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1. Introduction

The Norwegian economy is performing well.
Unemployment is low both in historical terms
and compared to other OECD countries. Employ-
ment and activity in the mainland economy are
considerably higher than before the financial cri-
sis. Several factors have spurred growth in the
mainland economy over the past 10 years. Signifi-
cant terms of trade gains since 2000 have contrib-
uted to a strong increase in Norway’s real earn-
ings. High demand from the petroleum sector
has supported economic growth. Household de-
mand has been bolstered by high growth in in-
come, easy access to loans and low interest rates.
Demand has also gone up because of rising use
of oil revenues over the Fiscal Budget and high
borrowing by municipalities.

Both this year and the next mainland GDP is
expected to grow at about 2 per cent, on par with
the 2013-result, but below the average for the last
40 years. Employment is expected to expand fur-
ther, and unemployment to stay around 3% per
cent of the labour force. Purchases of goods and
services by the petroleum industry are expected
to flatten out this year and decline next year. In
the long run, demand is expected to fall further,
although it may first rebound for some years af-
ter 2015. Productivity in Norway is high, but
growth has dropped compared to the mid-2000s.
Some of the slowdown in productivity is linked to
cyclical factors, but more permanent develop-
ments may also play a role.

Access to additional labour from the EU has
helped to maintain economic growth despite low-
er productivity growth. A consequence is, howev-
er, that growth in mainland GDP is substantially
lower on a per capita basis than in previous
years. In the future, Norway’s aging population
will dampen growth in labour supply.

The Norwegian economy faces challenges
stemming from imbalances that developed dur-
ing the period of strong income growth in the
early 2000s. Both house prices and household
debt have come up at very high levels. House
prices are now rising after a moderate decline
last year. Household and municipal borrowing

continues to grow faster than income. In addition,
wages have grown faster in Norway than in other
countries for many years, leaving Norwegian
businesses with higher wage costs than their for-
eign competitors.

Norway’s high borrowing and cost levels ren-
der the economy vulnerable, and may slow activi-
ty in the short to medium term. Economic policy
must support the development of a less oil-
dependent mainland economy, whereby some
resources currently employed with supplying the
Norwegian oil sector gradually are transferred to
the export sector. Furthermore, it appears that
capacity utilisation in the Norwegian economy is
close to normal. Lower growth prospects seem
mainly linked to structural factors. These consid-
erations suggest restraint in the setting of fiscal
policy.

The Government’s political platform emphasis-
es that the use of oil revenues must be adjusted
to the economic situation, within the confines of
the fiscal policy framework. The fiscal rule speci-
fies that the transfers from the Fund to the cen-
tral government budget shall, over time, reflect
the expected real return on the Fund, which is
estimated at 4 per cent. The Government Pension
Fund Global has experienced very rapid capital
growth in recent years. In 2013 alone the Fund
grew by NOK 1 200 billion, and its value is now
twice that of Norway’s mainland economy. As a
result, fluctuations in the value of the Fund and in
the Fund’s expected real return can become large
when compared to the size of the fiscal budget
and the Norwegian economy, in particular when
seen against the underlying growth in the main-
land economy from one year to the next.

The Government propose to spend oil reve-
nues of NOK 163.7 billion in the budget for 2015,
measured by the structural, non-oil deficit. This
equals 3.0 per cent of the Government Pension
Fund Global at the beginning of the year, up from
2.8 per cent in 2013. The spending of oil revenues
is estimated to increase by NOK 17 billion from
2014 to 2015. This implies budget impulse equiva-
lent to ¥ percentage points of trend-GDP for
mainland Norway, as measured by the change in
the structural, non-oil deficit. This is essentially
the same impulse as proposed last autumn in the
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Government’s Amendment to the 2014 Fiscal 2. The Norwegian economy
Budget Proposal.

With a weakening potential for growth in the
Norwegian economy, it is important to strengthen
the production side of the economy. If Norway is
to maintain the growth in living standards as en-
joyed over the past 40 years, productivity growth
must be lifted from its current level. Moreover,
the use of public revenues must be prudent to
ensure the sustainability of public finances over
the long term. This requires targeted reforms in
both the public administration and the rest of the

economy. These_: efforts must l?e g.iVen hig}} priori- part of the upturn is temporary. Strong growth in
ty. Experience indicates that it will take time be- the 2nd quarter does nevertheless point in the

fore reforms translate into higher productivity. direction of higher growth in mainland GDP this
year than in 2013, though statistics for the 3rd

Activity in the Norwegian mainland economy
has rebounded swiftly after the downturn in 2009.
However, last year growth in the mainland econo-
my declined to a level below the average experi-
enced over the past 40 years. The moderate
growth continued in the 1st quarter this year, be-
fore picking up again in the 2nd quarter. In-
creased electricity generation alone accounted
for close to half of the increase in growth from
the 1st to the 2nd quarter, which may indicate that

Box 2.1 Mainland Norway and the total economy

Mainland Norway is defined as all economic activity in Norway, excluding petroleum activities and
ocean transport. From a stabilisation policy point of view this is the most relevant sector definition.

Petroleum activities represent a major part of value added in the Norwegian economy. In 2013, about
one fourth of total value added in Norway was accounted for by petroleum activities, while ocean
transport accounted for only 1 per cent, cf. figure 2.1. Petroleum activities constitute an even larger por-
tion if we look at exports; about half in 2013. The significance of the petroleum industry is less marked
in terms of employment. The petroleum industry accounted for just over two per cent of total employ-
ment in 2013, whereas ocean transport accounted for just below two per cent The combination of sub-
stantial value added and rather low employment in the petroleum sector reflects the high level of
productivity and the resource rent in this sector. Since production in the petroleum industry and ocean
transport have limited direct impact on the demand for labour in the Norwegian economy, these sectors
are excluded from the analysis of cyclical developments.

Mainland Norway as a proportion of the total economy

A. Gross domestic product B. Exports C. Employment

Figure 2.1 Mainland Norway as a proportion of the total economy
Sources: Statistics Norway and Ministry of Finance.
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quarter show a somewhat divergent pattern. In
2015, a decline in petroleum investments is ex-
pected to curb mainland economic growth rela-
tive to 2014. However, higher growth in house-
hold demand and mainland exports may some-
what reduce the effect on mainland GDP.

Household consumption has in recent years
grown more slowly than would be suggested by
the low interest rate level and the high income
growth. According to national accounts, this is
mirrored in high savings. Disregarding large
dividend distributions prior to the introduction of
a tax on dividends in 2006, savings as a portion of
disposable income are currently at a historically
high level. A number of factors may have contrib-
uted to the increase in savings. The number of
persons in the age group with the highest pro-
pensity to save has increased since the mid-
1990s. Changes in the pension system that make
it possible to combine drawing a pension with
wage income may also have pushed up savings.
Labour immigrants who are in Norway on a tem-
porary basis may wish to save more of their in-
come than others. At the same time, increased
awareness amongst households of the risks asso-
ciated with high debt and uncertainty about fu-
ture developments in the international economy
may have made them more cautious. This report
assumes that private consumption growth will
pick up from this year to next year. Consumption
growth is nonetheless assumed to be lower than
disposable income growth, and the savings rate
is expected to increase further. This implies that
household consumption developments will pro-
vide less of a demand growth impetus for the
mainland economy than on average over the peri-
od 1974-2013.

Following a decline in the second half of last
year, house prices have increased again this
year. Adjusted for inflation, house prices are now
almost back at their peak level from the begin-
ning of last year. Higher house prices have been
accompanied by higher debt in the household
sector. Household debt is currently about twice
as high as their disposable income. With a low
interest rate level the interest burden of house-
holds is nonetheless low. However, high indebt-
edness and predominantly floating loan rates im-
ply that even minor interest rate changes will
reduce the purchasing power of households.
High savings can help lessen such a reduction.
However, a significant portion of household sav-
ings takes the form of investments in new hous-
ing, as well as renovation of existing housing. At
the same time, debt and savings are unevenly
distributed among households. Thus the vulnera-
bility of the household sector when house prices
fall is probably more acute than suggested by the
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high savings rate.

Housing starts have picked up somewhat in
recent months, but were still lower so far this year
than during the corresponding period of last year.
Weak sales and higher construction costs may
have contributed to this. After several years of
steep growth, housing investments are expected
to decline somewhat this year, before increasing
again next year.

Mainland business investments fell considera-
bly in 2009 and 2010, and the decline was strong-
er in Norway than in other countries it is natural
to compare with. However, accumulation of capi-
tal in the mainland business sector in the years
prior to 2008 was also stronger than in most other
countries. Investments as a share of GDP have
nevertheless stayed at a relatively low level since
the financial crisis. A number of factors have con-
tributed to this. Strong investment growth in the
years before the financial crisis may have less-
ened the need for new investments. Uncertainty
about economic developments for key trading
partners may have resulted in businesses putting
investments on hold. At the same time, the high
level of costs in Norway may have resulted in in-
vestment projects being implemented in countries
with lower wage levels. Lower growth in demand
from the petroleum sector may subdue invest-
ments ahead. On the other hand, growth in trad-
ing partner countries is expected to increase
somewhat over the next few years. Along with the
Norwegian krone depreciation, this may give in-
centives to parts of the business sector to expand
their production capacity. In this report mainland
business investments are estimated to be close to
unchanged this year compared to last year, and to
slightly expand next year.

Following three years of steep growth, there
are now several indications that petroleum invest-
ment growth will abate. Surveys suggest that
such investments will decline next year. Prelimi-
nary national accounts indicate that activity
growth in petroleum-related industries has re-
mained firm thus far this year. However, petrole-
um industry suppliers in Norges Bank's regional
network report that the outlook ahead is for a de-
cline in production.

Traditional goods exports declined steeply in
the wake of the financial crisis and have since
fluctuated somewhat from year to year. The over-
all volume of exports increased in the first half of
this year and is now just below the level before
the financial crisis. Developments have been
weak within most categories of goods except ex-
port of fish. Demand growth from our trading
partner countries and some improvement in the
international cost competitiveness of Norway sug-
gest that growth in traditional goods exports will
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Economic developments

A. GDP for Mainland Norway and employment.
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Figure 2.2 Economic developments
Sources: Statistics Norway, the Norwegian Technical Calculation Committee for Wage Settlements, Federal
Reserve Bank of Dallas and Ministry of Finance
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increase in 2015. Only a small fraction of main-
land exports go to Russia. Hence, the direct ef-
fects on mainland exports of the restrictive eco-
nomic measures vis-a-vis Russia will most likely
be small. If the measures lead to lower growth in
other trading partner countries the effects will be
larger. Russia has been an important export mar-
ket for some products, especially for Norwegian
seafood. The restrictive economic measures are
thereby a challenge for some producers.

Exports of services and petroleum are also ex-
pected to increase in 2014 and 2015. This contrib-
utes to an estimated increase in overall exports in
both years.

Growth in the volume of traditional goods im-
ports has been moderate in recent years. Weak
growth towards the end of last year was followed
by a decline in the volume of imports in the first
half of this year. Growth is expected to pick up
gradually in coming years. Nonetheless, the esti-
mates imply that growth in traditional goods im-
ports will remain below the average over the last
40 years in 2014 and 2015.

All in all, mainland GDP growth is estimated
at about 2% per cent this year and
2 per cent next year, as shown in table 2.1. This
is below the average of 2.6 per cent over the last
four decades. Compared to the figures in the Re-
vised National Budget 2014, these estimates rep-
resent an upward revision of Y4 percentage point
for this year and a corresponding downwards
revision for next year.

Employment increased at a lower rate last year
than over the previous year, in line with the level-
ling-off in economic growth. At the same time,
unemployment has remained low. The increase
in employment is expected to continue at a mod-
erate pace both this year and next year. Unem-
ployment, as measured by the Statistics Norway
Labour Force Survey (LFS), is expected to stay
close to the outcome from last year.

Since early 2011, the oil price has fluctuated
around 110 dollar per barrel. On the supply side,
turbulence in important oil-producing countries
in the Middle East and North Africa has served
to keep prices high. At the same time, production
shortfalls in Iran, Iraq and Libya during these
years have been compensated by expanded pro-
duction of shale oil in the US. Since June the
price has generally fallen, and towards the end of
September the oil price was under 100 dollar per
barrel. This report assumes an average oil price
per barrel of NOK 670 this year and NOK 650
next year (at 2015 prices). Further ahead, calcu-
lations are based on an oil price around 550 NOK
(at 2015 prices). The gas price is expected to in-
crease from NOK 2.15 per Sm3 this year to 2.30
per Sm3 next year (at 2015 prices).

2014-2015

Strong oil price growth has improved Nor-
way’s terms of trade since the turn of the millenni-
um. Developments in the prices of traditional
goods exports were also favourable prior to the
financial crisis, but those prices have fluctuated
considerably since 2008. Fish and metals prices
have been especially volatile. In the 2nd quarter of
this year, the terms of trade for traditional goods
were 434 per cent weaker than in 2007, although
still 5% per cent stronger than in 2000. It is antici-
pated that the terms of trade for traditional goods,
as well as for all goods and services as a whole,
will deteriorate somewhat this year and slightly
increase next year.

Average annual wage growth was 3.9 per cent
in 2013. Wage bargaining outcomes thus far this
year are indicative of lower wage growth this year
than last year. Based on these outcomes and eco-
nomic outlook assessments, annual wage growth
is estimated at 3% per cent for both 2014 and
2015. These estimates imply that wage costs in
national currency are likely to continue to grow at
a higher rate in Norway than amongst our trading
partners as a whole. A depreciation of the Norwe-
gian krone may nonetheless result in an improve-
ment in cost competitiveness in both 2014 and
2015, as measured by relative wage costs per em-
ployee in common currency. The estimates still
imply real wage growth this year and next year,
although it is below the average over the last 10
years.

The Norwegian krone depreciation last year
resulted in a considerable acceleration in underly-
ing consumer price growth, as measured by con-
sumer price growth adjusted for tax changes and
excluding energy products (CPI-ATE), through-
out last year. Price growth for imported consumer
goods has increased further this year, and twelve-
month growth in the underlying consumer price
index has thus far been close to the 2.5 per cent
inflation target. Annual CPI-ATE growth is esti-
mated at 2.4 per cent this year and 2.1 per cent
next year, up from 1.6 per cent last year. Electrici-
ty price developments thus far this year have con-
tributed to twelve-month growth in the overall
CPI lagging behind the corresponding CPI-ATE
growth. Expectations of higher electricity prices
next year will serve to push up the overall price
growth. CPI growth is estimated, as an annual
average, to remain unchanged both this year and
next year.

Norges Bank swiftly reduced the key policy
rate in the wake of the international financial cri-
sis, and the rate has been kept at a generally low
level ever since. Since March 2012, the key policy
rate has remained unchanged at 1.5 per cent The
policy rate path in Norges Bank's monetary policy
report from September 2014 implies that the key
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policy rate will remain at the current level towards
the end of 2015, following which it will be gradual-
ly increased to about 2 per cent in late 2017.

The Norwegian krone depreciated significantly
through 2013 and for the first weeks of 2014. By
early February this year, the Norwegian krone
had depreciated by almost 14 per cent since the
beginning of 2013, as measured by the trade-
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weighted exchange rate index. The Norwegian
krone has appreciated somewhat since then, but
still remains considerably weaker than the aver-
age for last year. This report adopts the technical
assumption that the Norwegian krone will depre-
ciate along the lines of uncovered interest rate
parity both this year and next year.

Table 2.1 Key figures for the Norwegian economy. Percentage change in volume from the previous year !

