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BASIC STATISTICS OF NORWAY

THE LAND

Area (1 000 km2) : Major cities (thousand inhabitants, 1.1.2003):
Total (2001) 385.2 Oslo 517.4
Mainland (2001) 323.8 Bergen 235.4
Agricultural (2001) 10.4 Trondheim 152.7
Productive forests (2002) 74.5

THE PEOPLE

Population (thousands, 1.1.2003) 4 552.3 Total labour force (thousands) 2 354
Number of inhabitants per km2 (1.1.2002) 11.8 Civilian employment (thousands) 2 249
Net natural increase (thousands, 1.1.2002) 10.7 Civilian employment (% of total):
Net migration (thousands, 1.1.2002) 17.2 Agriculture, forestry and fishing 3.5

Industry and construction 21.7
Services 74.6

PRODUCTION

Gross domestic product: Gross fixed capital investment
NOK billion 1 520.7 % of GDP 17.0
Per head (USD) 41 833 Per head (USD)  7 132

THE GOVERNMENT

Public consumption (% of GDP) 21.9 Composition of Parliament (number of seats):
General government (% of GDP) Labour 43

Current and capital expenditure 47.5 Progressive 26
Current revenue 58.4 Christian Democrats 22

Conservative 38
Centre 10
Social Left 23

Last general elections: 10.9.2001 Other 3
Next general elections: September 2005 Total 165

FOREIGN TRADE

Exports of goods and services (% of GDP) 41.5 Imports of goods and services (% of GDP) 27.3
of which: Oil and gas 17.8

Main commodity export (% of total): Main commodity import (% of total):
Fish and fish products 5.8 Ships 1.0
Base metals and producs 7.7 Raw materials (including fuel andchemicals) 10.4
Machinery and transport equipment Base metals and products 8.4
(excluding ships) 8.3 Machinery and transport equipment
Mineral fuels 60.7 (excluding ships) 34.1

Non-oil commodity exports by area (% of total) Non-oil commodity imports by area (% of total)
EU 67.8 EU 68.4
of which: Denmark and Sweden 21.0 of which: Denmark and Sweden 23.8
United States 7.6 United States 6.3
Rest of the world 24.6 Rest of the world 25.3

THE CURRENCY

Monetary unit: Krone January 2004, average of daily rates:
NOK per USD 6.81
NOK per euro 8.59



 This Survey is published on the responsibility of the
Economic and Development Review Committee of the OECD,
which is charged with the examination of the economic situation of
member countries.

•

The economic situation and policies of Norway were
reviewed by the Committee on 26 January 2004. The draft
report was then revised in the light of the discussions and given
final approval as the agreed report by the whole Committee on
27 February 2004.

•

The Secretariat’s draft report was prepared for the
Committee by Alexandra Bibbee, Flavio Padrini, Simen
Bjørnerud, Jens Hoj and Boris Cournède under the supervision
of Nicholas Vanston.

•

The previous Survey of Norway was issued in
September 2002.



Assessment and recommendations

Norway has 
been a high 
performer…

In recent decades, Norway has been in the forefront of
OECD growth performance, and has managed to boost growth
in the mainland over the last decade. Mounting oil wealth has
contributed to Norway’s per capita income being on a par with
that of the United States, but this good performance also owes
much to other factors: stability-oriented macroeconomic poli-
cies that have prevented oil wealth from being frittered away;
efficiency gains from past liberalisations in a number of service
sectors; direct impacts and spill-overs from the capital inten-
sive, technologically sophisticated, and booming oil sector; a
strong work ethic, as reflected in unusually high participation
rates for men and women, old and young alike; and a high-
performing labour market, in which a brisk rise in employment
has accompanied strong growth of productivity. Norway’s tradi-
tionally high social cohesiveness and solidarity have also
ensured that the utilisation of the oil wealth benefits people at
all levels of society, and will continue to benefit future genera-
tions well after the oil itself is depleted. The challenge will be
to maintain this good performance going forward.

… but continuing 
with strong 
performance 
presents 
challenges, 
especially 
maintaining sound 
macroeconomic 
policies and 
improving both 
labour utilisation 
and productivity

The first main challenge is to manage monetary and fiscal
policies, and the balance between them, so as to strengthen
policy credibility and thus provide a stable framework for
growth. The second issue is the threat to long-term fiscal sus-
tainability under current policies. A still-maturing yet demo-
graphically-challenged pension system faces a spending
surge sharper than elsewhere in the OECD. The third major
challenge is to arrest declining labour utilisation resulting from
high and rising recourse to sick leave and disability pen-
sions. The final issue, receiving special treatment in the Sur-
vey, is the need to strengthen competition in product markets.
Despite its strong productivity performance, OECD indica-
© OECD 2004



10 OECD Economic Surveys: Norway
tors suggest that Norway possesses substantial scope for
further gains from pro-competitive reforms, which will be
critical in moving towards a post-oil economy.

The new fiscal and 
monetary 
frameworks were 
a welcome 
development…

For at least the last decade, a central policy concern
for Norway has been to manage its rising oil wealth in an
effective way. During most of the 1990s, the policy empha-
sis – embodied in the “Solidarity alternative” – was to pre-
serve the competitiveness of the mainland economy, using
monetary policy to stabilise the nominal exchange rate,
incomes policy to deliver nominal wage growth in line with
trading partners, and fiscal policy to keep aggregate
demand in line with potential. Around the turn of the cen-
tury, spending pressures arising from the mounting oil
wealth called for a redesign of the policy framework. In 2001
monetary policy was formally shifted to a flexible inflation-
targeting framework and the inflation target was set at
2½ per cent. Fiscal policy was also redefined by stipulating
that the annual transfer of oil revenues to the state budget,
to finance a structural “non-oil” deficit, should over time
equal the “real return” on the Petroleum Fund, estimated at
4 per cent of the Fund value. While this rule “locked-in” a
modest degree of fiscal expansion at a time when for cyclical
reasons a fiscal tightening might have been more appropri-
ate, it had the substantial advantage of setting out clearly a
prudent long-term basis for the use of mounting Petroleum
Fund assets – something that was lacking in the previous
policy regime – while establishing the right of future genera-
tions to a share of the oil wealth.

… but they got off 
to a rocky start

Partly reflecting international economic developments,
but also domestic tensions, the implementation of the new
framework faced challenges in its first two years. This was
the case for both monetary and fiscal policy:

– The Central Bank was faced in early 2002 with wage increas-
es that were clearly excessive relative to the inflation target
and raised interest rates by ½ percentage point, thus main-
taining a high differential with other countries. The krone
appreciated further, reinforcing the cost competitiveness
problems facing the exposed sector after several years of
high wage growth, and subsequent job losses in manufac-
turing were high. Starting in mid 2002, falling import prices
© OECD 2004



Assessment and recommendations 11
brought inflation down quickly to below the target. More-
over, lower domestic growth and moderate wage settle-
ments in early 2003 pointed in the direction of more
moderate inflationary pressures in the medium term than
earlier envisaged. Starting at end-2002, the central bank cut
interest rates, by a total of 5 percentage points by early
2004, and the real exchange rate (in relative consumer price
terms) fell back to its long-term trend. Inflation has remained
well below target.

