2011). The estimated structural non-oil deficit in 2011 was revised down to
4.8 per cent of trend mainland GDP in the Final Budget Revision for 2011 (December 2011). Updated figures for 2012
will be published in the Revised National Budget in May 2012.

AEE R

Source: OECD Economic Outlook, November 2011.
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Fiscal policy continues to benefit from prudent management of petroleum revenues

Petroleum revenues continue to contribute to high national saving. Petroleum revenues are
accumulated in the GPFG, which was worth over 160% of mainland GDP at the end of 2010, but rather
less in late 2011 owing to equity market declines. A key contribution of the GPFG is to insulate the budget
and the mainland economy from the immediate effect of swings in oil and gas prices, allowing the
adjustment to take place over a longer period. The discretion allowed by the guidelines has some
advantages, as the fluctuations in the value of the fund are increasingly due to financial markets rather
than petroleum revenue, so the growth in the non-petroleum structural deficit as a share of mainland
GDP has been quite rapid but not steady (Table 2).

Table 2. Budget deficits 2001-12

Central government structural non-petroleum deficit

as % of the GPFG as % of mainland GDP
2001 5.5 1.8
2002 5.9 3.0
2003 7.1 3.4
2004 5.6 3.5
2005 49 3.4
2006 3.4 2.9
2007 2.7 2.8
2008 3.0 3.3
2009 4.4 5.4
2010 4.1 5.5
2011 3.5 5.3
2012 3.9 5.6

1. The estimated structural non-oil deficit in 2011 was revised down to 3.2% of the GPFG in the Final Budget Revision
for 2011 (December 2011), corresponding to 4.8% of trend mainland GDP. Updated figures for 2012 will be
published in the Revised National Budget in May 2012.

2. Projected.

Source: Ministry of Finance and OECD Economic Outlook database.

The Ministry of Finance currently projects the value of the GPFG to increase from about 160% of
mainland GDP at the end of 2011 to about 185% by 2025, assuming an oil price of NOK 427 (corresponding
to about USD 72) per barrel (Figure 2). An oil price of USD 85 per barrel would imply a higher fund value,
around 220% of mainland GDP. On the central projection, the 4% rule would result in a non-oil structural
deficit of 7% of mainland GDP in 2025. Though substantial, this would be insufficient to cover the
potential longer-term gap in public finances due to higher age-related spending on pension and health.
In addition, the annual real return on the assets of the GPFG between 1998 and late 2011 was only 2.2%,
below the envisaged 4%. Although this is not a certain guide to future rates of return, together with the
expected longer-term fiscal gap, it suggests that fiscal policy should aim at staying below the 4% path.

© OECD 2012 8



While the 4% rule dampens the “Dutch disease” effect, it cannot eliminate it altogether and the
so-called traditional sector (non-oil traded goods) has been diminishing in importance. Despite this, it is
important in setting wages. Rather than wages being determined by the relative bargaining strengths of
different sectors, the general level of wage settlements is set by the social partners first considering the
wage increase that the traditional sector can “afford”. This tends to mean that in times of high demand
pressure the acceleration of overall unit labour costs is attenuated. To some extent the pressure has, in
recent years, been reflected instead in very high rates of net labour immigration (Figure 3).

Figure 2. Value of the Government Pension Fund Global
As a percentage of mainland GDP
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Source: Statistics Norway and Ministry of Finance.
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Figure 3. Immigration, wages and unemployment
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1. Netimmigration is total population inflow minus total population outflow.
Source: Statistics Norway and OECD Economic Outlook database.

Public accountability in fiscal policy

An increasing number of countries have recently set up independent fiscal councils to report on
budgetary policy, as recommended by the OECD and others (Hagemann, 2010; Calmfors, 2010). As
suggested in the 2010 Economic Survey, Norway has set up an Advisory Panel, which gives “expert
judgment and advice” on modelling and long-term simulation issues, as well as on analyses reported to
parliament in budget reports and the regular white papers on long-term perspectives. Two out of ten
members are officials from the Ministry of Finance. The role of the panel should be kept under review, to
see if its mandate could usefully be broadened in the future.

Monetary policy credibility allows interest rates to be kept low

Norway’s flexible inflation targeting approach to monetary policy can present the authorities with a
challenge, as domestic interest rates can have an uncertain effect on the exchange rate, depending on
external factors - notably petroleum prices and interest rates in other countries. Although the annual
consumer price inflation target of “close to 2% per cent over time” has not always been met over the last
6 years, the shortfall has been mostly on the downward side, so expectations of low inflation are likely to
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be well-anchored (Figure 4). Keeping policy interest rates low, as the current uncertain situation
requires, thus poses little risk to inflation. Low interest rates may have been encouraging the real-estate
boom, which calls for a tightening of macro-prudential measures. Other indicators, such as banks’
lending conditions and interest rates spreads, suggest that financial conditions are tighter than policy
interest rates alone would suggest. In December 2011 the central bank lowered its key policy rate by
50 basis points to 1.75%, citing weaker prospects abroad, lower than expected domestic inflation and
tightening conditions on financial markets. If the global and domestic economy turn out to be weaker
than projected, the central bank should reduce the policy rate further and maintain it at a very low level
for an extended period.
Figure 4. Cyclical developments

% %

6

A. Inflation, seasonally adjusted ]

= CPl inflation Inflation target
4| = = CPIXE' 4

A A - =
2 - 2
- LRl N .- -,
0

0
-2 —— — — —— —— — — -2
o 2005 2006 2007 2008 2009 2010 2011
% %
4 4
B. Output gap
2 2
-2 -2
-4 i — — i —— — — -4
% 2005 2006 2007 2008 2009 2010 201 %
10 10
C. Financial indicators
Y Short-term interest rates (left scale) 8
= = Financial Conditions Index (FCI)? (right scale)
BlamarSa? T los 2
4 -2
2 v, -6
. -10

2005 2006 2007 2008 2009 2010 2011
1. CPI-XE, calculated by Norges Bank, is the consumer price index adjusted for tax changes and excluding
temporary fluctuations in energy prices.
2. Financial Conditions Index (FCI) includes 13 different indicators of financial conditions, such as share prices,

credit supply and exchange rates
(http://www.norges-bank.no/Upload/Publikasjoner/Staff%20Memo/2011/StaffMemo_0711.pdf).

Source: Statistics Norway and Norges Bank.
Real estate prices have continued to grow strongly

Property prices have renewed their upward path (Figure 5), growing at an annual rate of almost 10%
for most of 2010 and into 2011. Credit to households has also been growing strongly, at around 6 to 7% a
year, but this has been broadly matched by household income growth since 2007. Norges Bank has
developed a tool to assess the resilience of the financial system, which considers internal vulnerabilities
in the banking sector as well as external sources of risk (Figure 6). The greatest risks seem to stem from
the household sector, reflecting historically high house prices and household debt, which is twice
disposable income on average and almost exclusively at floating interest rates, an unusual situation in
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international comparison. In addition, the banking sector is subject to some funding risks which are
primarily related to its significant reliance on foreign wholesale funds, while banks are little exposed to
sovereign bonds in distressed euro area countries. Norges Bank’s stress testing shows that banks’
capitalisation would fall below required levels in a scenario where trading partner economies’ suffer a
downturn more severe than during the financial crisis of 2008-09, combined with a significant
deterioration in international financial markets. These potential vulnerabilities of the banking system
argue for maintaining high standards of financial supervision, in particular by ensuring that the banks
are well capitalized with respect to the international Basel IIl norms and EU directives.

Figure 5. House prices and household debt in selected OECD countries

Source:
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