NOK billion
2013 2013 2014 2015

Private conSuMpPtion ............coceeveieieierieriesnennenns 1234.5 2.1 2.1 2.7
Public consumption ............eceevverveecvenieseeniennennnn. 658.1 1.8 2.1 2.2
Gross fixed INVEStMENts........c.cevereeereereeneeieeeenen. 681.9 8.4 1.0 -0.9
Of which: Petroleum extraction and pipeline transportation 208.3 17.1 0.0 -8.0
Businesses in Mainland Norway ................ 185.6 0.2 0.1 1.2
HoOUSING. ..o 147.0 6.4 -2.0 34
PUBIIC SECOT ..evveiviieeiieeeeeeeiee s 108.0 9.9 9.4 32
Demand from Mainland Norway” ........................ 2333.1 2.5 2.0 2.5
EXPOTES..coeiieiieiiieeiiecieee e 1170.8 -3.3 2.2 2.2
Of which: Crude oil and natural gas...................... 570.4 -1.7 0.9 0.6
Traditional 200dS ......ccceeevevverveiieiereenee. 322.1 0.4 3.1 3.6

Services excl. petroleum activities and
international shipping .........ccccceevencnenne. 155.9 5.5 3.5 3.5
IMPOTES. .ot 847.9 2.9 23 2.5
Of which: Traditional goods ........c..ccecvecvrerennns 508.1 2.5 1.4 3.6
Gross domestic product ...........cceevvecveeveneeriennennnn. 30114 0.6 1.8 1.6
Of which: Mainland Norway ..........cccccevererueneenne. 2314.0 2.0 2.2 2.0
Mainland Norway excl. electricity........... 2259.7 2.2 2.2 2.1

Other key figures:

Employment, persons ...........cceecvervvecveevereeniennennnn 1.2 0.9 0.8
Unemployment, LFS (level) 3.5 3.4 3.6
Annual wage growth...........ccoceveierieniiieiieeeee, 3.9 33 3%
Consumer price index (CPI).......ccccoccvvevevvenieennnnen. 2.1 2.1 2.1
CPI-ATE ..o 1.6 2.4 2.1
Oil price, NOK per barrel®...........coccooooovoiverern. 639 656 650
Current account balance (pct. of GDP)................... 11.1 11.6 11.7
Gross national income, NOK billion ..................... 3060.2 3193.7 33182
Three-month money market interest rate, pct.”....... 1.8 1.7 1.7
Trade-weighted exchange rate index, annual change in pct. 3.0 54 1.9
Household savings rate (Ievel)’ ............cccccc......... 9.0 9.3 9.5

1 Statistics Norway will publish new national account data on 20 November. Statistics Norway will in that context incorpo-
rate new international guidelines for national accounts and other information on economic developments. No attempt has
been made at anticipating such changes in the estimates in this report.

2 Preliminary national account data in current prices.

3 Excluding changes in inventory.

4 Current prices.

5 Technical assumption based on forward rates in September.

6 Positive figures indicate depreciation of the Norwegian krone.
7 Household savings as a percentage of disposable income.
Sources: Statistics Norway and the Ministry of Finance.
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3. Economic policy

3.1 Fiscal policy

3.1.1 Therole of fiscal policy

Fiscal policy governs the development of the
state’s net financial wealth and the size of the
public sector. Accordingly, it also influences the
composition and scale of overall demand for la-
bour, goods and services. In Norway, govern-
ment petroleum revenues allow tax revenues
from the mainland economy to be kept below the
level of public expenditure. At the same time, it
makes it more challenging to support a stable
development in the mainland economy. Oil and
gas revenues are currently substantial, but fluctu-
ate considerably and will eventually run out.
Many countries have found that excessive use of
the revenues from natural resources can lead to
difficult adjustments when incomes subsequently
decline (also known as Dutch disease). This un-
derlines the need to phase in these revenues pru-
dently. The additional resources should be spent
to improve productivity growth and facilitate long
-term growth and prosperity.

An important objective for the fiscal frame-
work constituted by the Government Pension
Fund and the fiscal rule for the use of oil reve-
nues is to support a balanced development in the
mainland economy. As part of this, the state’s net
revenues from the petroleum industry are trans-
ferred to the Government Pension Fund Global,
which is invested abroad. Every year, an amount
is transferred back into the fiscal budget to cover
the non-oil deficit in the fiscal budget, after deci-
sion by the Storting. This mechanism delinks the
earning and use of petroleum revenues. It pro-
motes stability in the Norwegian exchange mar-
ket and helps to insulate the fiscal budget from
fluctuations in petroleum revenues and in the
Fund’s capital. The fiscal rule implies that the
non-oil deficit over time shall follow the expected
real return on the Government Pension Fund
Global.

The Government is committed to a responsi-
ble economic policy based on the fiscal rule for
the use of oil revenues. A larger share of the oil
revenues that are phased into the budget will be
spent on investments in knowledge and infra-
structure, as well as in tax cuts that promote
growth. The use of oil revenues will be adjusted
to the economic situation within the fiscal policy
framework. This will facilitate a gradual increase
in the use of oil revenues over the medium term
and reduce the risk of a sharp decline in indus-
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tries exposed to international competition. When
the spending of oil revenues does not exceed the
real return of the Government Pension Fund
Global, the oil and gas wealth will also benefit fu-
ture generations.

The capital in the Government Pension Fund
Global is now significantly larger than foreseen a
few years ago. In 2013 alone the Fund grew by
NOK 1 200 billion, and its value is now twice that
of Norway’s mainland economy. As a result, fluc-
tuations in the value of the Fund and in the Fund’s
expected real return — estimated to be 4 per cent —
can become large when compared to the size of
the fiscal budget and Norwegian economy, in par-
ticular when seen against the underlying growth
in the mainland economy from one year to the
next. The market values of stocks, bonds, and
foreign exchange can be highly volatile, due to
the nature of financial markets, and they may not
fluctuate in sync with Norway’s business cycles.
Potentially large fluctuations in the path for the
expected real return from the Fund make it less
adequate as an operational target for fiscal policy
in the short term. The current situation is a case
in point: a swift return to a level of spending corre-
sponding to 4 per cent of the Fund’s value would
entail a large and unwarranted fiscal expansion.
Against this background, the Government will
appoint a commission to consider how to apply
the fiscal rule.

Fiscal policy should have a margin for dealing
with unforeseen events. In addition to fluctuations
in the value of the Fund, there is uncertainty
about the underlying development of the tax reve-
nues from the mainland economy. In the event of
an economic downturn, the estimates of these
revenues may be reduced substantially, as seen in
various countries after the financial crisis.

3.1.2 Fiscal policy in 2014

In the Adopted 2014 Fiscal Budget, the non-oil
deficit was projected to NOK 137.5 billion. The
structural, non-oil deficit was estimated to NOK
139.0 billion. Changes in connection with the Re-
vised National Budget indicate, together with new
information about the budget and the Norwegian
economy, a somewhat weaker 2014 budget. The
structural, non-oil deficit in 2014 is now estimated
to NOK 142.2 billion.

The estimated tax revenue from the mainland
economy in 2014 was reduced by NOK 9.2 billion
in the Revised National Budget, compared to the
Adopted Budget. New information on tax receipts
and developments in the Norwegian economy
indicate that the estimate must now be reduced
by an additional NOK 4.8 billion. This reduction is
linked to somewhat lower growth in the Norwe-
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gian economy, including slightly lower estimated
wage growth. The largest individual item is re-
duced value added tax receipts. Revenues from
taxes on income, motor vehicles and other special
duties have also been reduced.

The tax receipts of municipalities and counties
also appear to be slightly lower this year — by ap-
proximately NOK 0.9 billion — than forecast in the
Revised National Budget for 2014.

Calculations of the structural, non-oil budget
balance utilise estimates of the underlying or struc-
tural tax revenues from mainland Norway, adjust-
ing actual figures for effects of economic cycles
and certain other factors. The estimated level of
these structural tax revenues in 2014 was reduced
by NOK 2.9 billion in the Revised National Budg-
et, and is now being reduced by an additional
NOK 2 billion. The primary reason is slightly
weaker growth prospects for the Norwegian econ-
omy. A secondary reason is the reduction in esti-
mated wage growth in the Revised National Budg-
et. Lower wage growth also entails approximately
equal savings on the expenditure side of the
budget, and thus does not weaken the budget bal-
ance.

The estimated structural, non-oil deficit in 2014
equates to 5.8 per cent of mainland Norway trend
GDP. The fiscal stance, measured by the change
in the structural, non-oil deficit as a proportion of
mainland Norway trend GDP, is estimated at 0.7
percentage point. This is 0.2 percentage point
higher than anticipated last autumn. One reason
for the increase is lower-than-expected use of oil
revenues in 2013.
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3.1.3 The fiscal budget and the Government
Pension Fund in 2015

The budget for 2015 is based on a structural,
non-oil deficit of NOK 163.7 billion. This is an
increase from 2014 of NOK 17.3 billion at 2015
prices; see Figure 3.1A. About one in nine kroner
spent via government budgets in 2015 will be tak-
en from the Government Pension Fund Global.
The withdrawal from the Fund equals about NOK
31,700 per capita.

The structural, non-oil deficit equates to 6.4
per cent of mainland Norway trend GDP, about %2
percentage point higher than in 2014.

The use of funds from the Government Pen-
sion Fund Global in 2015 is anticipated to equal
3.0 per cent of the Fund capital at the beginning
of the year. This is approximately in line with the
average interest and dividend revenues as a per-
centage of the Fund capital received over the past
five years. The average annual real return on the
Fund has been just under 4 per cent since 1997.

The spending of oil revenues in 2015 is fore-
cast to be NOK 58 billion lower than the ex-
pected real return on the Fund (the 4 per cent
path), compared to a difference of NOK 61 billion
at 2015 prices in 2014. The difference compared
to the 4 per cent path equals 2.3 per cent of main-
land GDP, and provides an important fiscal policy
buffer.

The Government’s budget proposal includes a
further reduction in paid taxes and excises from
2014 to 2015 of about NOK 6.9 billion. This figure
excludes the full-year effect of direct and indirect

Fiscal policy

A. Expected real return on the Government
Pension Fund and structural, non-oil deficit.
NOK billion. Constant 2015 prices

225 225
200 4 == Structural, non-oil deficit L 200
175 - 4 pct. real return - 175

150 - - 150

125 - - 125
100 - - 100

75 A - 75

50 - - 50

25 - 25

0 -0

2001 2003 2005 2007 2009 2011 2013 2015
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Figure 3.1 Fiscal policy
Source: Ministry of Finance.
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tax relief in 2014 totalling NOK 3.1 billion. On
accrued basis the tax relief in 2015 amounts to
NOK 8.3 billion.

Real growth in the fiscal budget’s underlying
expenditure is estimated at NOK 25.4 billion at
2015 prices, or 2.3 per cent. This is approximately
in line with the average for the years during
which the fiscal rule has applied; see Figure 3.1B.

The change in the structural, non-oil deficit is
often used as a simple indicator of the fiscal
stance. To shed more light on how the budget
impacts the economy, the Ministry of Finance
supplements the budget indicator with calcula-
tions on the macroeconometric model MODAG.
These simulations suggest that the proposed
budget for 2015 may increase mainland GDP by
slightly less than Y4 per cent in 2015, when taking
into account the composition of general govern-
ment revenues and expenditures.

Norway has solid public finances compared to
most other OECD countries. The Government
Pension Fund’s capital is forecast to total close to
2.5 times mainland Norway GDP by the end of
2015, and is mostly invested abroad. The state
also has assets and liabilities outside the pension
fund. As measured in the state accounts, the cen-
tral government’s equity excluding the Govern-
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ment Pension Fund is estimated at around 21 per
cent of mainland Norway GDP. This proportion
has been relatively stable in recent years, indicat-
ing that the savings in the Government Pension
Fund are not being counteracted by reductions in
other equity.

The state also has considerable, and growing,
liabilities, not least in the form of pensions. Ex-
penditure on national insurance pensions only
becomes visible in the fiscal budget once pen-
sions are paid. Furthermore, the state has com-
mitments in the form of accrued rights under the
Norwegian Public Service Pension Fund, The esti-
mated total pension liability substantially exceeds
the sum of the Government Pension Fund and the
state’s other net wealth.

The state’s net cash flow from the petroleum
industry is forecast to total NOK 304 billion in
2015, approximately the same amount as in 2014
but lower than in 2012 and 2013. The net alloca-
tion to the Government Pension Fund Global,
which excludes the transfer to the fiscal budget,
is estimated at approximately NOK 130 billion.
The total surplus on the fiscal budget and the
Government Pension Fund is expected to be
around NOK 308 billion in 2015; see Table 3.1.

Table 3.1 Key figures for the fiscal budget and the Government Pension Fund. NOK billion

Accounts Estimates
2012 2013 2014 2015

TOtal TEVENUES .....veeuvieieeiieeiie ettt 1290.7 1291.8 12722 13289
1 Revenues from petroleum activties..........ccecvereecieeeenennns 421.1  378.7 335.2 342.0

1.1 Taxes and exciSe dUties .........ccevverereeereeneerieeneennn. 232.7 2064 178.3 173.6

1.2 Other petroleum revenues..........cocceeeeeeeeenvennennenne 1884 1723 156.9 168.4
2 Revenues other than petroleum revenues................c........ 869.6 913.1 937.1 987.0

2.1 Taxes and excise duties from Mainland Norway..... 807.4  849.0 879.0 919.8

2.2 Other TEVENUES.......ccuevieriiriieiieiieiieiceieeieeieeicnne 62.2 64.0 58.1 67.2
Total eXpenditures .........ccecvveeveeririeniieeiiieeieesieenee e 996.1 1063.1 11248 1199.2
1 Expenditures on petroleum activities ..........ccecveervveerurennee. 25.6 33.6 38.0 38.0
2 Expenditures other than petroleum activities.................... 970.5 1029.5 1086.8 1161.2
Fiscal budget surplus before transfers to the Government
Pension Fund Global ............coccooiniiiiiiiniieciee 294.6  228.7 147.4 129.7
- Net cash flow from petroleum activities .......................... 395.5 3452 297.2 304.0
= NON-01l SUIPIUS ..evireiriieiieieiee e -100.9 -116.5 -149.8  -174.2
+ Transfers from the Government Pension Fund Global .... 104.6 1173 149.8 174.2
= Fiscal budget Surplus..........ccccveevueerciiencieeniienieenieeeieene 3.7 0.9 0.0 0.0
+ Net allocation to the Government Pension Fund Global.. 2909  227.8 147.4 129.7
+ Interest earnings and dividends to the Government

Pension Fund.........ocooeiiiiiiiiininncccceee 1153 131.1 161.7 178.3
= Surplus, fiscal budget and Government Pension Fund 409.9  359.8 309.1 308.0
Memo:
Market value of the Government Pension Fund Global' ....... 3825 5032 5545 6015
Market value of the Government Pension Fund'................... 3970 5200 5724 6 206
National insurance scheme — old-age pension liabilities' ... 5467 5749 6 038 6313

At year-end.
Source: Ministry of Finance.
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3.1.4 General government fiscal position

Since the mid-1990s petroleum revenues have
contributed to a substantial surplus to general
government finances in Norway, whereas indus-
trialised countries generally have posted deficits;
see Figure 3.2A.

Norwegian general government net lending is
estimated at NOK 306 billion in 2015, which cor-
responds to 9.5 per cent of GDP. This is slightly
below the estimate for 2014. The general govern-
ment surplus is due to high revenues from the
petroleum activities; excluding oil revenues the
central government budget has a large deficit; see
Table 3.2. This deficit is covered by a transfer
from the Government Pension Fund Global, in
accordance with the Government Pension Fund
Act. Local government net lending has been nega-
tive in recent year, partly because of a high level
of gross fixed investment in local government.