– As regards fiscal policy, the guidelines for the use of oil
money did allow in a general way for year-to-year devia-
tions to smooth the market based swings in the value of
Fund assets, and to accommodate cyclical fluctuations. In
the event, the combination of falling asset prices interna-
tionally, sluggish growth in the Norwegian economy, tax
cuts and increased spending, resulted in the use of oil
money over the past two years exceeding the expected
real return of the Fund by an average of one per cent of
GDP per year. Moreover, current budget plans entail no
correction for 2004, a year of economic recovery. Ministry of
Finance projections are that even if use of oil money is fro-
zen in real terms from now on – hence contracting relative
to GDP – a return to the 4 per cent path would occur only
towards the end of the decade.

Macroeconomic 
policies need to 
be coherent, and 
flexible inflation 
targeting helps

To underpin a balanced and sustainable recovery, mon-
etary and fiscal policies will need to be coherent. Imple-
menting monetary and fiscal policies to allow the underlying
policy anchors – the inflation target and the fiscal rule – to
acquire strengthened credibility, while still allowing appro-
priate flexibility, would reduce the risk of large swings in real
and financial variables. As regards monetary policy, the Cen-
tral Bank follows a flexible inflation targeting regime, mean-
ing that a sufficiently long time horizon in pursuing its
inflation target allows some weight to be put also on the
output gap. Over time, a stable development in both
employment and inflation can best be ensured when the
social partners internalise the long-run relationship
between real wages and productivity, as well as the nominal
anchor provided by the inflation target. Arguably, the very
moderate wage settlements in 2003 may be an indication
that this is already occurring, although the real test will
© OECD 2004



12 OECD Economic Surveys: Norway
come with the next upturn. Monetary policy credibility will
be critical. Regular hearings before Parliament with the Bank
Governor have been introduced at end-2003, an essential
step toward strengthened accountability, transparency and
communication of the Bank’s goals and strategies for achiev-
ing them. Recent moves to de-politicise the bank board
selection process are also welcome.

Fiscal 
consolidation 
needs to be more 
ambitious

The key requirement for fiscal policy is to establish and
maintain credibility of the fiscal rule, faced with spending
pressures that will intensify during this decade and
onwards, because of rising health spending and public pen-
sion commitments, even with reforms to the calculations of
benefits as recently proposed. A faster return to the 4 per
cent spending rule path than currently envisaged is thus
desirable, especially because if markets see that pressures
to overspend are irresistible, the currency will tend to
appreciate. A further delay of the return to the original oil-
rule path would undermine the credibility of the fiscal
guidelines. The adoption of a multi-year budget anchor
could be a means of achieving fiscal objectives.

Reforms to reduce 
spending on the 
public pension 
system are 
needed. ..

Even if adhered to, the fiscal policy guideline will pro-
vide little in the way of additional budgetary resources to
meet longer-term spending pressures from an ageing popu-
lation. The use of oil money under the rule would increase
by only about 1 percentage point of GDP by 2030 relative to
its present rate. Gross spending on public pensions, if no
reforms are put in place, would rise by some 10 percentage
points of GDP. Spending on health is also likely to rise as
the population ages. Long-term fiscal sustainability should
thus be given more priority in policy-making, and room for
manoeuvre in current fiscal policy should be decided within
those lines. Norway’s unusually large prospective increase
in public pension spending reflects generous benefits, a
still-maturing system, and (especially) marked expected
increases in future life expectancy. Reforms in the old-age
pension system are currently under discussion, and three of
the suggested measures – to introduce a life expectancy fac-
tor which automatically reduces the pension level for an age
group if life expectancy increases, to make pensions more
actuarially fair, and not to index pensions fully to wages –
© OECD 2004



Assessment and recommendations 13
would reduce the expected increase in spending by
4 percentage points of GDP. These changes should be
phased in soon.

… even if there 
is a shift to a 
partially funded 
system

The Pension Commission also suggests replacing the
Petroleum Fund and the National Insurance Fund with a
new pension fund, supplementing the (reformed) pay-as-
you-go (PAYGO) system. How such a fund would operate,
and indeed what liabilities it would actually fund, are issues
still to be clarified. In any event, funding by itself would not
solve the pension problem as the present value of pension
liabilities substantially exceeds the combined expected
assets of the Petroleum Fund and the National Insurance
Fund. Reforms to curb future pension outlays of the sort
described above are thus still imperative. One possible
advantage to the course suggested by the Pension Commis-
sion is that it would be politically difficult to take resources
out of a fund that was earmarked for pension payments and
use them for other purposes. Pressures to increase public
spending in other areas might then be easier to resist. It is
important that if the new pension fund is adopted, revenues
should be invested in line with the guidelines for the
present Petroleum Fund. These would ensure that a large
part of oil revenues are invested in foreign financial assets
to neutralise pressure on the exchange rate. Safeguarding
the capital value of the Fund over time would require fiscal
policy to be conducted consistently with the fiscal rule.

Reform of non-
pension social 
spending is also 
desirable…

Health and long-term care expenditures will also put
pressure on (especially local) budgets as the population
ages, highlighting the need for higher revenues and lower
spending elsewhere. A “modernisation” programme for the
public sector was launched when the government came to
office in 2001. This programme aims at better use of
resources, for example by encouraging market solutions in
the public sector, but needs to be pursued further. In partic-
ular, all for-profit contestable services could be privatised,
while ensuring a level playing field between public and pri-
vate providers of public services. To this end, the introduc-
tion of VAT compensation for all municipal purchases from
private companies is a welcome step. Central government
should decentralise responsibility to local governments and
© OECD 2004



14 OECD Economic Surveys: Norway
design appropriate incentives to encourage public entities
to reach mutually-agreed performance targets. At the same
time, the role of cost-benefit analysis in spending decisions
should be strengthened.

Sickness benefits 
are rising 
disquietingly 
rapidly

While spending on old-age pensions will start acceler-
ating in a decade, spending on sickness benefits and dis-
ability pensions is already mounting rapidly. The number of
persons on long-term sickness and different disability
schemes has increased dramatically since the mid-1990s.
Measures to reduce the recourse to sick leave need to be
taken. A 2001 agreement (without financial incentives)
between the unions, employers and the government to cut
the amount of sick leave by 20 per cent from mid-2001 to
the end of 2005 will be difficult to fulfil as sick leave has
already risen by more than 10 per cent since then. Hence,
the authorities should explore other mechanisms to reduce
absence rates, notably through a tightening of the sickness
benefits or of their eligibility criteria. Furthermore,
enhanced monitoring of the working capabilities of benefi-
ciaries should be further strengthened by the National
Insurance Authority.

… and numbers 
entering disability 
pensions need 
to be curtailed

Despite above-average life expectancy, Norway has a
higher share and a higher inflow of people on disability pen-
sions than most other OECD countries, and so far, few of
these eventually re-enter the work force. There is also a sub-
stantial flow out of long-term sick-leave into disability
schemes. As a result, 10 per cent of the working population
and a third of those over 55 are now on disability pensions.
The corresponding expenditures put severe pressure on
public finances: about 5 per cent of GDP per year is now
being spent on disability, rehabilitation and sickness bene-
fits. This disquieting development can partially be
explained by Norway’s high participation rate, which means
that people more prone to fall sick or into disability never-
theless join the work force. Still, it is plausible that impor-
tant causes are the overall generosity of the benefit system
and inadequate monitoring. To reduce the inflow into per-
manent disability, a temporary disability benefit is now
granted (for a period of between one to four years) when
future work-capacity of the individual in question is uncer-
© OECD 2004



Assessment and recommendations 15
tain; permanent disability pension will only be granted
when the individual has no work-capacity. However, further
efforts should be made to reduce attractiveness of the
schemes and to counter abuses facilitated by complaisant
doctors and weak controls. Moreover, independent audits of
disability claims should be instituted.

Adverse trends in 
labour utilisation 
must be reversed

Norway has among the highest participation and
employment ratios in the OECD, notably among women and
older age groups, and one of the lowest structural unem-
ployment rates. Yet, average hours worked are relatively
low, probably reflecting the high participation rates among
women, who typically demand part-time work. But average
hours worked have also declined faster than in other OECD
countries largely, but not only, because of rising recourse to
sick leave, as noted above. Enhancing micro efficiency in
the labour market is important in order for Norway to remain
one of the best performing countries. Removing work disin-
centives from the benefit system, including those discussed
above for sickness and disability, should remain the priority
objective in this area. Recent measures reforming the unem-
ployment benefit scheme – a reduction of the maximum
duration and replacement rate for benefits, along with a
tightening of eligibility requirements – are further steps in
the right direction. Finally, a cash benefit – introduced in
1999 for parents not using the publicly-funded childcare
centres – tends to reduce female participation in the labour
force. Hence, the scheme could be substituted by a voucher
system for families to be spent in formal private or public
childcare centres, thereby reinforcing the current per-user
public financing system.

Useful reforms 
are proposed to 
the tax system

A tax reform is in the pipeline. Tight labour supply and
a bias toward housing consumption can be traced in part to
tax disincentives. Furthermore, the tax system creates both
incentives and opportunities for classifying labour income
as lower-taxed capital income. The tax reform proposed by
the Skauge Committee makes a good start to correcting
these distortions. Closing tax planning loopholes and
increasing property taxes while phasing out the wealth tax
as proposed by the Committee should be considered. Care-
fully planned and progressive tax reductions should also be
© OECD 2004



16 OECD Economic Surveys: Norway
envisaged, especially at the bottom and the top income
brackets.

More flexible 
work contracts 
should be allowed

The generally good labour market performance in Norway
suggests that the institutional framework in this area is in
basically good shape, but improvements should still be
sought to increase flexibility and improve work opportuni-
ties for marginal groups. A committee is currently reviewing
the 1977 employment protection law and the regulations on
overtime have recently been liberalised. It would be desir-
able to reconsider several aspects of issues concerning
employment protection legislation, for example contract
duration, and compensation for loss of employment that could
be defined or modified by individual agreements – including
in the public sector – rather than by law or collective agree-
ments. Furthermore, public employment services and active
labour market programme remain important features of the
Norwegian labour market. The current programme of service
liberalisation should be continued in order to further
increase workers’ search opportunities and ensure the cost-
effectiveness of training programmes.

The traditional 
wage bargaining 
model may have 
to adapt

In the medium term, a modification of the centralised
and co-ordinated system of wage negotiations, encouraging
a more disaggregated approach taking into account sectoral,
skill and local labour market conditions, would be desirable.
Such factors are hardly reflected in current pay awards in the
public sector, leading to labour market inflexibility and sub-
optimal incentives to accumulate human capital or exert
effort. Such a development need not preclude the continua-
tion of some form of centralised bargaining, which has
attractions for both employers and unions, as it reduces
transaction costs and provides signals for more detailed
negotiations elsewhere. A continued lead role by the
exposed sector in the process of wage formation seems
essential, as this sector has the strongest incentives to wage
moderation. The ongoing expansion of the service sector
and the increasing share of high-skill workers will probably
result in market pressures for more flexibility in wage settle-
ments at decentralised and individual levels, including in
the public sector. This would increase returns from investing
in human capital. At the same time, it is important that
© OECD 2004



Assessment and recommendations 17
reform of the labour market be accompanied, or even pre-
ceded, by that of the product market: if the wage discipline
currently afforded by centralised wage bargaining fails to be
replaced by robust internal competition, decentralisation
might make matters worse.

Education quality 
is in need of 
improvement

Performance of Norwegian students in primary and sec-
ondary education has been disappointing compared with
the high amount of spending per student. Measures
recently put forward by the Ministry of Education are very
comprehensive and would improve the quality of educa-
tion, but all of them taken together would be very expen-
sive. A priority list should accordingly be arranged, stating
clearly the main objectives to be achieved, the costs of
attaining them, and how each measure should be phased in.
A systematic reform of tertiary education towards a perfor-
mance-based financing system has been introduced, start-
ing from the current academic year. The new system is likely
to enhance teaching and research quality. The changes
should be monitored in the coming years to make sure that
the new financing system does not lead to an easing of
requirements for students or an excessive attention by
researchers to short-term results.

A pro-competition 
framework will 
improve living 
standards…

Competition is key to raising living standards by mak-
ing firms search for better ways to meet consumer tastes
and for better means of production and organisation. Avail-
able OECD indicators point to weak competitive pressures
in a number of areas in Norway. As a consequence, produc-
tivity growth has been slow in some sectors and prices are
higher than in most other countries in Europe. Important
network sectors are dominated by large publicly-owned
incumbents. Agriculture and food processing enjoy exten-
sive protection from foreign competition. A wave of acquisi-
tions and mergers in the past has led to economies of scale
but also a highly concentrated and vertically-integrated
retail sector, notably in food. Looking forward, broad-based
and sustained reform efforts to strengthen competition are
needed, to stimulate growth of potential output, as oil
resources are exhausted. OECD estimates suggest that such
reforms might boost the level of potential output by at least
4 per cent.
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… and it should 
be promoted by 
reforms

The competition authority and the sector regulators
should be given the necessary instruments and powers to
prevent and deter anti-competitive behaviour, as has been
proposed in the new competition law. Measures should be
introduced to make enforcement more effective, such as
increasing prosecution capacity, instituting powers to issue
administrative fines, and making sanctions credible enough
to deter. The introduction of leniency and whistleblower
programmes would uncover and destabilise cartels. In addi-
tion, reform should include further strengthening the inde-
pendence of sector regulators as well as establishing
independent appellate bodies for both the competition
authority and the sector regulators, which would separate
more clearly the public sector’s roles and functions as owner
and regulator. Other measures to promote competitive mar-
kets would aim at increasing foreign competition by remov-
ing trade barriers, especially in agriculture, and remaining
restrictions on inward FDI, especially in fisheries and power
generation. Domestic competition should be enhanced
through an expansion of the government’s privatisation pro-
gramme. Where there are demands for retaining public own-
ership, clear and transparent regulation should define and
control acceptable public engagement in market activities.
To prevent anti-competitive cross-subsidisation, a more rig-
orous approach to evaluating and financing the net cost of
universal service obligations should be introduced. The cur-
rent practice of only accounting separation between natural
monopoly and contestable sectors of publicly-owned net-
work companies should be replaced by formal separation
requirements.

Sector-specific 
reforms and 
deregulation are 
also required

To underpin the effectiveness of such general mea-
sures, a number of sector specific measures are required,
such as removing state monopolies and reviewing licence
requirements for establishing large shopping centres out-
side densely populated areas to facilitate new entry in the
retail sector. In the electricity sector, an expansion of
national and international interconnection capacity could
enhance competitive pressures. Private investment should
be stimulated by removing the asymmetry in the concession
rules that apply to private and public hydro-power plants. In
telecommunication, the incumbent should divest its hold-
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ings of alternative networks, while interconnection and ter-
mination charges need close monitoring with a view to
lowering them where justified. In domestic air transport,
recent liberalisation measures should be underpinned by
lowering entry cost via the introduction of cost-based user
charges for airport handling services. Intermodal competi-
tion in land based passenger transport should be increased
by ownership separation between the railway company’s rail
and long-distance bus activities, as well as reviewing local
restrictions on the latter. Liberalisation of postal services
should be accelerated. In the market for public procure-
ment, clear dispute settlement facilities and sanctions for
non-compliance or annulment of contracts should be intro-
duced. The cost of regional policy should be made more vis-
ible and transparent by instituting a regional policy
framework strategy.