High revenues from petroleum activities and
large allocations to the Government Pension Fund
Global have resulted in a steep increase in gen-
eral government net financial assets since the mid
1990s; see Figure 3.2B. Developments in net fi-
nancial assets are also influenced by changes in
the market value of assets and liabilities including
changes stemming from movements in the ex-
change rate. General government net financial
assets are estimated at NOK 6,900 billion at the
end of 2015, when including the capital of the
Government Pension Fund and capital invested in
government business operations. This corre-
sponds to 214 per cent of GDP.

Total public expenditures are estimated at
NOK 1,500 billion in 2015, corresponding to 59
per cent of GDP. Public expenditure as a share of
mainland GDP is an indicator of the size of the
public sector. Expenditures increased during the
slump in 2009, but have subsequently remained
fairly stable at close to the average for the last 25
years; see Figure 3.2C.

The composition of public expenditure has
also changed somewhat during this period. Gov-
ernment transfers to the business sector, for ex-
ample, have declined as a portion of mainland
GDP, whereas public service provision expendi-
ture has increased. General government gross
fixed investment has increased in recent years. As
a portion of mainland GDP, it is projected to be
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higher in 2015 than the average for the past 25
years.

When measured as a share of mainland GDP,
public expenditure appears to be relatively high
in Norway compared to other OECD countries.
When measured as a share of overall GDP in-
stead, public expenditure is somewhat lower than
the average for the euro zone. The strong contri-
bution from petroleum production to GDP is
based on the depletion of a non-renewable re-
source, and will decline over time. Public ex-
penditure relative to overall GDP therefore un-
derestimates the long-term challenges for fiscal
policy. Public expenditure as a share of Mainland
Norway GDP will, on the other hand, overesti-
mate the financing burden. This is partly because
it disregards the funding contribution from the
Government Pension Fund, and partly because it
disregards the potential alternative use of the
resources currently devoted to petroleum pro-
duction.

Government expenditure needs to be funded.
The most important source of funding is reve-
nues from taxes and excises. Other revenue
sources are, inter alia, user fees and capital in-
come. When measured as a portion of GDP,
Denmark is one of few OECD countries with a
higher tax level than the Norwegian mainland
economy; see Figure 3.3D. Nonetheless, underly-
ing growth in tax revenues has been good in Nor-
way despite the relatively high tax level.

Differences in public expenditure and tax lev-
els between countries reflect differences in the
division of labour between the public and the pri-
vate sector. Public sector responsibility for retire-
ment pensions does, for example, vary from
country to country. Moreover, different countries
tax pensions and other transfers differently.
Countries also make varying use of tax deduc-
tions (tax expenditures) as an alternative to gov-
ernment transfers. Such differences influence
gross figures with regard to both public expendi-
ture and revenues. In addition, a number of coun-
tries run fairly large structural budget deficits
and have accumulated considerable government
debt. Over time, these countries need to either
reduce expenditure or increase revenues in order
to strengthen public finances.

1 Norway’s industrial structure is characterised by considerable value added in the petroleum sector. For purpose of
international comparisons, the tax level of the Norwegian mainland economy is the most relevant indicator. Although a
major part of the revenues from petroleum activities accrue to the State, the tax level of the overall economy is somewhat
below that of the mainland economy. This is because revenues from the State’s Direct Financial Interest (SDFI) in the pe-
troleum activities accrue directly to the State, and hence are not subject to taxation.
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Figure 3.2 General government net lending, net assets, public expenditures, taxes and excises.

NOK billion and per cent of GDP

1 General government net lending is the surplus concept of the national accounts. General government net lending sum-
marises the contribution made by financial transactions to changes in net financial assets. In addition, developments in net

financial assets will depend on changes in asset valuations.

2 Mainland Norway represents general government net lending, less net cash flows to the State from petroleum activities

and the return on the Government Pension Fund.

Sources: Statistics Norway, OECD and Ministry of Finance

3.1.5 Fiscal policy in the medium run

The Government’s economic policy is based
on a generational perspective. Over the coming
decades, expenditure on pensions, health and
care services will increase as the population ages.
At the same time, tax revenues from the main-
land economy will remain the most important
source of funding for the national insurance
scheme. It is thus important to maintain an effi-
cient tax system and a diverse business sector
that is robust in the face of shifting international

market conditions. A more productive economy
can make it easier to fund expenditure on an age-
ing population, particularly if productivity in the
public sector also improves. The Government’s
economic policy is also designed to ensure that
the return on the Government Pension Fund
Global gives a lasting contribution to the funding
of increasing public expenditure.

Over time, fiscal policy leeway is primarily de-
termined by developments in mainland economy
tax bases, by earlier expenditure and revenue
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Tabell 3.2 Government Pension Fund Global, expected return on the Fund and the structural, non-oil

budget deficit. NOK billion and per cent

2013 2014 2015
A. Central government net lending, accrued value...........ccoeevveveeveenennne. 378 432 334 955 333 889
Consolidated surplus in fiscal budget and Government Pension

FUNA e e 359 769 309 100 308 030

Non-oil fiscal budget SUrpluS .........ccceevierienierieieeeee e -116 454 -149 753 -174 225

Net cash flow from petroleum activities .........c.ccevveerveereereeeneenne. 345 151 297 153 303 955

Interest and dividends on the Government Pension Fund............... 131 072 161 700 178 300

Surplus in other government and public pension accounts................... 7207 3736 4122
Definitional discrepancies, central government accounts/national

ACCOUNE ..ot e e eeseseene s 11 456 22119 21 736

B. Local government net lending, accrued value..........c.ccceeeveeveniennnnnnne. -29 173 -29 063 -27 522

Local government surplus, book value ...........cccceeeveeeieciieciienieiieeeenns -23 412 -25076 -24 107

Difference between accrued and book values, taxes. ...........cccceeenn..... -5761 -3 987 -3415

C. General government net lending (A+B) .....ccoovvvviivienieniieieieeee, 349 259 305 892 306 367

Measured as percentage of GDP............coocooviiviniiiiiniiiiiicce, 11.6 9.8 9.5

1 Includes central government taxes accrued, but not booked, incl. tax revenue from the petroleum sector. Adjustments
are made to address that capital contributed to state-run enterprises, including central government petroleum activities,

are classified as net lending in the national accounts.
Sources: Statistics Norway and Ministry of Finance.

commitments, and by the development of the ex-
pected real return on the capital in the Govern-
ment Pension Fund Global. The Government will
give priority to measures towards quicker integra-
tion and greater labour force participation among
immigrants. This is an important part of securing
future welfare. Future leeway is also influenced by
whether the structural, non-oil deficit currently
deviates from the estimated expected return on
the fund.

Despite a level of direct and indirect taxation
that is relatively high from an international per-
spective, tax revenues from the mainland econo-
my have grown healthily for many years. The
Norwegian tax system is characterised by broad
tax bases, low tax rates and symmetrical treat-
ment of income and expenses. At the same time,
the growth of the Norwegian economy has been
helped by improvements in the terms of trade,
increasing demand from the petroleum industry,
generally expansive fiscal policy and periods with
low interest rates. Norway’s high immigration
rate has helped to increase its productive capaci-
ty, but also put greater pressure on infrastructure
and increased demand for public services.

The overall effect of immigration on public
budgets and per capita value creation depends on
both how flexibly the labour force moves across
national borders and how successfully immigrants
staying in Norway are integrated into the labour
force. The Norwegian labour market has not suf-
fered any major setbacks in the years since the
expansion of the European Economic Area. Ac-
cordingly, not much is known about how an eco-
nomic reversal would impact labour immigration
and emigration.

For the coming years, the annual underlying
real growth in direct and indirect tax revenue is
estimated at NOK 18 billion at 2015 prices, or just
below 2 per cent. Demographic trends will con-
sume a considerable proportion of underlying tax
revenue growth. In the immediate future, nation-
al insurance commitments are forecast to in-
crease expenditure by approximately NOK 11
billion per year on average, at 2015 prices. Demo-
graphic trends will also increase municipal and
health trust expenditure by around NOK 4 billion
per year at 2015 prices if current standards and
coverage are maintained. In view of these devel-
opments, it is important that public sector re-
sources are used as efficiently as possible. The
proportion of older people will continue to in-
crease for many years. Improvements in public
health and more efficient production of public
services may reduce the expected expenditure
increases.

Extensive investment plans for the transport
sector and the purchase of defence materiel are
also pushing budget commitments beyond the
level implied by pension liabilities and demo-
graphic factors. The procurement of new jet fight-
ers will require an increase in the defence budget
in the years ahead, estimated at NOK 2.7 billion
at 2015 prices in 2016 and a further NOK 0.5 bil-
lion at 2015 prices in 2017. In isolation, this in-
crease equates to a budget impulse of 0.1 per-
centage point in 2016 and 0.02 percentage point
in 2017.

The growth of the expected real return on the
Fund as a proportion of GDP for mainland Nor-
way will gradually fall; see Table 3.3. There will
thus be less leeway to increase the structural,
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Table 3.3 Government Pension Fund Global, expected real return and structural, non-oil budget deficit.

NOK billion and per cent
Current prices Constant 2015-prices Structural deficit
Government Expected Expected Structural, non-  Deviation Aspct.of  Aspct. of
Pension Fund  return (4 pct.  Structural, non- return (4 pct.  oil budget deficit from the Mainland the Fund
Global at the  on the Fund oil budget on the fund 4 pct. Norway capital
beginning of capital) deficit capital) trajectory trend-GDP
the year"
386.6 - 21.2 - 35.5 - 1.8 -
619.3 24.8 37.3 39.7 59.7 20.0 3.0 6.0
604.6 24.2 44.2 37.2 68.0 30.8 34 7.3
847.1 339 48.5 50.7 72.6 21.9 3.5 5.7
1011.5 40.5 51.0 58.7 74.0 153 35 5.0
1390.1 55.6 47.7 77.9 66.8 -11.1 3.0 34
1782.8 71.3 49.1 95.4 65.6 -29.7 2.9 2.8
20185 80.7 58.4 101.8 73.6 -28.2 33 2.9
2279.6 91.2 97.1 110.7 118.0 7.2 5.2 43
2642.0 105.7 103.2 123.8 120.9 -2.9 5.2 3.9
3 080.9 123.2 93.3 139.3 105.4 -33.9 4.5 3.0
3307.9 132.3 108.7 144.9 119.0 -25.8 4.9 33
38245 153.0 118.6 162.2 125.8 -36.4 5.1 3.1
5032.4 201.3 142.2 207.1 146.3 -60.8 5.8 2.8
5545.0 221.8 163.7 221.8 163.7 -58.1 6.4 3.0
6015.4 240.6 - 232.6 - - - -
63923 255.7 - 238.9 - - - -
6 759.4 270.4 - 244.2 - - - -
7140.4 285.6 - 2493 - - - -
7532.7 301.3 - 254.2 - - - -

1 The estimate for 2014 is based on the actual market value of the Fund medio August, with the addition of estimated net
transfers from the fiscal budget to the Fund and 4 pct. annual real return until the end of 2014. As for the years from 2016
onwards, the estimate is premised on the technical assumption that annual withdrawals from the Fund correspond to 4 pct.
of the Fund capital as per beginning of the year.
Source: Ministry of Finance.

non-oil deficit from one budget to the next. The
fund’s contribution to the funding of the fiscal
budget is estimated to increase from 6.4 per cent
of mainland Norway GDP in 2015 to a peak of 9%
per cent of mainland GDP around 2025; see Fig-
ure 3.4. Thereafter, the funding contribution as a
proportion of mainland GDP will even out and
gradually decline. Once the peak has passed, fis-
cal policy will on average have a restricting effect
on demand for goods and services for many dec-
ades. By 2060, the financing contribution of the
Fund measured as a proportion of mainland Nor-
way GDP will have fallen approximately to cur-
rent levels.

3.1.6 Fiscal policy challenges in the long run

Over the past two decades, several factors
have contributed positively to public finances.
Strong growth in demand from the petroleum
industry and terms-oftrade gains have under-
pinned economic growth and tax revenues have
increased. Over the same period, demographic
developments have been relatively favourable to

public finances as the old age dependency ratio
has declined. Furthermore, since 2001, the use of
oil revenues has increased, creating fiscal space
for higher public expenditures without a corre-
sponding increase in tax levels. These trends will
gradually reverse.

In June of this year, Statistics Norway pub-
lished updated population projections for Norway.
The projections show that the ratio of elderly per-
sons (ages 67 and over) to persons of working
age will double by 2060, compared to an all-time
low in 2009; see Figure 3.3A. This is largely in line
with the previous set of forecasts from 2011. Simi-
lar developments are expected in most other in-
dustrialised countries, with ageing populations
putting pressure on public finances.

Public services are predominantly funded by
direct and indirect taxes on the income generated
by the working-age population, whereas children,
young people and the elderly are net recipients;
see Figure 3.3B. The changing age composition of
the Norwegian population will thus weaken the
fiscal base for public services and social transfers.

Ageing will reduce the total per capita labour
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effort in the years ahead. If labour market partici-
pation by age, gender and immigration status re-
mains the same as at present, the changes in the
composition of the population will result in a re-
duction in total labour effort per capita in coming
years, from around 750 man-hours per year per
capita in 2015 to around 665 man-hours per year
by 2060; see Figure 3.3C. Furthermore, the labour
effort in the public sector will have to increase to
meet increased demand for health and care ser-
vices as the population ages.

An ageing population means higher public ex-
penditure on retirement and disability pensions
and nursing and care services. In coming decades
the ageing of the population will contribute to
public expenditure growth outpacing the growth
in revenues from direct and indirect taxes on the
mainland economy; see Figure 3.4. Although fu-
ture returns on the Government Pension Fund
Global will make an important contribution to the
funding of public sector expenditure, it will gradu-
ally decline as a share of mainland GDP. Accord-
ingly, if current welfare services are maintained,
there will be a gradually increasing shortfall in
public finances. The 2013 white paper on long-
term perspectives for the Norwegian economy
estimated that by 2060 the shortfall would be 6.1
per cent of mainland GDP, provided that the use
of petroleum revenues follows the fiscal rule.
These estimates have now been updated, and the
revised estimates find the shortfall to be slightly
lower, at 5.2 per cent of mainland GDP by 2060.
To cover the shortfall in 2060, Norway must ei-
ther increase public sector income or identify suf-
ficient savings on the expenditure side.

Several factors lie behind the downward revi-
sion to the long-term need to strenghten public
finances. The most important reason is that Statis-
tics Norway has updated its estimates of how pub-
lic service consumption is distributed among dif-
ferent age groups. The updated estimates show
that persons of working age have a somewhat
higher consumption of services than previously
estimated, and that older persons have a corre-
sponding lower consumption. Accordingly, the
ageing of the population will have a slightly small-
er impact on public expenditure. Furthermore,
the Government Pension Fund Global has grown
somewhat more rapidly than expected. As a re-
sult, the fund’s long-term financial contribution
will be a little larger, and the shortfall correspond-
ingly smaller. Partly counteracting these two fac-
tors is the increase in the use of oil revenues via
the fiscal budget since 2011, in accordance with
the fiscal rule. This increase has provided fiscal
space for both increased expenditure and lower
direct and indirect taxes.

The estimates of the long-term fiscal position
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Figure 3.3 Long-term challenges

! Includes public expenditure on education, health, care
and transfers to private individuals (including retirement
pensions, sickness benefits and disability pensions), less
personal taxes, value added tax and most other indirect
taxes.