Norway has made 
notable efforts 
for sustainable 
development

Norway has committed itself to enlightened policies
aimed at sustainable development for the welfare of
present and future Norwegians with positive externalities in
the rest of the world. Among these are: investment of gov-
ernment oil revenues to generate a steady income stream
for Norwegian society for many years to come, as noted ear-
lier; one of the highest OECD levels of carbon taxes to help
curtail Norway’s contribution to global warming; and one of
the most generous OECD levels of overseas development
aid to help address large and growing global income dispar-
ities. These policies display a willingness by Norwegian
society to sacrifice near-term interests for the greater good.
Yet, their effectiveness has often been undermined by
inconsistencies, either within policy design itself or with
other policy goals. Hence, a desirable next step would be to
implement a higher degree of policy coherence, as in ways
suggested below.

However policy 
interactions 
need to be more 
coherent

The carbon tax scheme has been inefficient because of
high variability of tax rates across emission sources and
exemptions. Its planned replacement by a broad emissions
trading scheme to fulfil the Norwegian Kyoto obligations in
2008-2012 is welcome. The national scheme in fact goes
beyond the EU counterpart because of its broader coverage
of gases and sectors. The state of most commercially impor-
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tant fish stocks in Norwegian waters is at sustainable levels
given current quotas, which are set in line with long-term
management plans. Nevertheless, a further increase in
stocks would be desirable as it would give long-term
rewards in the form of higher sustainable quotas. The inter-
nationally negotiated total allowable catches for North Sea
cod have been set above the scientifically recommended
levels, resulting in a sharp decline in the stock to below pre-
cautionary levels. Norway has one of the highest rates of
agricultural protection in the OECD, something that conflicts
with the goals of development assistance by denying
developing countries outside the LDC group access to the
Norwegian market, where they could be very competitive
(thereby also raising Norwegian consumer welfare). From
1 July 2002 all products from the LDCs have been accorded
full duty and quota free access to the Norwegian market
according to the GSP-scheme. Norway should consider
granting more generous market access also for developing
countries outside the LDC group, and also enhance the
transparency of the safeguard mechanism in its system of trade
preferences. Preferably, the whole system of output-based
regional support should be replaced by a well-targeted trans-
fer scheme and an alternative regional development philos-
ophy which facilitates movement of resources to human
capital-intensive activities where Norway is more likely to
display a comparative advantage.

Summary The short-term outlook for Norway is good. Helped by
global recovery, growth could proceed at above potential
rates for a while, especially as inflation is well below target
and there is some cyclical slack in the labour market. Inter-
est rates are low, and fiscal stimulus needs to be withdrawn.
Indeed, it will be important to rein back spending over the
next few years in order to get back onto the self-imposed
track of permissible spending of oil revenues that is consis-
tent with notions of intergenerational fairness. In the longer
term, the case for continuing fiscal restraint is even stronger.
Reflecting both demographic factors and the maturing of the
system, public spending on pensions will rise considerably
over the next decades, even if the major reforms now under
discussion are quickly implemented. In the future, growth of
living standards will have to rely primarily on increases of
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productivity and employment in the non-oil private busi-
ness sector. To maintain vigour in the non-oil economy,
reforms in both labour and product markets, and in social
policies and transfer programmes are called for. There are
important interdependencies among policies in these areas
and it is unlikely that success will be achieved without
advancing with comprehensive reforms. More flexibility is
desirable in wage setting, particularly in the public sector.
Proposed changes in the fields of education and training will
raise skill levels, but value for money needs to be an impor-
tant criterion when prioritising the programmes. Competi-
tion should be strengthened through regulatory reform and
a more active policy stance: proposed amendments to
strengthen the enforcement framework are an opportunity
to make competition policy more central, and should
include an independent appellate body. State ownership
and subsidies to agriculture should be reduced. Norway’s
comprehensive social programmes ensure that poverty is
virtually non-existent, and a strong work ethic and a high
level of social trust led to comparatively little abuse in the
past. However, the very rapid rises in numbers on disability
pensions and on sick leave suggest that stricter controls are
needed. Advancing the reform efforts suggested above will
be necessary to harness the more efficient use of
resources, thereby raising non-oil potential output and
ensuring that Norway maintains a high standard of living in
the years to come.
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1. Economic trends and policy challenges

Introduction

Norway’s per capita income is on a par with that of the United States, and
far above the average of EU countries. This enviable performance owes much to
oil wealth, but it is by no means the entire explanation. A strong work ethic as
reflected in unusually high participation rates for men and women, old and young
alike, and stability-oriented macroeconomic policies prevented oil wealth from
being frittered away in recent decades. Aggregate flexibility of labour markets,
and certain flexible features of product markets, allowed high productivity and
rapid employment growth to co-exist, in contrast to much of the rest of Europe,
where productivity growth was more likely to reflect substitutions of labour by
capital. Norway’s traditionally high social cohesiveness and solidarity have also
ensured that the exploitation of oil assets benefits people at all levels of society,
and will continue to benefit future generations long after they are depleted by the
current generation. Successive governments have been able to deliver the sorts of
social and environmental policies and outcomes that Norwegians want, without – so
far – damaging growth prospects, and belief that the State can be trusted, by and
large, to “get things right” remains strong.

But there are also less positive aspects of the development of the Norwegian
economy. Past and prospective consumption of even part of the oil assets has had
the side effect of reducing the competitiveness of the exposed non-oil sector. The
2001 fiscal guidelines importantly helped to contain such crowding out pressures
by establishing clarity about the time path of oil money absorption. However, the
new rule has proved as difficult to enforce in a period of economic slack as fiscal
rules in many EU countries. In addition, Norway’s population is ageing as in other
OECD countries, and its public pension system has still to mature fully, implying
very large increases in pension spending over the next few decades. Without
reforms, either taxes would have to rise substantially or spending on other areas
would have to be sharply cut back, to keep the deficit within the envelope
allowed by the fiscal rule. 

 Increases in sick leave, disability pensions and rehabilitation have devel-
oped rapidly, to the point where they not only strain public finances but also
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significantly reduce available labour resources. This trend affects young workers
as well as older low-skill workers. Trust in the competence of the State also
extends to allowing it to operate in many economic sectors. A preference for co-
operative solutions sometimes obscures the longer-lasting and more fundamental
benefits that can come from competitive solutions. It is therefore important that
policies are put in place, or implemented more intensively, which will ensure that
i) Petroleum Fund assets are not dissipated to finance current spending, in partic-
ular which may unintentionally introduce disincentives to work or subsidise non-
viable economic activities, and ii) future living standards are safeguarded, against
both tailing-off of oil production and ageing, by continuing high, or higher, levels
of labour utilisation and continued strong growth of productivity in non-oil sectors.

This survey looks at the way in which undesirable trends in Norway’s eco-
nomic performance can be checked and suggests policies to generate outcomes
that will be sustainable for the long-run. This chapter covers Norway’s recent eco-
nomic and policy record, near-term prospects, and the main identifiable future
trends and policy challenges. The following chapters then elaborate in greater
depth on the needs for reform in the fiscal, competition, labour, human capital,
and sustainable development areas.

Fiscal and external sustainability issues

Implications of the ageing and oil depletion shocks

Intensive exploitation of the oil resource since around the mid-1970s has
made Norway the third largestoil exporter in the world. The government’s policy
has been to capture as much of the oil rents as possible for the benefit of society
as a whole and, since 1996, to invest net oil revenues in the Government Petro-
leum Fund. This is composed exclusively of foreign financial assets (with respec-
tive bond and equity shares of 60 and 40 per cent), thus building up the
government and foreign net asset positions simultaneously. The objective was to
provide a steady income stream to present and future generations alike, and to
prevent a strong appreciation of the krone. 

In 2001, a new fiscal rule formalised this concept by allowing “smoothed”
fund income, i.e. applying an estimated long-run real rate of return of 4 per cent, to
be transferred back to the budget each year. With net receipts from oil production
about to peak in the next few years, the fund should attain a maximum level of
130 per cent of GDP by around 2030 and deliver roughly 5 per cent of that year’s
GDP in “permanent” income, allowing Norway to enjoy primary fiscal deficits in
perpetuity, though gradually declining through time in relation to actual GDP.
These policies compare favourably on both equity and efficiency grounds with
those followed in most other major oil producers. It is also perhaps striking that
the majority of OECD countries currently face the prospect of leaving substantial
debts, rather than assets, to their progeny.
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Annex 1.A1 presents a simple analysis indicating that this benign long-run
scenario still faces hurdles in the form of “twin” macroeconomic imbalances imply-
ing future claims on budgetary and foreign exchange resources that, in the
absence of preventive actions, could overwhelm the permanent oil fund income
flows: 

i) Actuarial imbalance in the pension system implies by 2050 pension def-
icits more than double the permanent income from oil wealth. If left
unchanged, they would consume the entire oil fund well before 2050, or
else require gross debt exceeding oil fund assets – either way making
Norway a net debtor country, in spite of the stipulation by the 2001 rule
that the oil fund not be used to fund the pay-as-you-go system but to be
a perpetual income to all future generations. 

ii)A large estimated non-oil current account deficit also substantially ex-
ceeds the long-run real return from the oil fund. In the long run, if left
unaltered, it could entail a similar depletion of net foreign assets (of
which the oil fund is the greater part) once oil production declines and
ceases, necessitating a substantial future exchange rate depreciation to
restore external equilibrium.

Norway’s challenge will be to act in a timely manner to enable pension
and non-oil current account imbalances to adjust toward sustainable levels,
i.e. commensurate with the constraints of potential growth and permanent oil
income. Fiscal adjustment will be critical in this regard, both to make room for
future pension spending and to reduce crowding out of the non-oil exposed sec-
tor. The Annex suggests that such an adjustment should be manageable, on the
order of 5-6 per cent of GDP. But this analysis critically assumes that present slip-
page from the fiscal rule, largely reflecting adverse market and cyclical conditions
since its inception, will be corrected quickly, i.e. as soon as a turnaround of such
conditions permit. In the end, the “inter-temporal budget constraint” cannot be
escaped: continuing to spend more now would entail less spending later as the oil
money will be exhausted in the future, but crowd out other activities in the mean-
while, making the future adjustments even more difficult. 

Averting a future fiscal crisis

Growing imbalance in Norway’s pay-as-you-go pension scheme arises
from several sources: 

i) because of the introduction of supplementary pensions (on top of a min-
imum pension) less than 40 years ago, and massive labour market entry
of women over the past decade – mainly into the public sector where
pension benefits tend to be higher than in other sectors – the system is
still maturing and the current low level of spending (9 per cent of GDP)
is misleading; 
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ii) rising take-up of disability and early retirement schemes has not been
on actuarially fair terms, as pension rights continue to be accumulated
until official retirement age; 

iii) passing into retirement of the baby boom generation, starting in the second
half of this decade; 

iv) their replacement over time by much smaller numbers of future workers;
and

v) large estimated increases in life expectancy (by more than seven years
for those born between 2002 and 2050), which means a dramatic increase
in average time spent as pensioner. 

Together, these influences imply an increase of pension spending by around
10 percentage points of GDP by 2050, and overall age-related spending rises sub-
stantially more than anywhere else in the OECD (Table 1.1). Most other OECD
countries’ pension systems face similar demographic pressures but have already
reached full maturity and been reformed, at least partly, often from much more
generous income replacement levels than Norwegians enjoy today. Thus, early
and relatively straightforward actions to stem the future rise in pension spending
can be quite effective in defusing the pension “time bomb” in Norway.1

The government has now put pension reform high on its agenda, and it
will be important that this be soon implemented. The Norwegian Pension
Commission in early 2004 introduced proposals that appear to fit in well with
ongoing OECD-wide best practice reforms, along the following lines:

– Indexing pension benefits to prices (at least partly), instead of wages as has
been the case in Norway for the last couple of years, has been a common
step, in recognition that preserving relativities on a per capita basis is
very expensive for those still working, when the relative sizes of the work-
ing and retired cohorts change dramatically. Also, as pension benefits are
more or less fixed in real terms, the country can more easily “grow out of”
its problem via structural reforms in product, labour, and financial mar-
kets. With full indexing to nominal gross wages,2 economic growth actual-
ly aggravates the pension imbalance. The Commission recommends that
pensions, including also those of already retired people, be partly indexed
to prices in Norway.3

– Most countries have pursued actuarial fairness by tying pension benefits to
life expectancy at retirement and to contributions over entire working
lives, rather than the best 20 years as in Norway. Placing costly early re-
tirement and old-age pensions on an actuarially fair basis, and tightening
access to the former schemes, may be difficult in view of strong opposing
interests and the unexpected burden it puts on those who are approach-
ing retirement, so that early rather than late action, allowing for a transition
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period, is desirable. Disability schemes should go back to their old func-
tion which is to transfer benefits to the disabled independent of age.
These types of reforms bring double benefits, by improving work incen-

Table 1.1. Projections of age-related spending, 2000-20501

Levels in per cent of GDP, changes in percentage points

1. Data for health care shown in square brackets are drawn from EPC (2001). They are the result of an EC exercise using
a common methodology for all countries. The projections are based on the same macroeconomic assumptions as
in the OECD (2001) Table 3.1. These health and long-term care projections assume that costs per capita rise in line
with productivity/wages. They do not allow for technological change or other non-age-related factors.

2. Total pension spending for Austria includes other age-related spending which does not fall within the definitions
in Cols. 3-10. This represents 0.9 per cent of GDP in 2000 and rises by 0.1 percentage point in the period to 2050.

3. Total for Denmark includes other age-related spending not classifiable under other headings. This represents
6.3 per cent of GDP in 2000 and increases by 0.2 percentage points from 2000 to 2050.

4. For France, the latest available year is 2040.
5. Total includes old-age pension spending and “early retirement” programmes only. 
6. “Early retirement” programmes only include spending on persons 55+.
7. Sum of column averages. OCDE average excludes countries where information is not available and Portugal where

the data are less comparable than for other countries.
8. Portugal provided an estimate for total age-related spending but did not provide expenditure for all of the spending

components.
Source:  Casey et al. (2003).