Sources: Ministry of Finance, Statistics Norway,
Eurostat, Statistics Sweden and Statistics Denmark.
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are uncertain and depend upon a number of un-
derlying assumptions. Some of these concern
circumstances beyond political control, such as
oil and gas prices and the return on the Govern-
ment Pension Fund Global’s investments in the
international stock and bond markets. Other as-
sumptions concern factors that to some degree
can be influenced by decisions in Norway, such
as labour effort and welfare service standards.
The importance of some of these assumptions is
illustrated by estimates of how the 2060 shortfall
changes when assumptions change; see Figure
3.5.

High petroleum prices and high returns in
international capital markets increase Norway’s
disposable income, and also contribute positively
to public finances. Petroleum prices directly af-
fect the State’s net cash flow from the petroleum
sector which is set aside in the Government Pen-
sion Fund Global. The returns on the Fund are
determined in international capital markets. Nor-
way’s current high level of oil and gas produc-
tion, together with the size of the Fund, makes
the prices on petroleum and return on capital
highly significant for the development of the fi-
nancial contributions from the Fund, and thus for
future public finances. Figure 3.4 illustrates the
effect of an increase or decrease in petroleum
prices by NOK 100, relative to the baseline price
of NOK 550 per barrel of oil, measured in 2015-

Structural, non-oil deficit, expected return
on the Fund, and old age and disability

pensions
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Figure 3.4 Structural, non-oil deficit, expected
return on the Government Pension Fund Global,
and old age and disability pensions. Per cent of
mainland GDP

Sources: Ministry of Finance and Statistics Norway.

2014-2015

prices. The figure also illustrates a return on the
Fund of one percentage point above or below the
reference scenario, with a corresponding adjust-
ment in the transfer from the Fund to the budget.

In the long run, productivity growth deter-
mines overall prosperity. However, it does not in
itself contribute to better public finances. Higher
productivity in the private sector results in a high-
er wage level. This raises tax revenues, but also
entails higher expenditures on wages, pensions
and other transfers. Furthermore, higher produc-
tivity growth gives a higher level of GDP, and a
correspondingly lower contribution from the Gov-
ernment Pension Fund Global compared to main-
land GDP. On balance, the effect of an increase in
private sector annual productivity growth by %
percentage point is relatively small.

On the other hand, higher productivity growth
in the public sector creates leeway that can be
used to strengthen public finances. As an exam-
ple, if resource utilisation in the public sector is
improved by Y4 per cent per year, the fiscal short-
fall in 2060 will be reduced by approximately 3%
per cent of mainland GDP. An overview of the
Government’s work to increase efficiency in the
public sector is found in chapter 6.

The forecasts assume that standards of public
services — defined as expenditure per user — will
not increase in real terms from current levels. It is
also assumed that coverage, defined as the pro-
portion of each birth cohort using the different
public services, remain constant. Historically, this
has not been the case. Both the proportion of
those using public services and the expenditures
per user have increased over time. This is con-
sistent with a standard finding in many countries:
demand for many types of public service increas-
es as income levels in society rise. If it is assumed
that the standard of public services will also rise
in future, the shortfall increases. Given an annual
increase in expenditure per user in public health
and care services of % per cent, the shortfall in
2060 increases by some 5 per cent of mainland
GDP. By comparison, in recent decades the annu-
al increase in expenditure on public health and
care services has on average been close to 1% per
cent higher than the estimated increase if ex-
penditure per user had been constant.

Both prosperity levels in society and the sus-
tainability of public finances depend on how much
people work. Increased employment generates
not only higher value creation, but also larger tax
revenues for central and local government. The
ageing of the population suggests fewer man-
hours per capita, since older people normally
work shorter hours and gradually retire. In addi-
tion, the average number of working hours has
fallen as Norway has become richer. The fore-
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casts assume working hours and labour market
participation by age, gender and immigration sta-
tus remain constant. If the number of average
working hours develop in line with the fall ob-
served between 1990 and 2013, the average num-
ber of annual working hours per capita will fall to
585 by 2060, compared to 650 hours if working
hours remain unchanged. This would increase
the shortfall in 2060 by some 5% per cent of main-
land GDP.

An important objective of the pension reform
has been to encourage more people to remain
economically active. The effect of the reform on
labour force participation remains uncertain.
While the consequences of lower pension pay-
ments have been incorporated into the forecasts,
the potential effects of increased labour supply
have not. Estimates from Statistics Norway indi-
cate that the pension reform may lead to an in-
crease in the annual number of man-hours
worked in 2060 by around 8 per cent compared to
if the reform had not been implemented. If the
number of man-hours worked in 2060 is 8 per
cent higher than assumed in the long-term fore-
casts, the shortfall in 2060 will be reduced by ap-
proximately 3% per cent of mainland GDP.

The expected weakening of public finances in
the decades ahead cannot be dealt with through
tax increases. Higher taxes on labour may reduce
labour supply, and higher taxes on capital returns
may reduce the tax base by making investment in
Norway less profitable. The link between tax rates
and the size of the tax base has probably been
reinforced by the internationalisation of the Nor-
wegian economy. The openness of Norway’s

Fiscal shortfall by 2060

Reference scenario

Higher oil and gas prices
Lower oil and gas prices

Higher real return

Lower real return

Higher private sector prod.
Lower private sector prod.

Improved standards in public
services
Fewer hours per employed

Higher employment
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Figure 3.5 Fiscal shortfall by 2060 in different sce-

narios. Per cent of mainland Norway GDP
Sources: Ministry of Finance and Statistics Norway
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economy limits the scope for tax rates in Norway
to deviate from tax rates abroad. Norway’s tax
level is already high compared to most European
countries. In its latest country report on Norway,
the OECD recommended a cut in the tax level.
The Government agrees that a lower tax level is
an important step in promoting higher value crea-
tion.

3.2 Tax policy

The main tax policy objective of the Govern-
ment is to fund public goods and services in the
most efficient manner. A more efficient tax sys-
tem can also make the economy more produc-
tive. The Government will make the tax system
simpler and more conducive to growth. Working,
saving and investing shall pay off, and the tax
system shall stimulate more environmentally-
friendly behaviour.

A tax policy in line with the Government’s ob-
jective will have favourable dynamic impacts on
the economy. Increased labour force participa-
tion and higher economic growth will increase
the tax bases, and thus over time fund a part of
the tax reductions. The most important tax
changes in 2014 include a reduction of the tax
rate on ordinary income and lower net wealth tax.
These measures promote growth and employ-
ment. The 2015 budget takes further steps in the
same direction.

The budget proposal for 2015 includes reduc-
tions in taxes totalling NOK 8.3 billion accrued
and NOK 6.9 billion booked. Lower net wealth
tax accounts for about half of the reductions. The
net wealth tax rate will be reduced from 1 per
cent to 0.75 per cent, and the basic allowance in-
creased to NOK 1.2 million. The Government
will, at the same time, reduce the valuation dis-
count for commercial property and second dwell-
ings in excess of the initial second dwelling from
40 to 20 per cent of market value. This will re-
duce the preferential tax treatment of such prop-
erty as compared to listed shares and bank de-
posits. A more equal tax treatment may contrib-
ute to savings being invested, to a higher extent,
where their returns for society are the highest.

Substantial income tax relief is also being
granted. The basic allowance for wage income,
benefits and pensions will be increased, and em-
ployee’s social security contributions on wage
income/social security benefits and on income
from self-employment will be reduced. Fewer
people will pay surtax, since the threshold is be-
ing increased. Hence, work will become more
profitable. Moreover, the Government proposes
that the phase-out of tax class 2 for married cou-
ples be completed in 2015. The proposal will
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strengthen work incentives, integration and
equal opportunities, and result in more equal
treatment of married couples and cohabitants.

The Government proposes significant motor
vehicle tax reliefs: the motor vehicle re-
registration tax will be reduced by an average of
35 per cent, while the annual weight-based tax for
heavy vehicles will be more than halved. Road
use taxes on fuel will fall in real terms, as the
rates will not be adjusted for inflation. The motor
vehicle registration tax for motorbikes and snow-
mobiles will be reduced by 30 per cent, and it is
proposed that the annual motor vehicle tax on
caravans be abolished.

Value added tax will be simplified and made
more neutral, including by increasing the regis-
tration threshold. This represents a simplification
for small businesses and will increase tax reve-
nues. The Government also proposes an arrange-
ment to neutralise value added tax for central
government. This will make it easier for private
service providers to compete for central govern-
ment contracts and can lead to more efficient use
of resources.

The Government proposes an increase in the
tax collection threshold for low value imports
from NOK 200 to NOK 500. Freight and insur-
ance costs will, at the same time, be included in
calculation of the threshold.

The Government will continue its efforts to
achieve a more growth-oriented tax system, not
least in response to feedback from the various
public commissions that are currently in opera-
tion. The Scheel Commission, which is examin-
ing corporation tax in view of international devel-
opments, shall focus on proposals that contribute
to efficient resource allocation and the best possi-
ble investment choice on the part of businesses.
The Government has appointed a new Green Tax
Commission to propose green tax changes that
can shift taxation towards environmentally-
harmful activities. The Government intends to
present, in connection with the Revised National
Budget for 2015, an overall review of motor vehi-
cle taxes. Agricultural taxes will also be assessed
with a view to simplifying the rules and bringing
about a more efficient use of resources.

Further details of the tax programme can be
found in the English translation of chapter 1 of
the white paper on taxes and customs duties in
2015 (Prop. 1 LS (2014-2015)).

3.3 Monetary policy

The operational target of monetary policy is
low and stable inflation, with annual consumer
price inflation close to 2.5 per cent over time. In
the short to medium term, monetary policy shall
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weigh low and stable inflation against production
and employment stability.

The key policy rate is Norges Bank’s most im-
portant instrument, and can be adjusted quickly if
the outlook for the economy indicates that this is
necessary. Norges Bank has kept the key policy
rate unchanged at 1.5 per cent since March 2012.
The key policy rate will, according to the Norges
Bank policy rate forecast per September of this
year, remain unchanged until the end of 2015,
after which it will be gradually raised to about 2
per cent towards the end of 2017. Many of Nor-
way’s trading partners have low key policy rates,
and the market expects international rates to re-
main low for many years to come.

Throughout 2012 and 2013, falling risk premi-
ums in the money and bond markets reduced the
funding costs of Norwegian banks. However, the
banks decided not to reduce their lending rates
for households and businesses correspondingly,
and their interest rate margins therefore reached
all-time highs. The banks argued, among other
things, that they needed to build up equity to
meet new capital requirements set by the authori-
ties. Nevertheless, several banks cut their lending
rates before the summer. According to Statistics
Norway’s interest rate statistics, the average lend-
ing rate on a residential mortgage fell by around
0.15 percentage point from the first to the second
quarter of this year. Also after the summer sever-
al banks have reduced their lending rates.

Monetary policy impacts the Norwegian econ-
omy through interest rates and, indirectly,
through the krone exchange rate. Low interest
rates abroad influence Norges Bank’s interest-
rate setting, since having a higher rate in Norway
than in other countries can cause the krone to
appreciate. Following appreciation over the past
10 years, the krone depreciated markedly last
year, before recovering a little this year. Never-
theless, measured by the trade-weighted krone
exchange rate (TWI), the Norwegian krone is still
434 per cent weaker now than its average for last
year, and 2% per cent weaker than the average for
the last 10 years. The krone’s development influ-
ences both inflation and the real economy. The
depreciation of the krone over the past year has
contributed to higher consumer price inflation
and improved the profitability of Norwegian busi-
nesses exposed to international competition. How-
ever, wage costs in Norwegian industry remain
high compared to the trading partners.

In the National Budget 2015 it is assumed that
the money market rates will develop as expected
by market participants and expressed in the for-
ward rates quoted in mid-September.

The interest rate on Norwegian 10-year gov-
ernment bonds has fallen over the past year, and
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Development of the key policy rate and krone exchange rate
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Figure 3.6 Development of the key policy rate and krone exchange rate

Source: Macrobond.

was 2.3 per cent in late September. This rate is
low from a historical perspective, and must be
viewed in the context of low long interest rates
internationally.

3.4 Financial stability

3.4.1 General

The Norwegian authorities are committed to
financial markets regulation that is uniform across
the entire financial sector and that regulates the
various parts of the financial market in a con-
sistent and integrated manner. Norway also has a
single supervisory authority for the entire finan-
cial industry. This promotes consistency in super-
vision across sectors, makes it easier to monitor
financial industry development and provides a
better basis for assessing risk in the financial in-
dustry as a whole. In the development of the regu-
latory framework, emphasis is also given to the
consideration of competition between Norwegian
and foreign banks.

3.4.2 Financial markets regulation

EU supervisory bodies

With effect from 1 January 2011, the EU estab-
lished a new common supervisory structure for
the financial markets area. Three micro-
supervisory bodies were established for the bank-
ing sector (EBA), pensions and insurance sector
(EIOPA) and securities sector (ESMA), respec-
tively, in addition to a macro-supervisory body

(ESRB). The three micro-supervisory bodies
have been given certain supranational powers, in
that they may make decisions that are binding on
national supervisory bodies and on individual
institutions in member states in certain areas.

The Norwegian authorities emphasise main-
taining well-functioning EEA cooperation in the
financial services area. The regulations establish-
ing the new supervisory structure may, however,
not be included in the EEA Agreement until an
acceptable EEA solution is found. The EEA/
EFTA states and the European Commission have
since 2010 been cooperating towards finding an
acceptable EEA solution.

Until a solution is agreed upon, new acquis
which make use of the supranational powers over
market participants in the new supervisory sys-
tem may not be taken into the EEA Agreement.
The Norwegian authorities do, however, develop
Norwegian legislation in line with developments
in the EU framework.

Capital and liquidity requivements for banks and
investment firms

The EU’s new capital requirements regula-
tions — referred to as CRR/CRD IV - entered into
force on 1 January 2014. Although the new regu-
lations have not yet been incorporated into the
EEA Agreement (since these also give the super-
visory bodies EU-wide jurisdiction), the Ministry
of Finance has introduced new, stricter statutory
requirements regarding the capital reserves of
bank operating in Norway, based on the new EU
rules.
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Nordic cooperation

The cooperation between the Nordic coun-
tries encompasses, among other things, an
agreement on the mutual recognition of risk
weights for residential mortgages and counter-
cyclical capital buffers. This is referred to as host
state regulation.

On 16 January 2014, the Financial Supervisory
Authority of Norway sent the supervisory author-
ities of Denmark and Sweden a letter discussing
the planned introduction of stricter requirements
for banks that use internal models to calculate
capital requirements (IRB banks), including esti-
mates of important parameters used to calculate
capital requirements for residential mortgages in
Norway. In a letter of 6 February 2014, the Dan-
ish Financial Supervisory Authority expressed
strong support for Norway’s proposal, and
agreed that the requirements should apply to all
IRB banks providing residential mortgages in
Norway. In a letter dated 11 March 2014, the
Swedish Financial Supervisory Authority also
responded positively, expressing its intention to
implement the same requirements for Swedish
banks operating in the Norwegian market
through pillar II when the Financial Supervisory
Authority of Norway implements the notified re-
strictions. This is an important step forward in
Nordic harmonisation efforts.

The Ministry of Finance also considers trans-
parency about and simple comparability of the
real risk levels of banks in different countries an
important contribution to well-functioning finan-
cial markets and the efficient pricing of debt and
equity costs. The Norwegian authorities wish to
explore the possibility of requiring all Nordic au-
thorities to specify their banks’ capital ratios ac-
cording to a common set of simplified risk
weights. A simplified reporting standard of this
type would allow the capital ratios of different
Nordic banks to be compared independently of
the national rules.