Total age-related 
spending

Old-age pensions
“Early retirement” 

programmes
Health care and 
long-term care

Child/family 
benefits and 

education

Level 
2000 
(1)

Change 
2000-50 

(2)

Level 
2000 
(3)

Change 
2000-50 

(4)

Level 
2000
(5)

Change 
2000-50 

(6)

Level 
2000
(7)

Change 
2000-502 

(8)

Level 
2000
(9)

Change 
2000-50 

(10)

Australia 16.7 5.6 3.0 1.6 0.9 0.2 6.8 6.2 6.1 –2.3
Austria2 [10.4] [2.3] 9.5 2.2 . . . . [5.1] [3.1] . . . .
Belgium 22.1 5.2 8.8 3.3 1.1 0.1 6.2 3.0 6.0 –1.3
Canada 17.9 8.7 5.1 5.8 . . . . 6.3 4.2 6.4 –1.3
Czech Republic 23.1 6.9 7.8 6.8 1.8 –0.7 7.5 2.0 6.0 –1.2
Denmark3 29.3 5.7 6.1 2.7 4.0 0.2 6.6 2.7 6.3 0.0
Finland 19.4 8.5 8.1 4.8 3.1 –0.1 8.1 3.8 . . . .
France4 [18.0] [6.4] 12.1 3.9 . . . . [6.9] [2.5] . . . .
Germany [17.5] [8.1] 11.8 5.0 . . . . [5.7] [3.1] . . . .
Hungary5 7.1 1.6 6.0 1.2 1.2 0.3 . . . . . . . .
Italy [19.7] [1.9] 14.2 –0.3 . . . . [5.5] [2.1] . . . .
Japan 13.7 3.0 7.9 0.6 . . . . 5.8 2.4 . . . .
Korea 3.1 8.5 2.1 8.0 0.3 0.0 0.7 0.5 . . . .
Netherlands6 19.1 9.9 5.2 4.8 1.2 0.4 7.2 4.8 5.4 0.0
New Zealand 18.7 8.4 4.8 5.7 . . . . 6.7 4.0 7.2 –1.3
Norway 17.9 13.4 4.9 8.0 2.4 1.6 5.2 3.2 5.5 0.5
Poland5 12.2 –2.6 10.8 –2.5 1.4 –0.1 . . . . . . . .
Spain [15.6] [10.5] 9.4 8.0 [6.2] [2.5] . . . .
Sweden 29.0 3.2 9.2 1.6 1.9 –0.4 8.1 3.2 9.8 –1.2
United Kingdom 15.6 0.2 4.3 –0.7 . . . . 5.6 1.7 5.7 –0.9
United States 11.2 5.5 4.4 1.8 0.2 0.3 2.6 4.4 3.9 –1.0

Average of countries 
above7 21.2 5.8 7.4 3.4 1.6 0.2 5.9 3.1 6.2 –0.9

Portugal8 15.6 4.3 8.0 4.5 2.5 –0.4 . . . . . . . .
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tives and thereby simultaneously promoting growth.4 The Pension
Commission has proposed counting full-working-life contributions and,
most importantly, introducing a life expectancy factor in the calculation
of benefits. Altogether, the parametric reforms should reduce the level of
pension expenditures by some 4 percentage points of GDP by 2050, sig-
nificantly reducing the foreseen financing gap. The issue of rising disabil-
ity pensions, not within the remit of the Commission, remains to be
addressed.

– A further and ambitious step would be to pre-fund future pension liabilities, at
which few countries have succeeded, because it is so costly for present
workers to have to pay “twice”, to support current retirees and build their
own nest-eggs. Norway is virtually unique among OECD countries in hav-
ing the option of being able to finance much of the transition without in-
curring debt, by using the assets of the oil fund.5 This would have the
virtue of putting the resources of the fund out of the reach of populist
measures. The Commission, in fact, proposes combining the present Pe-
troleum and National Insurance Funds into a “pension fund”. It seems
that the capital of the fund would not be earmarked to pension obliga-
tions, consistent with the present fiscal rule, and the bulk of the fund
should continue to be accumulated abroad, as in the present Petroleum
Fund, to prevent a strong appreciation of the krone. However, the Com-
mission also recommends that there be no growth of unfunded liabilities
henceforth. This further rule would likely require future worker contribu-
tions into the fund, which in turn could be invested in domestic assets to
help reduce currency mismatch between pension assets and liabilities.6

These issues remain to be clarified.

Strengthening the non-pension component of public finances ahead of
ageing will also be necessary in pursuit of fiscal sustainability, especially as
costs such as health and long-term care are expected to weigh more heavily as
the population ages (Table 1.1).7 As in the case of pension reform, these efforts
should also go in the direction of favouring economic growth, so as to ease the
long-run fiscal constraint by increasing the tax base. Tax cuts, tax reform, and
generally less public involvement in the economy would be highly desirable in
this respect.8 Thus far, however, tax cuts have not been matched by sufficient
spending restraint. Henceforth, any scope to boost the efficiency of public
spending should be fully exploited. Government services which are normally
private in other countries could be made so in Norway, and beyond that, mar-
ket forces should be introduced (insofar as reasonable) into government activ-
ities, notably by enforcing competition between public and private providers
of common services (e.g., health, education, labour market services) and
decentralising public wage formation. These processes are all underway, but
need to be deepened. 
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Containing the “Dutch disease”

The “Dutch disease” – the paradox whereby resource abundance lowers
growth by crowding out the non-resource exposed sector (where productivity
growth is normally high) via real exchange rate appreciation – has been well-
documented for countries faced with sudden natural resource wealth, or similar
positive supply shocks.9 Since the mid-1990s, the Norwegian oil management pol-
icy can be seen as a strategy to minimise real-side disruptions coming from the oil
shock. That is, investing oil export receipts abroad should neutralise their balance
of payments, hence exchange rate, impacts. But arguably, even if the money were
not spent, it could lead to upward pressure on the exchange rate because market
participants believed it would be spent at some point. Thus, with oil receipts ris-
ing rapidly towards end century, policies needed to adjust further. The need for
the economy to absorb oil resources, via the budget, was expected to necessitate
an upward trending real exchange rate in order to avert inflation pressure,10 and
markets (and society) needed an anchor in how fast oil money was to be used in
order to set the exchange rate appropriately. 

The ushering in of a new macroeconomic policy regime in 2001 was a
major landmark in steps to insulate the economy from Dutch disease. A 4 per cent
of oil fund cap on the year-to-year budgetary use of oil money and 2½ per cent
inflation targeting by the central bank were established. Such a long-run mix of
expansionary fiscal and tight monetary policies ensured a sustainable phasing in
of oil money and hence, only gradual upward pressure on the real exchange rate.
Moreover, with the inflation target being set (for domestic reasons) slightly above
that of trading partners, this by itself should provide the bulk of the expected real
appreciation over time. 

The real exchange rate, as measured by relative consumer prices in a
common currency, has shown a marked tendency to move with the cycle, both
before and after adoption of the new policy regime. In part, this has reflected sen-
sitivity of the nominal exchange rate to variations in the oil price, as international
portfolio investments tend to flow towards oil exporters when the oil price (hence
expected economic growth) rises, and vice versa. However, contrary to earlier
expectations, no clear long-run trend is apparent. A very large real appreciation
between the trough and peak of the long 1992-2002 cycle essentially offset the
real depreciation over the preceding cyclical peak-to-trough (a sharp appreciation
during 2002 itself was mostly reversed in 2003), which itself had reversed the ini-
tial large real appreciation in the early period of oil exploitation (Figure 1.1). The
non-oil current account deficit has likewise been generally stable as a share of
GDP, apart from a sharp decline after 1986 when oil prices, hence terms of trade
incomes, fell. On the other hand, the real exchange rate as measured by labour
costs in a common currency remains substantially higher than the long run trend,
pointing to a deteriorated profitability position of the exposed sector. As a result,
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sectoral employment losses have been quite large, and incentives for Norwegian
industry to participate in the international trend toward outsourcing to low-cost
countries have been enhanced.

A sectoral analysis shows a shift of resources out of manufacturing toward
sheltered sectors, notably the public sector. However, the shift from agriculture
has also been significant, despite the considerable resources devoted to the pro-
tection of agriculture and to agricultural communities (Table 1.2). To some extent,
these have been OECD-wide trends reflecting common influences of technology
and globalisation. However, in Norway the decline of manufacturing has been rela-
tively sharp while the persistent rise of public services employment in the 1990s
has been unique. In turn, this may reflect a relatively high and sustained level of
pressure on domestic resources arising from the government budget, as a 4-5 per
cent of GDP non-oil deficit has been sustained over the past 25 years thanks to
financing from the oil account (Figure 1.2).11 Seen in this perspective, the new fis-
cal rule does not signal a strong rupture with the past, when oil receipts were
smaller but all being spent (they are now bigger but largely being saved). By
constraining the long-run non-oil structural deficit to 4 per cent of oil fund capi-
tal, it implies (on the basis of updated oil fund value) a rise in the deficit from
around 2½ per cent in 2001 to 5 per cent of GDP by around 2030 (then gradually
decreasing), i.e., initially restrictive given recent fiscal outturns, then temporarily

Figure 1.1. Real exchange rate and non-oil current account

1. Expressed as relative consumer prices in a common currency.
2. Excludes trade in oil and gas products and in oil-related investment goods and business services.
Sources: OECD and Statistics Norway.
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expansionary but ultimately stabilising. In the event, the deficit immediately
overshot its baseline path and reached 4 per cent of GDP by 2003, its estimated
level as late as in 2009. Hence, the major relative price movements should have
taken place at a relatively early stage of oil exploitation, being then largely based
on the anticipated absorption of the oil money.12

It must be concluded that oil money has left the exposed non-oil sector in
a weakened state, though this has probably been inevitable, and that the main
channel has been via public expenditure. On the other hand, the major adjust-
ments have already been made, and these might have been much larger had it
not been for the new policy mix. By the same token, the future containment of
potential crowding out pressures will require continuing credibility of the new
rules, notably a timely return to the fiscal guidelines following recent strains. Over
time, moreover, it is likely that Norwegian firms will become less sensitive to
short-term movements in the exchange rate, as seems to have happened in other
countries that have adopted inflation targeting.13 Nevertheless, the outsourcing
route has become much easier since the opening of east Europe and could
become even easier with the upcoming European enlargement. The challenge of

Table 1.2. Sectoral shares of value added and employment

1. 2001 for United States, and Germany.
2. Including services.
3. Including forestry, fishing and hunting.
4. Excluding services to oil and gas extraction sector, and including electricity, gas and water supply.
Sources: Statistics Norway and OECD.

Value added Employment

1975 1985 1995 20021 1975 1985 1995 20021

Oil and gas extraction2 1.8 12.1 9.4 12.9 0.1 0.9 1.0 1.1
Agriculture, mining and quarring3 4.7 3.7 3.4 2.4 10.3 7.5 5.2 3.9
Manufacturing 33.1 25.0 23.2 18.8 22.4 16.6 14.2 12.6
of which:
Food, beverages and tobacco 6.6 5.5 5.4 4.3 3.2 2.8 2.6 2.3
Refined petroleum, chemicals and 

mineral products 3.9 3.6 2.4 2.5 1.9 1.4 1.1 1.0
Machinery and other equipement 6.4 4.6 4.5 4.0 5.7 4.3 3.5 3.3
Building of ships, oil platforms and 

moduls 3.8 1.7 2.0 2.0 2.4 1.5 1.6 1.5
Construction 8.5 7.6 6.8 6.5 7.3 6.9 5.4 6.0
Market services4 51.9 51.7 57.3 59.3 59.8 68.1 74.2 76.4
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Memorandum items: 
General government 11.3 11.9 14.3 14.3 20.6 25.5 31.1 31.2
Manufacturing in other countries
United States 21.7 19.1 17.4 14.1 20.2 17.1 14.0 12.1
Germany 32.1 30.2 22.6 22.2 32.6 29.2 22.6 20.9
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developing less price-sensitive (higher productivity) production in response to
outsourcing is a major one that is common to all OECD countries. 

Macroeconomic policies: finding their bearings in the new regime

The central bank faced a severe test of its new inflation-targeting regime
early in 2002, when wage increases were far higher than anticipated. Fearing sus-
tained high cost-driven inflation, the bank tightened monetary policy. The krone
appreciated strongly, exacerbating the downturn in manufacturing, which was also
suffering from the bursting of the ICT bubble and global recession. Fiscal policy
was expansionary, adding to pressures on wages and exchange rates. Sharp reduc-
tions in interest rates starting in late 2002, strong oil investments, much lower
wage settlements influenced by rising unemployment, and continued fiscal
expansion have set the stage for recovery, and the currency has weakened back
toward its longer-term average. At this stage, it seems that macroeconomic policy
has contributed to a soft landing (Figure 1.3). But there are risks. Inflation is now
well under target, and there are no major internal or external inflationary pres-
sures. Monetary policy could stay too lax too long, and fiscal policy is not set to
tighten in 2004, even if such tightening is called for by longer term considerations.
In the worst case, the economy could thus continue to cycle excessively, and the
“two-track” economy – booming consumption, weak non-oil investment – could

Figure 1.2. Non-oil budget balance

Source: Ministry of Finance.
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become ingrained, retarding the very structural changes that are needed to impart
resilience to future macroeconomic performance.

Macroeconomic performance and the policy mix

Macroeconomic policy management in Norway has long been imple-
mented against a background of centralised and outward-oriented process of
wage formation that ensured overall wage moderation under a wide range of mac-
roeconomic conditions. Up until the policy regime switch in 2001, monetary policy
was geared to stabilising the exchange rate over time, while fiscal policy had a
main responsibility for macroeconomic stabilisation. Together with an elastic
labour force and relative ease of worker dismissals, supported by fiscal transfers,
such an “incomes policy” arrangement imparted longer-term stability. Macro flexi-
bility, coupled with a high recourse to active labour market policies, might have
minimised damaging labour-market hysteresis effects to be found in more slug-
gishly adjusting economies, and indeed, structural unemployment is very low and
employment rate very high in Norway compared with the rest of the OECD
(Figure 1.4). 

Even so, as in other small, open economies with a high dependence on
resource-based industries, cyclical fluctuations have been relatively sharp, though
as an oil producer Norway has been partly insulated from OECD-wide oil shocks.