The Ministry of Finance has also informed its
Nordic sister ministries of its decision not to in-
corporate the EU provisions on reduced capital
requirements for small and medium-sized busi-
nesses — known as the SMB discount — into the
Norwegian regulations. In Norway’s view, it is
important that home state authorities consider
the macroeconomic situation and capital require-
ments in the host state when assessing the risk
and capital levels of home-state banks with
branches in the Nordic region.
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4 Management of the
Government Pension Fund

4.1 Introduction

The purpose of the Government Pension Fund
is to facilitate government savings to finance ris-
ing public pension expenditure and to support
long-term considerations in the spending of gov-
ernment petroleum revenues. Sound long-term
management of the Fund contributes to intergen-
erational equity, by allowing both current and fu-
ture generations to benefit from the petroleum
revenues.

The Government Pension Fund comprises the
Government Pension Fund Global (GPFG) and
the Government Pension Fund Norway (GPFN).
The operational management of the two parts of
the Fund is carried out by Norges Bank and Fol-
ketrygdfondet, respectively, under mandates laid
down by the Ministry of Finance.

The strategy of both the GPFG and the GPFN
seeks to achieve the highest possible return over
time, subject to a moderate level of risk. The in-
vestments are spread across different asset clas-
ses and a broad range of countries, sectors and
companies. The investment strategy has been
developed over time, on the basis of professional
analyses and thorough assessments. The Ministry
will, in seeking to further develop the investment
strategy, attach special weight to exploiting the
special characteristics of the Fund, as a large in-
vestor with a long time horizon and limited liquid-
ity needs. It will aim to further improve the ratio
between expected risk and return.

The Government Pension Fund has a very
long time horizon. The Fund does not have clear-
ly defined liabilities, and it is unlikely that the
State will be withdrawing large amounts from the
Fund over a short period of time. These charac-
teristics mean that the Fund is, generally speak-
ing, better positioned to absorb risk than most
other investors.

The Ministry emphasises the Fund’s role as a
responsible investor. Good long-term financial
return is assumed to depend on sustainable devel-
opment in economic, environmental and social
terms, and on well-functioning, efficient and legiti-
mate markets.

The Government aims for the Government
Pension Fund to be the best managed fund in the
world. This requires identifying and reaching for
international best practice with regard to all as-
pects of fund management. Transparency is a pre-
requisite for securing widespread confidence in
the management of the Fund. Operational man-
agement performance is reported by Norges



2014-2015

Bank and Folketrygdfondet on a regular basis.
The Ministry reports on the management of the
Fund in the National Budget and in an annual re-
port to the Storting during its spring session, cf.
Report No. 19 (2013 - 2014) to the Storting — The
Management of the Government Pension Fund in
2013.

Chapter 4.2 discusses the performance of the
GPFG and the GPFN during the first half of this
year. Chapter 4.3 discusses certain current issues
relating to the management of the Government
Pension Fund.

4.2 Asset management performance

4.2.1 The market value of the Government Pen-
sion Fund

The total market value of the Government Pen-
sion Fund was NOK 5,661 billion as per the end of
the first half of 2014. This represents an increase
of NOK 456 billion on the value at the beginning
of the year. The GPFG accounted for almost 97
per cent of total market value. Figure 4.1 shows
developments in the market value of the Govern-
ment Pension Fund over the period from May
1996 until June 2014.
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4.2.2 The return on the Government Pension
Fund Global (GPFG)

The market value of the GPFG was NOK
5,478 billion as per the end of the first half of
2014. This represents an increase of NOK 440
billion since the beginning of the year. The inflow
of new capital to the Fund during the first six
months of the year was NOK 88 billion. The re-
turn over this period accounted for NOK 270 bil-
lion. Just under NOK 3 billion was used to cover
Norges Bank’s costs related to the management
of the GPFG in 2013. Changes in the Norwegian
krone exchange rate entailed, when taken in iso-
lation, a NOK 85 billion increase in value. Asset
management costs over the period were some-
what in excess of NOK 1 billion.

At the end of June, 61.3 per cent of the Fund
was invested in equities, 37.6 per cent in bonds
and 1.2 per cent in real estate.

The return on the GPFG during the first half
of the year was 5.0 per cent, as measured in the
currency basket of the Fund. When measured in
Norwegian kroner, the return on the Fund was
7.0 per cent. The difference between the return in
Norwegian kroner and in the currency basket of
the Fund was caused by the Norwegian krone
depreciating somewhat relative to the currency
basket of the Fund over this period. However, the
return in international currency is the relevant
measure with regard to developments in the in-
ternational purchasing power of the Fund over
time.

The development in the Government Pension Fund since 1996
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Figure 4.1 Developments in the market value of the Government Pension Fund since 1996. NOK billion’
'A major part of the GPFN assets was invested with the Treasury in the form of mandatory deposits until 2005. The mandatory
deposits were discontinued in December 2006. This implied that the State redeemed deposits valued at NOK 101.8 billion,
and that a corresponding amount was repaid to the State from fund assets.

Sources: Norges Bank, Folketrygdfondet and the Ministry of Finance.
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Cumulative nominal return of GPFG.
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Figure 4.2 Developments in the nominal value
of the sub-portfolios of the Government Pension
Fund Global, as measured in the currency basket
of the Fund. Index value as per yearend 1997 =
100.

Sources: Norges Bank and the Ministry of Finance.

The return on the equity portfolio was 5.5 per
cent, the return on the bond portfolio was 4.1 per
cent, and the return on the real estate portfolio
was 5.1 per cent, as measured in the currency
basket of the Fund. The establishment of the real
estate portfolio is still in an early phase. The cur-
rency composition of the real estate portfolio de-
viates from the currency basket of the Fund and
exchange rate fluctuations can, when taken in
isolation, have a major impact on the measured
return . For the first half of 2014 as a whole, ex-
change rate fluctuations reduced the measured
return on the real estate portfolio by about 0.4
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percentage point. Figure 4.2 shows developments
in the value of the equity and bond portfolios
since 1 January 1998.

The return on the equity and bond portfolios is
evaluated against a benchmark index. All in all,
Norges Bank achieved a return in the first half of
2014 that was 0.11 percentage point lower than
the return on the benchmark index. Both the eq-
uity portfolio and the bond portfolio had lower
return than the benchmark. Over the last three
years, the management of the equity and bond
portfolios generated an annual gross excess re-
turn of 0.23 percentage point. When measured
since 1998, the corresponding annual gross ex-
cess return was 0.30 percentage point, cf. table
4.1.

The return on the real estate portfolio is com-
pared to a return benchmark in the form of an
index of unlisted real estate by IPD. The bench-
mark represents developments in the value of
many properties across a number of countries. It
will, as outlined in Report No. 10 (2009-2010) to
the Storting, take a long time to develop the real
estate portfolio. One should thus be cautious
about evaluating the performance of Norges Bank
against the real estate benchmark during the de-
velopment phase of the real estate portfolio, and
such performance should in any event by evaluat-
ed over several years. Each year, the Ministry
receives a report prepared by IPD which includes
analyses of the return on the real estate portfolio
(www.government.no/gpf).

The average annual net real rate of return, i.e.
the nominal rate of return net of asset manage-
ment costs and inflation, is calculated to be 3.7
per cent, as measured in the currency basket of
the Fund, from January 1998 until the first half
2014, inclusive. When measured from January
1997, the average annual net real rate of return is
calculated to be 3.9 per cent.

Table 4.1 Key figures for the Government Pension Fund Global as at 30 June 2014. Annual data. Percent

Government Pension Fund Global Last 12 months Last 3 years Last 5 Last 10 Since 1
(as measured in the currency basket of years years January
the Fund) 1998
Nominal return........coceveereenerrereeencne 15.39 9.55 11.56 6.53 5.83
Inflation .......coccoeieiieieieeeeeee, 1.83 1.86 2.11 2.13 1.92
Asset management COStS.........ocueeeeueennn, 0.06 0.07 0.08 0.09 0.09
Net real rate of return ........ccccoeeeveenennnen, 13.26 7.49 9.16 4.22 3.75
Excess return (Sross) .....ceevveevveenveenneen, 0.15 0.23 0.80 0.20 0.30

Source: Norges Bank.
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4.2.3 The return on the Government Pension
Fund Norway (GPFN)

The market value of the GPFN was NOK 183.5
billion as per the end of the first half of 2014. This
represents an increase of NOK 16 billion since the
beginning of the year. At the end of June, 62.3 per
cent of the Fund capital was invested in equities,
whilst 37.7 per cent was invested in bonds.

The return on the GPFN in the first half of
2014 was 9.3 per cent, as measured in Norwegian
kroner. The return on the equity portfolio was
12.2 per cent, whilst the return on the bond port-
folio was 4.5 per cent The Norwegian equity port-
folio delivered a return of 12.6 per cent, whilst the
return on the Nordic equity portfolio was 9.9 per
cent The return on the Norwegian and Nordic
bond portfolios was 4.7 per cent and 3.5 per cent,
respectively. A depreciation of the Norwegian kro-
ne over this period had a positive impact on the
return on the Nordic bond portfolio.

In the first half of 2014, Folketrygdfondet gen-
erated a return on the GPFN that exceeded the
return on the benchmark index stipulated by the
Ministry of Finance by 0.27 percentage point.
Both equity management and bond management
generated a positive excess return. Over the last
three years, the management of the fund generat-
ed an annual gross excess return of 0.03 percent-
age point,, and 0.43 percentage point since 1998,
cf. table 4.2. The annual nominal return over this
period was 7.5 per cent

4.3 Current issues in the management
of the Government Pension Fund

4.3.1 Responsible investment in the Govern-
ment Pension Fund Global

The report on the management of the Govern-
ment Pension Fund in 2013 outlined the plans of
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the Ministry for strengthening responsible in-
vestment in the GPFG, cf. Report No. 19 (2013-
2014) to the Storting. The changes were based on
advice from the Strategy Council for the GPFG. A
majority in the Storting endorsed the strengthen-
ing of responsible investment by, inter alia, modi-
fying the division of responsibilities between the
Ministry of Finance, the Council on Ethics and
Norges Bank with regard to the observation or
exclusion of companies. The Ministry is currently
redrafting relevant governance documents to re-
flect the input from the Storting. It is intended for
the changes to enter into effect as from yearend.
The Ministry will report the changes in the annu-
al report on the Government Pension Fund,
which will be submitted to the Storting in the
spring of 2015.

4.3.2 The expert group on coal and petroleum
investments in the Government Pension
Fund Global

On 4 April 2014, the Ministry of Finance ap-
pointed, in line with the Storting’s petition resolu-
tion of 20 March 2014 (Resolution No. 366 (2013-
2014)) an expert group to evaluate whether the
exclusion of coal and petroleum companies is a
more effective strategy for addressing climate
issues and promoting future change than the ex-
ercise of ownership rights and the exertion of
influence. The expert group shall also advise on
potential exclusion criteria for these types of
companies. The group shall not advise on the
general strategy for responsible investment prac-
tice or other aspects of the management strategy
for the GPFG. The mandate for the group is pub-
lished in its entirety on the Ministry of Finance
website (www.government.no/gpf).

The expert group has held a number of meet-
ings with external stakeholders and researchers,
including a feedback meeting with broad partici-

Table 4.2 Key figures for the Government Pension Fund Norway as at 30 June 2014. Annual data. Percent

Government Pension Fund Norway Last 12 months Last3 Last 5 years Last 10 Since 1
years years January

1998

Nominal return..........cooveevvieeeeeviiinnneee, 21.51 11.20 13.21 8.20 7.49
Inflation .........ooovvveeeeiieecee e 1.94 1.48 1.53 1.86 1.99
Asset management COStS........oovveerveennnnn, 0.09 0.09 0.09 0.07 0.05
Net real rate of return ........cccvvvvveeivennnnns 19.10 9.48 11.41 6.15 5.34
Excess return (gross) ....cooeeveerveeeeneennen. -0.12 0.03 0.33 0.53 0.43

Sources: Folketrygdfondet, Statistics Norway and the Ministry of Finance.
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pation from non-governmental organisations at
the University of Oslo on 18 June 2014.

The recommendations of the expert group
will be presented in November 2014 and will
thereafter be subjected to open discussion. The
recommendations and feedback from the open
discussion will form part of the basis for the re-
port on the management of the Government Pen-
sion Fund in the spring of 2015.

5. Policy measures for
enhancing productivity
and economic efficiency

5.1 Key challenges and focal areas
for the Government

Gross domestic product per capita in Norway
has multiplied several times over in the last 150
years. The same developments have been wit-
nessed in other countries taking part in the in-
dustrial revolution. Wealth has not expanded as
the result of longer working hours, but because
production per hour of work has multiplied sev-
eral times over, cf. Figure 5.1.

The petroleum sector has contributed consid-
erably to growth in the mainland economy over
the last 45 years, but will not provide the same
growth impetus for the mainland economy in
coming years. It is estimated that demand from
the petroleum sector will be halved over the peri-
od until 2030, from the current level of close to 14
per cent of Mainland Norway GDP. This makes it
imperative for those currently supplying this sec-
tor to find new markets and/or refocus their pro-
duction on other types of goods and services.
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The Government’s promotion of a more pro-
ductive economy

The Government is highly committed to im-
proving the use of resources and increasing the
productivity of the Norwegian economy.

The Government has appointed a Productivity
Commission to identify and analyse the causes of
the slowdown in productivity growth since 2005.
The Commission is called upon to submit specific
proposals to strengthen productivity and growth
in the Norwegian economy, in both the private
and the public sector. The Government is ad-
dressing structural policy issues on an ongoing
basis, in parallel with the activities of the Produc-
tivity Commission. The structural policy focus of
the Government may be summarised under the
following five headings:

Public sector reform: Public sector reform
shall promote the most efficient use of society’s
resources. The public sector in Norway is large,
with just over 30 per cent of all employees work-
ing in the public sector. Some major and many
minor steps need to be taken to improve the use
of resources. Improving the efficiency and effec-
tiveness of the public sector is discussed in Chap-
ter 6.

Promoting competition, deregulation and
de-bureaucratisation: The Government will in-
crease growth in the Norwegian economy by pro-
moting competition, deregulation and de-
bureaucratisation. The Government will pave the
way for a free and independent business sector
without special treatment or anti-competitive
agreements, a free flow of goods and services and
free access to markets.

An improved tax system: The main tax poli-
cy objective of the Government is to fund public
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goods and services in the most efficient manner.
The Government will make the tax system sim-
pler and more conducive to growth. Working, sav-
ing and investing shall pay off, and the tax system
shall stimulate more environmentally-friendly be-
haviour. The Government will reduce the overall
tax level to diffuse power, expand economic activi-
ty and provide more freedom for families and indi-
viduals. Further details on the tax proposal for
2015 may be found in the English summary of
Chapter 1 of the bill and draft resolution on taxes.

More focus on outcomes: More focus on
outcomes implies that prioritisations are also
based on what outcomes can be realised. Good
and relevant information is of key importance to
this.

Clear budget priorities: Clear budget priori-
ties are of important to achieve the objective of
delivering the best possible services and the max-
imum welfare for the money spent via govern-
ment budgets. IThe realisation of productivity
gains in the public sector is of key importance in
this regard. Effective and efficient use of re-
sources is about doing the right things and doing
them in the right manner. Consequently, prioriti-
sation is also about curtailing resource inputs in
less important areas.

5.2 Efficiency enhancement measures
in product markets

5.2.1 More competition

Competition policy

The competition policy measures include the
Competition Act for businesses, state aid regula-
tions and regulations on public procurement.
Competition policy is broad in scope and targets
both anti-competitive conduct amongst players in
the business sector and anti-competitive govern-
ment initiatives.

Administrative appeals over the intervention
decisions of the Competition Authority are today
heard by the Ministry of Trade, Industry and
Fisheries. The administrative appeals procedure
of the Ministry does not allow for political consid-
erations, but it is nonetheless a challenge that the
proceedings may be perceived as politically influ-
enced. The Government will strengthen the Com-
petition Authority as an independent government
body and abolish the role of the Government as
an administrative appeal body for the Competition
Authority. A government appointed committee is
examining the organisation of a new, independent
appeals tribunal for competition matters, which is
intended to be established from 1 January 2016.
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Network industries

Power grid: Power exchange with other coun-
tries serves to strengthen the security of supply
and improve the utilisation of power resources. A
new link to Denmark is under construction, and
Statnett has applied for a licence to facilitate pow-
er exchange with Germany and the United King-
dom. The cost of constructing and operating such
links needs to be balanced against the benefits
from expanded exchange.

Railways: The Government wants to make the
transport sector more efficient and economically
profitable via organisational and structural im-
provements to the railway sector. The Govern-
ment has embarked on a reform of the railway
sector to bring about an appropriate management
structure, a commercial organisational structure
and clear objectives.

Airports: Norway has 52 airports with sched-
uled civil air traffic operations. The government-
owned limited company Avinor is responsible for
46 airports, which account for the majority of pas-
senger traffic in Norway. In June 2014, Avinor
reorganised its air safety division into a wholly-
owned subsidiary, Avinor flysikring AS. Such re-
organisation facilitates the future exposure of air
safety to competition.

Post: At present, Posten Norge AS has a mo-
nopoly on the distribution of sealed letters weigh-
ing less than 50 grams. The Government will in-
corporate the EU’s Third Postal Directive into
Norwegian law and abolish the monopoly. The
Ministry of Transport and Communications is
currently preparing a draft new Postal Services
Act.

Neutral value added tax for central govern-
ment and health trusts

The central government sector falls predomi-
nantly outside the scope of the value added tax
system. The Government proposes the introduc-
tion of an arrangement under which value added
tax is accounted for on a net basis by central gov-
ernment bodies as from 1 January 2015. This will
result in value added tax no longer being record-
ed as a cost to such government bodies, thus put-
ting an end to the current competitive disad-
vantage of private players. In addition, this facili-
ties more efficient resource use on the part of
central government, since value added tax will no
longer prevent the cheapest offer from being ac-
cepted. Moreover, the Government is examining
an arrangement to neutralise value added tax for
health trusts.

5.2.2 Deregulation and de-bureaucratisation

The Government wants to simplify everyday
life for ordinary businesses and people. Renew-
ing, simplifying and improving the public sector
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are important aspects of this. The objective is to
increase freedom in everyday life and to simplify
interaction between the public sector and the
population by way of simpler rules, less bureau-
cracy and more active use of ICT.

Simplifications for the business sector

The Government aims for the costs incurred
by businesses in complying with government-
imposed reporting requirements and regulations
to be reduced by NOK 15 billion by yearend
2017, relative to the level of such costs in 2011.
This will represent a 25 per cent reduction. The
Government proposes the establishment of an
independent regulation council to examine new
proposed regulations and issue advisory state-
ments. The council shall assess whether the im-
plications of new regulations for the business
sector have been adequately examined, as well as
whether the regulations are drafted such as to
realise the objective of a relatively low adminis-
trative cost to the business sector.

Altinn is an Internet portal providing infor-
mation on starting and running a business in
Norway, and is the point of access for digital ser-
vices from the public sector. The infrastructure
can provide services for both the business sector
and private individuals. The Tax Administration,
the Norwegian Labour and Welfare Administra-
tion and Statistics Norway have initiated pilot
testing of a scheme for simplifying employment
reporting for employers, offering potential annual
savings of NOK 500 million for the business sec-
tor. The Bronneysund Register Centre has also
embarked on the development of a service for
the electronic incorporation of limited compa-
nies, completion of which is planned for 2015.
Altinn will thereby provide digital services from
the start to the end of the lifecycle of a business,
on one platform.

The report of the Simplification Committee
was circulated for comments by the Ministry of
Trade, Industry and Fisheries in June 2014. The
report presents a proposal for new Norwegian
public procurement regulations for those pro-
curements falling outside the scope of the EU
Procurement Directive. It is intended that the
new regulations will enter into effect on
1 January 2016.

This year’s Agricultural Settlement involves
measures to expand the scope for individual solu-
tions at the farm level and to increase the
farmer’s control of his or her own property. The
objective is for such solutions to be determined
by the resources available locally and the exper-
tise and interests of farmers, rather than govern-
ment restrictions and complex subsidy schemes.

Measured productivity developments in the
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building and construction industry have been weak
over the last 15-20 years. Productivity declined
over the period from 1995 to 2005, but has in-
creased somewhat in the last few years. These
developments may be caused by various structur-
al characteristics of the industry and the frame-
work within which it operates. The Government
has proposed a number of measures to simplify
and improve the efficiency of planning and build-
ing permit processes, including a permit exemp-
tion for carports and similar buildings, abolishing
the right of neighbours to object about matters
previously resolved during the planning and
building permit process, and stricter time limits
for the completion of such processes. In addition,
it is proposed that new area requirements and
access requirements for homes be eased to make
it easier to build homes with a good layout. The
objectives are less bureaucracy, more equal treat-
ment and more predictable processes.

Simplifications for the population

Although Norway has a well-functioning public
sector, encounters with government bodies can
be time consuming and complex. The Govern-
ment is therefore strongly committed to improv-
ing services and speeding up administrative pro-
cedures, and a key objective is to eliminate unnec-
essary time use for people. Simplification of laws
and regulations also makes it easier for people to
understand and observe the rules. This may re-
duce the amount of resources devoted to regula-
tory compliance. Another form of simplification is
to promote simpler language in letters and forms
issued by government bodies, as well as in laws
and regulations.

5.2.3 Government ownership

The State holds major ownership interests in
Norway, and the ministries manage government
ownership stakes in about 70 companies. The
Government holds the facilitation of diverse and
value-enhancing ownership and the strengthening
of private ownership to be key features of its focus
on improving Norwegian competitiveness. The
Government is of the view that private ownership
should be the main rule within the Norwegian
business sector, and the objective over time is to
reduce direct government ownership stakes in
companies in which there are no special reasons
for the State to retain holdings. The Government
has therefore embarked on preparations for a
gradual reduction in direct government owner-
ship interests. At the same time the Government
believes that there are sound reasons for the State
to hold ownership stakes in certain companies.
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5.2.4 Innovation polic . . .
poricy review of the organisation of Innovation Norway

Inno_vat1on can enhance the competitiveness of with a view to achieve more effective operations
the business sector via new or improved products and governance, an efficient office structure and
and processes, or via organisations that work bet- a higher degree of goal attainment.

ter and compete in new markets. Innovation is
knowledge-intensive and is often based on re- .
search and development (R&D). In 2011, govern- 5.3 Stateaid

ment-funded R&D accounted for about 47 per Government measures that give financial ad-
cent of total R&D expenditure. The budget pro- vantages to a business or a group of businesses
posal of the Government allocates about NOK may be defined as state aid. State aid may take
32.4 billion to research and development in 2015, many forms, from straightforward grants to pro-
including the Skattefunn R&D tax incentive tection from international competition. The state
scheme. This is estimated to represent an in- aid calculations of the Ministry of Finance in-
crease of about NOK 2.3 billion from 2014; corre- clude subsidy schemes on the expenditure side
sponding to an increase of 4.2 per cent in real of the fiscal budget, i.e. grants, loans or guaran-
terms. tees granted on preferential terms, as well as the

In Norway, most of the innovation policy lack of a required rate of return for government-
measures at the enterprise level are under the held ownership stakes. The net costs associated
administration of Innovation Norway. The Minis- with preferential tax rules for certain parts of the
try of Trade, Industry and Fisheries has initiated a business sector (tax expenditure) are not classi-

Table 5.1 breaks down total budgetary state aid by recipient industry. Agricultural aid accounted for two
thirds of total state aid on the expenditure side of the budget in 2013. Most of the budgetary aid for agri-
culture is channelled through the Agricultural Agreement.

Budgetary state aid by object. Net costs. NOK million at 2013 prices!

Object 2003 2008 2012 2013 Estimate 2014
Horizontal @id" ......................... 3.4 3.7 5.2 43 5.0
Of which:
R&D® ..o, 0.7 1.2 1.2 1.3 1.3
Regional® ........ccccoovvvverinn. 1.5 1.5 1.4 1.4 1.2
SME’ ... 0.4 0.4 0.5 0.5 0.4
Environment and energy......... 0.4 0.5 1.8 1.0 1.7
Industry-specific aid’............ 20.2 18.3 18.1 18.0 18.0
Of which:
Agriculture.........cccceeeveeeeenennne. 16.8 14.4 14.8 14.8 14.9
Fisheries and aquaculture ....... 0.2 0.2 0.1 0.1 0.1
Shipbuilding” .........ccccoveeene.. 1.1 0.3 0.2 0.1 0.1
Shipping......ccceveevevververiianenns 0.9 2.1 1.7 1.7 1.7
Total .ooeevveiieiiieeieee 23.7 22.0 234 22.3 23.1

1 Deflated by annual inflation for the gross domestic product of Mainland Norway.

2 Includes aid for certain labour market measures (aid for intra-enterprise training and a portion of aid for temporary train-
ing positions).

3 Only includes aid for projects in which business-sector players are direct contracting parties, i.e. direct research aid at the
enterprise level. Central government investments in the technology centre at Mongstad or planning expenditure relating
to a full-scale facility are not included.

4 Includes aid for various regional development measures. Part of such aid is recorded for fiscal account purposes when
transferred to the aid administrator.

5 Includes, inter alia, disbursements from Innovation Norway’s country-wide development grants, guidance, entrepreneur
grants, export program for small and medium-sized enterprises, as well as the seed capital funds.

6 Includes, inter alia, disbursements from the specific appropriations for project-oriented technology development within
the petroleum sector.

7 Includes a portion of the government shortfall from the clearing account relating to the aid scheme for capital goods ex-
ports (the 108 scheme).

Source: Ministry of Finance.
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fied as budgetary state aid. Industry-specific aid,
regional aid and research aid at the enterprise
level are all considerably higher when aid in the
form of tax relief is taken into account.

Total state aid on the expenditure side of the
budget was NOK 22.3 billion in 2013. Since 2005,
budgetary state aid has increased by about NOK
1.3 billion in real terms. State aid measured as a
portion of gross domestic product was 0.74 per
cent in 2013.

State aid may also be granted in the form of
schemes that are neither reflected on the ex-
penditure side of the fiscal budget, nor classified
as tax expenditure. Such aid may involve shelter-
ing from international competition, licensing
rules that increase barriers to entry within an
industry or other regulations that confer ad-
vantages on specific businesses.

5.4 Policies for efficient use of labour

The Government wants a secure and flexible
labour market that ensures high employment
and low unemployment. A well-functioning la-
bour market and a high skill level enable as
many people as possible to realise their potential
and enable businesses to get access to the
knowhow they need. The scope for expanding
total employment is limited by a large portion of
the working-age population drawing various
health-related benefits, as well as by the work
effort, as measured in hours, not being particular-
ly high in Norway. In order to ensure a large and
efficient labour force, the regulatory framework,
including tax and social security schemes, needs
to be designed to make work profitable.

At the end of the first half of 2014, about 18
per cent of the working-age population was regis-
tered as recipients of health-related social securi-
ty benefits. This share has remained fairly stable
since the early 2000s, but there have been major
differences in terms of gender and age group.
Health-related benefits are received by a much
larger number of older people than younger peo-
ple. However, in recent years the disability rate
has declined for those over the age of 50 years,
whilst it has increased for those below the age of
50 years. If work assessment allowance recipi-
ents are included, the increase has been especial-
ly high for the youngest age groups.

Bringing sickness absences down, require a
close cooperation between the social partners
and the Government. The Inclusive Working Life
Agreement (IA Agreement) was extended for
another four-year period this spring. The over-
arching objectives and measures remain un-
changed, including the goal of reducing sickness
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absence by 20 per cent relative to the second
quarter of 2001. The Government is now propos-
ing two additional measures to reduce sickness
absence; support for physicians (diagnose-based
sickness benefit caps) and trials involving a new
medical assessment after six months of sickness
absence.

The Government intends to submit a report to
the Parliament (Storting) this autumn on strate-
gies to enable more people to participate in ordi-
nary working life. Moreover, the Government has
announced a number of knowledge and skill initi-
atives, inter alia in line with recommendations in a
report from the OECD recently. The Government
is also proposing some specific measures that will
strengthen work incentives in particular for vul-
nerable groups The budget proposal includes
changes to the child supplement under the disa-
bility benefit scheme, abolition of the holiday al-
lowance supplement for unemployment benefit
recipients and a reduction in the maximum period
for the payment of transitional benefits.

The Government is examining the regulatory
framework governing working life, with a focus
on simplification and increased flexibility. An ex-
pert committee shall review the operations of the
Norwegian Labour and Welfare Administration
over the course of the year. The objective is to
make this service more transparent and user
friendly, as well as to cut back on unnecessary
bureaucracy. New regulations on the simplifica-
tion of transitional and follow-up measures will
enter into effect from 2015. This regulatory
amendment will allow for increased competition
in offering labour market measures.

Amendments to the provisions governing, in-
ter alia, working hours in the Working Environ-
ment Act are circulated for comment. It is pro-
posed that the provisions governing temporary
employment, especially in the private and munici-
pal sectors, be liberalised somewhat. Moreover,
the Government has recently appointed a commit-
tee to examine working hours. The committee
shall study different ways of organising work, as
well as both statutory and contractual regulations.
The Productivity Commission is also addressing
these issues.

In Norway, labour market measures have long
been used to reduce passivity and exclusion
amongst the unemployed. The labour market
measures are partly targeted at jobseekers, and
partly at people with a reduced capacity for work.
In 2015, the Government proposes on average
12,000 measures will be provided for jobseekers
and 56,700 for people with an impaired work ca-

pacity.
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6 Efficient and effective
government

6.1 Norway’s public sector

In Norway, the public sector fulfils a number
of functions that in many other countries are the
responsibilities of families or private institutions.
This way of organising society gives Norway a
large public sector. The state receives considera-
ble revenues from the petroleum sector, and the
general tax level is high compared with most oth-
er countries. The Government will manage the
taxpayer’s money carefully. This implies that the
public sector must be efficient and effective. Re-
sults must be reviewed openly and frankly. Re-
sources must be channelled to the most important
tasks and to those measures that prove to work
best.

Total general government outlays are estimat-
ed at around NOK 1,500 billion in 2015. This cor-
responds to around 59 per cent of mainland GDP.
General government consumption corresponds to
28 per cent of mainland GDP and 22 per cent of
total GDP. This is high compared both to the
OECD average and the EU average, cf. Figure
6.1. Around 30 per cent of all employees work for
the government, which is the highest share in any
OECD country, cf. Box 6.1. The size of Norway’s
public sector underscores the importance of en-
suring that the resources it deploys are used as
efficiently as possible.

A well-organised public sector is also im-
portant for trust in government. The share of citi-
zens that have confidence in the government is
high in Norway, cf. Figure 6.1. In Government at a
Glance 2013, the OECD points out that high trust
in government may make it easier to mobilise
support for necessary reforms, particularly where
short-term sacrifices are involved and long-term
gains might be less tangible.

6.2 Structural reforms in the central
government

The need for better overall management of the
public administration constituted the backdrop to
the creation of the Ministry of Local Government
and Modernisation from January 2014, with re-
sponsibility for both the central and local govern-
ment administration. A unified ministry for central
and local government administration provides a
better basis for the coordination of central govern-
ment policy implementation.

The Government has recently presented a re-
form to modernise the administration of divect and
indirect taxes, and enhance its efficiency. The ad-
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ministration of excise duties and value added tax
on imports shall be transferred from the Customs
and Excise Administration to the Tax Administra-
tion. The Norwegian National Collection Agency
will, at the same time, be incorporated into the
Tax Administration. It is also proposed that tax
collection be transferred from the municipal tax
collectors to the Tax Administration. Conse-
quently, responsibility for assessing, collecting
and checking direct and indirect taxes will be
unified in one government body, whilst a recon-
stituted customs administration will be enabled
to focus on its core duties. This can over time
reduce the number of employees by 400-500 man-
years and generate considerable savings. The
objective is, at the same time, improved legal
safeguards and simplification for the population
and the business sector.

The NOU 2013: 9 Green Paper; One Police
Service — Prepared to Face Future Challenges (the
Police Assessment), identifies developments in
society that will subject a good police service to
new requirements, whilst efficient execution of
the core police duties necessitates a high level of
specialisation, professional expertise, training
and development in all parts of the police service.
The committee proposed a structural and qualita-
tive reform. The structural reform encompasses
proposed changes to the portfolio of duties as-
signed to the police, as well as a new structure
for the organisation of the police. The Govern-
ment will revert to the Storting on the follow-up
of this reform, including, inter alia, a new police
district structure. The National Police Directorate
is following up on the quality reform. It is intend-
ed to pave the way for improved management
and operation of the police service, as well as in-
creased quality in the delivery of police services.
The Directorate is in the process of developing a
unified structure for improved management and
operation of the police service, with a view to as-
suming, inter alia, a more prominent role in
change, service delivery and professional devel-
opment within the police service.

The current university college and university
structure is not in tune with the Government’s
ambition for Norway to be a leading knowledge
nation contributing to the solution of global chal-
lenges. The Government will in 2015 submit a
report to the Storting on structural changes to
the university college and university sector.
These changes shall provide a good framework
for higher quality in education and research, by
paving the way for more high-profile institutions,
robust centres of expertise and a cost-effective
sector.

A partly performance-based system for the
Sunding of the university college and university sec-
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A. General government employment. Per cent of total employment. 2011
35

30 -

25 -

20 -

15 -

10 -

5 .

30

e2I0Y]
ueder

929319

02IX3\

allud

puejeaz maN
puelazyMS
puejod
Auewis
elsny

Aoyun]

|ebnuod
spuepayeN
oligndey yoez)
ol|gnday 3eno|S
uiedg

Aey

vsn

[elol - 030
e|lessny
BIUBAO|S

|oels|

puejal|

wniBbjeg
epeue)
Banogquiexn
wopbury payun
e|uojs3y
Aebuny
aouel4

puejul4
uspamsg
yewusq
AemioN

35
- 30
- 25
- 20
- 15
- 10
-5
-0

B. General government consumption expenditure. Per cent of GDP. Average 2010-2012
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Figur 6.1 The size of the public sector and citizens’ trust in government

Source: OECD.
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Boks 6.1 Public sector employment

Public sector employment as a portion of total em-
ployment increased steeply from 1970 until about 1990,
cf. Figure 6.2A. This has to do with, inter alia, the expan-
sion of the Norwegian welfare state and the introduction
of welfare schemes in step with the phase-in of oil reve-
nues into the economy. The increased need for manpow-
er was to a large extent met by growth in female labour
force participation. Since the early 1990s, public sector
employment has increased more or less in line with pri-
vate sector employment.

Expansion of the health and care sector has been a
particularly important driver behind the increase in pub-
lic sector employment, and growth within this area has
continued also after 1990. The health and care sector has
increased its share of total employment from 15 to 20 per
cent over the last 25 years. Demand for health, care and
education services will depend on the size and composi-
tion of the population. However, calculations show that
population developments only explain about one third of
the health and care sector growth since 1990. Most of the
growth is caused by ever more extensive services being
provided to ever larger groups of the population (higher
standard and expanded coverage).

The StatRes database enables central government
employment developments to be traced in more detail for
the years after 2006. Central government employment
increased by about 36,000 man-years from 2006 until
2013 according to the StatRes figures. About two thirds of
this growth took place within health, care, defence and
public order, cf. Figure 6.2B. Close to half of central gov-
ernment employees worked in the health and care sector
in 2013, just over 20 per cent within defence, public order
and security, and well below 10 per cent in administration
etc. There is, according to ILO figures, fairly limited vari-
ation between countries in the portion of the working
population employed in public administration, defence
and mandatory social insurance. In 2012, the percentage
of the working population employed in public administra-
tion was about the same in Norway as in the euro zone.

The central public administration (ministries, direc-
torates, inspectorates, etc.) had just over 22,000 employ-
ees as of 1 March 2014, according to the State Central
Register of Government Employees. This represents an
increase of close to 4,000 persons from the same date in
2006. The directorates have grown the most over this
period, cf. Figure 6.2C, which shows the developments in
selected parts of the central public administration. This
has partly to do with the reassignment of duties from
ministries to directorates. The fastest growing central
government bodies include, inter alia, the Norwegian
Directorate of Immigration, the Norwegian Directorate of
Health and the Norwegian Institute of Public Health.

New technology opens opportunities for a more effi-
cient central public administration. This is illustrated by
the reorganisation of the Customs and Excise Admin-
istration and the Tax Administration, which over time
may lead to a reduction in the number of employees by
400-500 man-years and generate considerable savings. A
de-bureaucratisation and efficiency enhancement reform
is carried out to provide incentives for more efficient cen-
tral government operations and allow scope for prioritisa-
tions.

Public sector employment

A. Employees in the public sector and selected
sub-sectors as a portion of total employment.
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tor was introduced as part of the Quality Reform
of 2003. This funding system has, together with
other policy measures, contributed to the realisa-
tion of many of the reform objectives. There is
nonetheless a need for examining whether the
funding of these institutions makes enough of a
contribution to high quality in education and re-
search. The Government has ambitious goals for
higher education and research, and funding is
one of the key tools for the attainment of these
goals. The Government has appointed a public
committee to present assessments and specific
recommendations as to how public and private
university colleges and universities should be
funded in future to realise the objectives for this
sector. The committee shall submit its final re-
port by yearend 2014.

An efficient transport system will strengthen
the competitiveness of the business sector. The
Government is currently in the process of, inter
alia, simplifying the planning of new road con-
struction and establishing a development compa-
ny for constructing more roads in a more inte-
grated manner.

6.3 More competition

Competition between providers is a key driver
for efficiency enhancement in the private sector.
The Government wishes to facilitate the use of
competition as a tool for promoting efficient re-
source use in the public sector.

The Government will introduce free treatment
choice within the specialist health service. This
represents an expansion of the right of patients
to choose their treatment provider, and expands
the scope of private businesses for providing
their services. A proposal for free treatment
choice was circulated for consultation in June
2014, and the Government intends to introduce
the reform during the course of 2015.

The Government will also facilitate more com-
petition in the transport and communications sec-
tors. Important measures are a new Postal Ser-
vices Act, which scales back the monopoly of
Norway Post on certain postal services, railway
reform, and the ongoing work on assessing the
possibilities for air safety service competition.

The Government also proposes the introduc-
tion of an arrangement under which value added
tax is accounted for on a net basis by central gov-
ernment bodies as from 2015. This will result in
value added tax no longer been recorded as a
cost to such government bodies, thus putting an
end to the current competitive disadvantage of
private players. This facilitates more efficient re-
source use on the part of central government,
since value added tax will no longer prevent the
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cheapest alternative from being chosen. In addi-
tion, central government bodies are exposed to
increased competition from private providers. The
proposals for increased competition in the
transport and communications sectors, as well as
value added tax accounting on a net basis, are
discussed in more detail in Chapter 5.2.

6.4 More focus on outcomes

6.4.1 Knowledge gathering and utilisation

The Government will attach more weight to
outcomes than to the amount of appropriations for
various causes. This requires a solid basis for de-
cision-making and thorough pre-implementation
studies and reports, good management and con-
trol during implementation, and robust post-
implementation evaluation to establish what
worked. Knowledge about the public sector is
available from numerous sources including, inter
alia, performance reporting from government di-
rectorates, agencies and other entities, as well as
research and reports from universities and re-
search institutes. The Statistics Norway systems
KOSTRA and StatRes are important tools for shed-
ding light on public sector performance and ex-
penditure.

6.4.2 Thorough pre-implementation studies
and reports

Central government initiatives shall be well
founded and thought through. Good and relevant
information is of key importance in this regard.
Incomplete or inadequate pre-implementation
studies and reports may result in initiatives hav-
ing unintended consequences, involving cost
overruns or failing to deliver the desired effect.
Good methods for evaluating the actual effect of
reforms and government policies are important,
and new initiatives need to pay heed to past expe-
rience. Various alternatives should be examined
before decisions are made in important cases, and
in some cases it is preferable to try out different
solutions, cf. the below discussion of evaluations.

A study by the Agency for Public Management
and eGovernment (Difi) has demonstrated that
compliance with the current Instructions for Offi-
cial Studies and Reports from 2005 has been inad-
equate. The Instructions for Official Studies and
Reports are now being reviewed and revised with
a view to improving the basis for decision-making.
Such review also includes an assessment of how
to ensure improved compliance with the Instruc-
tions.

Furthermore, the Government will consider
the establishment of a function relating to the
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quality assurance/quality control of the documen-
tation prepared as a basis for decision-making, for
example in the form of an independent public sec-
tor efficiency and effectiveness unit charged with
examining, inter alia, cost-benefit analyses in vari-
ous fields. This is considered in the context of the
proposal for the establishment of a regulation
council to examine the burdens imposed on the
business sector by new proposed regulations.

Economic analyses provide a basis for ranking
and prioritising various government initiatives,
thus enabling society’s resources to be used more
efficiently and effectively. The Office of the Audi-
tor General and Difi have highlighted the need for
improving the quality of economic analyses. The
Ministry of Finance has prepared a new circular
on how to conduct economic analyses and other
economic studies of central government initia-
tives. This is supplemented by a new cross-
sectoral guide from the Norwegian Government
Agency for Financial Management (DF@), which
can be used in the examination of all types of gov-
ernment initiatives.

The quality assurance regime for large central
government projects encompasses all central gov-
ernment projects in excess of NOK 750 million.
The regime is based on two milestones, upon
which external consultancy firms review the docu-
mentation prepared as a basis for decision-
making, normally by a ministry or an underlying
agency. At the first milestone; QA1, the purpose is
to establish a basis for choosing which concept
(project alternative) merits the preparation of a
detailed plan. Key elements are a needs analysis,
a feasibility study and an economic analysis of
relevant concepts. The second milestone; QAZ2,
involves quality assurance of the extent to which a
project is ready for a final implementation deci-
sion. QA2 is carried out before presenting any
initial appropriation and cost budget proposal to
the Storting. Key elements of QA2 are assess-
ments of uncertainty, cost estimates and contract
strategy. The Ministry of Finance intends to con-
clude a new framework agreement on external
quality assurance with effect from 2015.

6.4.3 Performance evaluation and reporting

It is often difficult to know whether or not a
public sector reform has a positive effect, and how
strong any such effect is. More strategic and sys-
tematic use of evaluations may improve decision-
making and identify potential improvements.

DF@ provides guidance and support for cen-
tral government bodies in their development of
good evaluation practices. Methods and tools for
measuring and evaluating goal attainment and
performance, both during and after implementa-
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tion, need to be tailored to each activity/
initiative. The Evaluation Portal has been created
to gather all central government evaluations and
make these readily available to ministries, agen-
cies and the general public.

The Government believes that reforms should
be planned with a view to also ensuring that les-
sons can be drawn from them. The Government
will, for example, initiate trials involving a new
medical assessment after six months of sickness
absence, with a view to establishing whether this
may serve to reduce sickness absence. Research
expertise will be mobilised, both to assist in de-
signing such trials and to evaluate these retro-
spectively.

6.5 Clear budget priorities

It must be assumed that the public sector, like
the business sector, offers a potential for produc-
tivity growth over time. Such a potential is more
readily realised when the public administration is
faced with a clear requirement for more efficient
operations. A de-bureaucratisation and efficiency
enhancement reform is carried out to provide
incentives for more efficient central government
operations and allow scope for prioritisations.
Part of the gains from reduced bureaucracy and
more effective spending of money are transferred
to society in the annual budgets. The expenditure
reduction needs to form part of a planned process
in order for permanent savings to be realised.
The said transfer is therefore introduced as a per-
manent feature of the budgetary process. The
savings are put at 0.5 per cent per year. This is
less than is recouped in a corresponding manner
in Denmark and Sweden. A saving of 0.5 per cent
on central government operational budget items
will deliver savings of NOK 1.4 billion in the
budget for 2015. The proposal for an annual ar-
rangement to recoup gains from the more effi-
cient operation of the central government admin-
istration is in line with recommendations from
the OECD.

6.6 The local government reform and
ongoing local government devel-
opment efforts

6.6.1 The local government reform

It is now fifty years since the last major
change in the local government structure. More
duties and responsibilities have been assigned to
local government over this period. Population
patterns have changed over these years as well. If
we look at the last 30 years, the largest municipal-
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ities, in particular, have seen their populations
grow, whilst many small municipalities have reg-
istered a population decline. The share of the
population above the age of 67 years has in-
creased in the smallest municipalities, whilst it
has declined in the very largest municipalities.
The proportion of older people will increase over
the coming years, and population growth, espe-
cially in central urban areas, is expected to re-
main high.

On 3 January 2014, the Ministry of Local Gov-
ernment and Modernisation appointed an expert
committee to examine criteria for a good local
government structure. The committee made
three main recommendations in a sub-report sub-
mitted on 31 March 2014. Firstly, a municipality
should have a population of at least 15,000-20,000
to ensure that duties are performed well. Profes-
sional resources in the smallest municipalities
need to be strengthened in order to achieve an
adequate and consistent quality of services. Sec-
ondly, the committee recommended that the lo-
cal government structure become more aligned
with functional development areas in society.
Thirdly, the committee recommended to cut
back on detailed central government controls,
and that good political participation solutions be
developed to ensure vigorous and effective demo-
cratic arenas.

The local government reform shall facilitate
the consolidation of municipalities. Sustainable
and financially robust municipalities can deliver
more efficient resource use within the applicable
financial framework. The reform will offer scope
for more efficient administration and manage-
ment, and can free up resources to strengthen
the performance of the core duties of local gov-
ernment. More professional administration and
management may also pave the way for innova-
tion in the provision of services.

Central government has a responsibility for
enabling local government to have sufficient free-
dom of action to make necessary adaptations in
service production to match local circumstances
and needs, in order for the benefits from decen-
tralisation to be realised. Fewer and larger mu-
nicipalities, with generally high capacity and
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knowhow, will be in a position to implement a wel-
fare policy in conformity with national objectives.
The need for detailed central government inter-
vention may therefore be reduced. A modified
local government structure with larger municipali-
ties will facilitate the transfer of more duties from
regional government, county governors and cen-
tral government in general. This may strengthen
municipal administrations as important locally-
based democratic bodies for their local popula-
tions.

6.6.2 Ongoing development efforts

Local government holds principal responsibil-
ity for welfare services like schools and kindergar-
tens, nursing and care services and social ser-
vices, as well as for certain technical services. The
local government sector is predominantly funded
by general appropriations, and about three
fourths of its revenues are unrestricted revenues.
The unrestricted revenues are in the form of tax
revenues and general appropriations. Funding by
general appropriations implies that local govern-
ment retains the entire gain from its own efficien-
cy enhancement measures. This entails strong
incentives for cost control and efficient resource
use. Funding by general appropriations is also
less administratively challenging for both central
and local government than using earmarked ap-
propriations.

Tax revenues account for about 40 per cent of
local government revenues. Tax revenues collect-
ed from the population and business sector in the
relevant municipality highlight the link between
local government revenues and local government
services. The Government wants local govern-
ment to retain more of the tax revenues than at
present. The Government has announced that it
will present a comprehensive review of the local
government revenue system in the local govern-
ment proposition for 2017, in the spring of 2016.
All the elements in the revenue system shall be
addressed in that context. The Government has
also announced that it will consider various mod-
els for rechanneling part of the corporation tax
back to local government and report on this in the
local government proposition for 2016.
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Appendix 1

Norway's fiscal framework

Norway’s petroleum industry presents particu-
lar challenges for fiscal policy in ensuring a stable
economic development. The public revenues from
petroleum are large, vary considerably from year
to year, and will be depleted over time. Many
countries have found that temporary large reve-
nues from natural resource exploitation produce
relatively short-lived booms that are followed by
difficult adjustments as production and revenues
diminish. Moreover, income from non-renewable
resources like oil and gas should also benefit fu-
ture generations.

The Government Pension Fund Global and the
fiscal rule for the use of oil revenue address these
challenges, and are designed to support a stable
development of the Norwegian economy in both
the short and long term. The Government Pen-
sion Fund Act stipulates the transfer of the State’s
net cash flow from the petroleum industry to the
Government Pension Fund Global. The fiscal rule
specifies that the transfers from the Fund to the
central government budget shall, over time, re-
flect the expected real return on the Fund, which
is estimated at 4 per cent. This framework delinks
the earning and use of petroleum revenue, reduc-
ing the costs of future restructuring and the risk
of a sharp decline in industries exposed to inter-
national competition.

The fiscal rule was presented in the White Pa-
per Guidelines for Economic Policy (Report No.
29 (2000-2001) to the Storting), and received the
support of a broad parliamentary majority. The
White Paper pointed out that the question was not
whether more petroleum revenue should be used
in public budgets, but rather when and how
quickly this should happen. The fiscal rule envis-
ages a gradual increase in the use of this revenue,
but also ensures that it will benefit future genera-
tions.

The fiscal rule is a long-term guide for the use
of the money in the Government Pension Fund
Global. It also puts emphasis on evening out eco-
nomic fluctuations to contribute to good capacity
utilisation and low unemployment. Several mecha-
nisms have an effect in this regard.

The fiscal rule allows automatic stabilisers to
play out fully. Accordingly, the yearly use of petro-
leum revenue is measured using the structural
non-oil deficit, not the actual non-oil deficit. The

structural non-oil deficit is corrected for fluctua-
tions in the business cycle and other temporary
changes in public expenditure and income. This
means that the transfers from the Fund to the
budget may be higher than the expected return
on the Fund during a downturn, and lower during
an upturn. The automatic stabilisers in the budg-
et are estimated to be stronger in Norway than in
many other countries due to Norway’s well-
developed welfare systems.

The spending rule also allows budget policy to
be used actively to stabilise production and em-
ployment. However, experience indicates that
fiscal policy has a limited capacity for fine-tuning
of the business cycle. Since 2001, monetary poli-
cy has been the first line of defence in the poli-
cies for economic stabilisation.

Together, the fiscal rule and the Government
Pension Fund Global comprise a fiscal frame-
work that insulates the fiscal budget from fluctua-
tions in petroleum revenue, stemming either
from volatile oil and gas prices or from changing
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production or investments in the petroleum sec-
tor. Through the Fund, a large proportion of the
State’s oil and gas income is invested in other
countries. Investing foreign exchange earnings
abroad protects the krone against the large, vary-
ing foreign exchange earnings generated by the
petroleum industry. The fiscal policy framework
thus supports Norway’s monetary policy, and
lays a foundation for more stable expectations in
the currency market.

Following a decline in the second half of the
1990s, the use of petroleum revenue has in-
creased again since 2001; see figure A.1. Never-
theless, measured as a share of trend-GDP for
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Mainland Norway, the level is not higher now
than in the 1980s and early 1990s. The figure also
shows how the spending rule helps Norway to
convert substantial, yet temporary and fluctuating
income from the petroleum industry into more
stable spending over public budgets. Norway has
managed the most intensive harvesting phase
fairly successfully. The contribution of Fund re-
turns to the national budget as a proportion of
mainland GDP is expected to increase slightly
over the next 10-15 years. The proportion will
then fall gradually as flows into the Fund diminish
and the mainland economy continues to grow.
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Appendix 2

Calculation of the structural, non-oil budget balance

The total public budget surplus can vary con-
siderably from year to year without this being
the result of changes in budget policy. In order
to form the best possible impression, of the un-
derlying fiscal stance, it is appropriate to exam-
ine the development of the budget balance ex-
cluding petroleum related revenues and ex-
penditures. It is also appropriate to correct for
factors such as the effects of economic fluctua-
tions on direct and indirect taxes and unemploy-
ment benefit.

Since the National Budget of 1987, the Minis-
try of Finance has used the change in the struc-
tural, non-oil budget balance as an indicator of the
fiscal stance. In addition, with the introduction of
the fiscal rule in 2001, the level of the structural,
non-oil deficit has become a measure of the un-
derlying use of petroleum revenues over the fiscal
budget. It is this deficit measure that over time
shall equal the expected real return on the Gov-
ernment Pension Fund Global.

Automatic stabilisers are allowed to operate
fully when the fiscal stance is measured against
the structural, non-oil deficit. This benchmark
also helps maintain net public wealth over the
business cycle. Structural budget balance indi-
cators also play a key role in the fiscal policy
frameworks of a number of other countries, in-
cluding the EU countries.

The non-oil budget deficit excludes revenues
and expenditures linked to petroleum activities.
The following adjustments are made to get from
the non-oil budget deficit to the structural, non-oil
budget deficit:

— The deviations of various tax revenues from
trend levels are calculated and corrected for.
Moreover, the cyclical component of unem-
ployment benefits is taken into account. The
estimated adjustments for 2014 and 2015 in
Table A.1 reflect the fact that tax revenues
from the Mainland economy are estimated to
be somewhat below trend.

— The difference between the actual levels and
the estimated normal levels of interest rates
and transfers from the central bank (Norges
Bank) is adjusted for. As part of the strength-
ening of the equity of Norges Bank, no capital
was transferred from the Bank to the fiscal
budget for a period from 2002 onwards. This is
about to change in 2015. An adjustment for the

discontinuation of Folketrygdfondet’s manda-
tory deposits with the State from 2007 on-
wards has the opposite effect.

— Adjustments are made for accounting changes
and for changes to the distribution of func-
tions between central and local government
that do not affect the underlying budget bal-
ance developments. The adjustment for 2015
relates to the introduction of the new disability
pension scheme, where benefits as from 2015
are taxed as wages.

The classification of public revenues and ex-
penditure into a cyclical and a structural part
cannot be based on direct observations, but
needs to be estimated on the basis of analyses
of accounting figures, economic statistics and
projections for coming years. The distinction
between cyclical and structural changes is usu-
ally made on the basis of estimated trend levels
for the relevant variables. The findings may be
influenced by economic developments, and are
subject to revision even after the national ac-
counts for each year have been finalised.

The calculation of structural direct and indi-
rect taxes is based on data on actual revenues
recognised in the central government accounts,
as well as forecasts for the projection period.
The calculations also include taxes on income
and wealth payable to municipalities, and es-
sentially cover the period 1960-2013, extended
to 2025 using forecasts. The projection period
is based on the Ministry of Finance’s medium-
term projections and the continuation of the
proposed tax programme for 2015. The as-
sumptions may be summarised as follows:

— Taxes on labour. This category includes em-
ployers’ national insurance contributions and
personal taxes, including net wealth tax levied
on individuals. The development in the num-
ber of normal man-years employed is an im-
portant indicator of developments in employ-
ers’ national insurance contributions and total
personal taxes. The projections assume that
growth in the number of normal man-years
will gradually decline from about 1 per cent in
the next few years to around 34 per cent on
average per year by 2025. The estimates are
based on population projections from Statis-
tics Norway, which among other things as-
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Underlying trends in taxes, excise duties and unempoyment benefit recipents
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Source: NAV and Ministry of Finance.

sume high immigration from the EEA. In the
case of net wealth tax levied on individuals,
average nominal growth of approximately 5
per cent annually from 2015 to 2025 has been
assumed in the absence of regulatory chang-
es.

— Taxes on capital. This category includes taxes
paid in arrears by companies and other non-
individual taxpayers outside the petroleum
industry, withholding tax and inheritance tax
(until its abolition as of 2015). It has been as-
sumed that taxes from enterprises outside the
petroleum industry will remain approximately
unchanged as a proportion of mainland Nor-

way GDP after 2015. This corresponds to an
average nominal growth rate of around 5 per
cent per year.

— Indirect taxes. This category includes value
added tax, motor vehicle registration tax and
other excise duties, and other indirect taxes
including stamp duty and miscellaneous sec-
toral duties. It also includes the investment
tax until its abolition in 2002. Private con-
sumption developments are an important in-
fluence on indirect taxes, and it has been as-
sumed that consumption growth will average
some 3% per cent per year from 2015 to 2025.
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Table A.1 The structural, non-oil budget deficit. NOK Million

2012 2013 2014 2015
Non-oil budget defiCit ........coceeiririeieiine e, 100 898 116454 149753 174 225
+ Net interest payments and transfers from Norges Bank.
Deviations from estimated trend level® ..............ccccoooovvververirvennnnn. 1526 80 2 046 2 872
+ Accounting technicalities...........cooeeriirrierienieniee e, 0 0 0 -2275
+ Taxes and unemployment benefits. Deviations from trend............. 6303 2103 9614 -11 157
= Structual non-oil budget defiCit...........cccoevvrriirieniiiiiiicieeeeee, 108 727 118 638 142 185 163 664
Measured in pct. of Mainland Norway trend GDP ......................... 4.9 5.1 5.8 6.4
Change from previous year in percentage points "2................ 0.5 0.2 0.7 Y

1 Changes in the structural, non-oil budget deficit as a proportion of trend GDP for mainland Norway are used as a rough
indicator of the budget’s impact on the economy. Positive figures indicate that the budget has an expansionary impact.

Sources: Ministry of Finance and Statistics Norway.

On the expenditure side of the budget, a cycli-
cal correction is made to unemployment benefit
expenditure based on estimated trend deviations
for the number of unemployment benefit recipi-
ents.

Developments in the three main groups of
direct and indirect taxes and the number of un-
employment benefit recipients are shown in Fig-
ures A2.A to A2.D.

Developments in the non-oil and the structur-
al, non-oil fiscal budget surplus are shown in Fig-
ure A.3. As regards the surpluses in the years
1987-1988 and the small deficits in 2001 and
2007, it is important to note that these years
marked the ends of lengthy, strong cyclical up-
turns. With the exception of these years, fiscal
budgets since 1975 have generally registered
significant running deficits when revenues and

Non-oil and structural, non-oil budget deficit
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Figure A.3 Non-oil and structural, non-oil budget
balance. Per cent of Mainland Norway trend-
GDP

Source: Ministry of Finance.

expenditure relating to the petroleum industry
are excluded, although there have been major
variations during the period. This is linked to the
rapid escalation of petroleum revenue use in the
first half of the 1970s. Since then, both the non-oil
and the structural, non-oil deficit have fluctuated
around a level corresponding to about 4 per cent
of mainland Norway GDP.

The fluctuations in the structural, non-oil defi-
cit are related to the fact that the budget has at
times been used actively to stabilise production
and employment developments. The figure
shows that the fluctuations in the non-oil deficit
are considerably larger than the fluctuations in
the structural, non-oil deficit. This is due to the
objective of allowing the automatic stabilisers in
the budget to function so that cyclical fluctua-
tions in tax revenues is prevented from trigging
fluctuations on the expenditure side of the budg-
et.

Experience shows that it is difficult to distin-
guish the impact of economic cycles from the
underlying tax revenue trend. The estimated
structural, non-oil deficit may thus be revised
considerably if new information emerges. Table
1.2 provides an overview of revised budget posi-
tion estimates since 2002. The Ministry of Fi-
nance’s method for calculating the structural, non
-oil budget balance is explained further in a work-
ing paper which can be downloaded from the
Ministry’s website (www.regjeringen.no/fin).
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Appendix 3

The role of the petroleum sector in the Norwegian economy

The petroleum sector generates large, but
fluctuating, revenues for Norway. From 1970 un-
til the present day, an industry has been devel-
oped whose production value has only in the last
decade varied between 25 and 40 per cent of
Mainland GDP. The petroleum industry contrib-
utes, through its demand for goods and services,
to considerable activity and to a range of jobs in
the remainder of the Norwegian economy as
well. The tax system and the State's Direct Finan-
cial Interest (SDOE) ensure that most of the ex-
traction revenues accrue to the State. Such reve-
nues make a major contribution to the funding of
the welfare state and the strengthening of public
finances. The State’s net cash flow from petrole-
um activities has represented about 30 per cent
of the State’s total income since 2000. How the
petroleum revenues are handled in fiscal policy is
discussed in Appendix 1. This appendix covers
the more direct effects of the oil and gas activity.

Direct mainland economy demand from the
petroleum sector may be grouped into three ele-
ments:

— investments

— intermediate inputs, which include all main-
land deliveries to petroleum sector operations,

from repairs and maintenance to catering
— wage costs

Growth in aggregate demand from the petrole-
um sector was particularly steep from the mid-
1970s to the mid-1980s, cf. Figure A.4A. Subse-
quently, demand from the sector fluctuated
around a fairly stable level as a percentage of
Mainland Norway GDP, before picking up signifi-
cantly again over the period 2005-2013.

Investments corresponded to 9per cent of main-
land economy value added in 2013. Whereas in-
vestments in the beginning of the Norwegian oil
and gas era were principally devoted to the devel-
opment of new production fields, investments in
fields that are already in operation have become
more dominant over time, cf. Figure A.4B.

Intermediate inputs have increased gradually.
This partly reflects the fact that offshore produc-
tion has increased over time relative to mainland
economy production, and partly that it becomes
more difficult to extract oil and gas from the fields
as these mature.

High productivity in the extraction of oil and
gas results in the sector generating large profits
without having to employ a lot of people. Direct
petroleum industry employment accounts for

Petroleum sector demand and investment by investment area
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Figure A.4 Petroleum sector demand and investment by investment area

Source: Statistics Norway and Ministry of Finance.
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about 1 per cent of overall employment in Nor-
way. Consequently, wage costs are low relative to
the costs associated with investments and inter-
mediate inputs. Yet the wage level is distinctly
higher than the average level within the mainland
economy.

Development of the petroleum activities has
given rise to a large Norwegian supply industry.
Calculations made by Statistics Norway research-
ers indicate that in 2009 the sector accounted,
directly and indirectly, for about 8 per cent of em-
ployment within the Norwegian economy. The
highest concentration of such employment is like-
ly to be found in coastal areas, but supply enter-
prises are found in large parts of the country.
Moreover, petroleum revenue spending via the
fiscal budget results in higher activity in the main-
land economy.
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Thus far, petroleum industry demand has
largely correlated with the mainland economy
business cycle. This tendency is especially nota-
ble in investments, which are significantly more
volatile than intermediate inputs. Nonetheless,
certain periods have deviated from this pattern.
Investments have, for example, grown also in the
wake of the financial crisis, which has resulted in
favourable mainland economy developments de-
spite weak export market performance. A larger
Norwegian supply industry means that mainland
economy activity is more sensitive to offshore
demand fluctuations than was previously the
case. A reduction in the proportion of petroleum
sector supplies accounted for by imports has the
same effect. Imports do, however, still account
for a considerable share of petroleum sector in-
vestments and intermediate inputs.