Figure 1.3. Output gap in Norway and among trading partners
Annual figures

Source: OECD (2003b).
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Figure 1.4. Key macroeconomic indicators

1. OECD excludes high inflation countries.
2. Total employment as a percentage of working age population (aged 16-64).
Source: OECD.
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As already seen, the real exchange rate has also fluctuated with the cycle, while
showing a marked tendency to “mean reversion”. Inflation and real interest rates
have tended to be somewhat higher than among trading partners (Table 1.3) but
price levels have been much higher (Chapter 3). High prices may be a puzzle,
given the generally high-performing economy, and appear to reflect relatively high
factor costs (and taxes) rather than excessive profit margins. Indeed, in 2002 wages
for blue-collar workers in manufacturing were 35 per cent higher than among trad-
ing partners (in a common currency). Per capita real income moreover is one of the
highest in the OECD, and excluding oil, it is above the OECD average. This reflects
not only high employment rates, but also quite high productivity, despite muted
product market competition (see last section below).

The 1992 “Solidarity Alternative” among the social partners enshrined the
important principle that wage setting in Norway should be geared to maintaining
international competitiveness, as is appropriate for a small open economy. Practi-
cally, this required that the exposed sector move first in the wage negotiations,
setting the pace for wage growth in other sectors.14 The reinforcement of the
consensus-based framework set the stage for strong growth throughout the latter
half of the 1990s. However, labour market pressures became intense as labour
shortages developed, and a strong pick-up in wages over the five-year period
1998 to 2002 led to a sharp shift in income shares. At first, a depreciating exchange
rate helped to maintain profitability in the exposed sectors, but with an appreciat-
ing krone from mid-2000, exposed firms could not pass on the cost increases to
prices to the same extent as could firms in the sheltered sectors. The wage boom,
particularly in 2002, exceeded what could have been expected, even given the
tight labour market. However, the 2002 downturn resulted in rising unemploy-
ment, with the exposed non-oil sector being particularly hard-hit, and led to
renewed wage moderation in 2003, much as expected by the traditional model,
while policy-led declines in inflation and real interest rates gave compensating
support to real household incomes.

Table 1.3. Inflation and real interest rates: Norway v. euro area
Average period 

Source: OECD, Purchasing Power Parities.

1982-1985 1985-1995 1995-2003

CPI inflation
Norway 7.9 4.4 2.3
Euro area 8.1 4.0 2.0

Real short term interest rates
Norway 5.6 6.4 3.4
Euro area 3.3 4.8 2.1
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An important consideration is whether the 1998-2002 wage boom sig-
nalled the ending of the solidarity regime owing to a permanent shift in the bal-
ance of power between workers in exposed and sheltered sectors. If so, the issue
may have been only partly settled by a reiteration by the social partners and gov-
ernment in the spring of 2003 of the joint commitment to a continued lead role by
the exposed sector in centralised wage negotiations, which itself seemed to
acknowledge the need for the wage bargaining model to adapt toward a greater
degree of micro flexibility (see Chapter 4). An alternative explanation is that fiscal
policy was not sufficiently tight to prevent overheating of the economy. Up to
2001, fiscal policy could not perform its traditional output stabilising role insofar
as “oil euphoria”, and bullish stock markets, created an exaggerated expectation
of wealth and a reduced perception of economic limits. Subsequently, the switch
to inflation targeting replaced theanchor provided by exchange rate targeting and
assigned a greater stabilisation role to monetary policy, while the new fiscal rule
was intended to manage the gradual phasing in of oil money. The wage negotia-
tions of early 2002 featured large public sector wage awards, intending to catch up
after falling behind since the launching of the “Solidarity alternative”, and still
tight labour markets contributed to substantial wage growth overall. Tax cuts, coming
on top of the wage gains, added to demand pressure on labour resources.

Monetary policy

The adoption of inflation targeting in March 2001 was soon followed by
the unexpectedly high wage settlements of the wage rounds for 2002. The central
bank increased the interest rate by 0.5 per cent point to 7 per cent in July and
held it there until December, thus maintaining the large gap vis-à-vis foreign rates
that had already emerged in the previous year, and the krone appreciated sharply.
The exposed sector consequently came under double strain (Figure 1.5). With rel-
ative labour costs climbing by a cumulative 17 per cent from 1998 to 2002, and rel-
ative unit labour costs probably by much more, 15 000 manufacturing jobs (5 per
cent of the sector’s labour force) were eliminated in 2002.15 A discussion arose of
whether the central bank should take greater account of the exchange rate in the
future conduct of monetary policy.16 A substantial undershooting of inflation
became apparent by mid-2003, as the core inflation rate fell to well under the
1 per cent interval around the 2½ per cent central target (Figure 1.6). 

In retrospect, it would appear that monetary policy stayed too tight for too
long. But it is hard to blame the central bank for tightening ex ante, as it was faced
with an acute dilemma in response to a large wage shock,17 with uncertainty
heightened by an array of factors. First, the wage increase was clearly excessive
and posed a major challenge to the central bank’s first real test of its credibility as
inflation fighter. Even though its mandate states that policy consideration should
also be given to the output gap (Box 1.1), at the time it seemed prudent to err on
© OECD 2004
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Figure 1.5. Export performance and relative labour costs

1. In a common currency.
Source: OECD (2003b) and Statistics Norway.
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Figure 1.6. Price developments in Norway and euro area
Year-on-year percentage changes

1. Consumer price index adjusted for tax changes and excluding energy products (CPI-ATE).
2. Less food, energy, tobacco, alcohol.
Source: Statistics Norway and OECD.
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Box 1.1. Flexible inflation targeting

Norges Bank follows a “flexible inflation targeting” regime, meaning that the
output gap is in some sense included along with the inflation rate in the bank’s
objective function. The weight given to the output gap is directly related to the time
horizon allowed for meeting the inflation objective. That is, trying to stabilise infla-
tion over a relatively short period would require aggressive and frequent interest
rate changes, which in turn would destabilise output, whereas a longer period per-
mits greater stability of interest rates and output. Econometric analysis by the bank
suggests that the lags in transmission from the short term interest rate (its instru-
ment for monetary control) to inflation are long and the effect is strong. Thus, the
bank has given itself a rather long period for meeting the inflation target, viz. two
years, which is also long enough to permit adequate attention to be given to stabili-
sation of output. Furthermore, it has reserved the option to extend the period
beyond two years in the event of unusual shocks, although these are not specified.

Supply shocks such as a wage push or terms-of-trade change – which tend to
afflict Norway – pose a dilemma to central banks under flexible inflation targeting
because the policies for stabilising output and inflation are usually in that case
opposed, at least in the short run. Accurate forecasting tools are indispensable to
steer this course, and Norges Bank’s macroeconomic model seems to perform well,
though it may still need to be adapted to the needs of inflation targeting, as it was
developed for another purpose, i.e. exchange rate targeting as in the past. Another
issue is the choice of exogenous assumptions. In the past, among the technical
assumptions used to set its inflation forecast, the bank presented scenarios with
constant interest and exchange rates as well as scenarios with market-implied interest
and exchange rates, though the former was used to represent the baseline forecast. In
its October 2003 Inflation Report, however, the bank indicated a shift to the assumption
that interest rates shadow forward interest rates and that the krone moves in line with
the forward exchange rate, which should be more internally consistent.* 

Operating a “flexible inflation targeting” regime can also help to stabilise the
exchange rate over time. In the short run, where the international interest rate dif-
ferential is a main determinant of the exchange rate, the lower variability of domes-
tic interest rates resulting from inclusion of the output gap in the objective function
should also imply lower variability of the exchange rate. In the long run, where “pur-
chasing power parity” considerations are likely to dominate, stability of domestic
inflation expectations deriving from a successful implementation of the regime
should contribute to stability of expectations concerning the exchange rate. Indeed,
the opening sentence of the bank’s policy mandate apparently refers to the latter
linkage, stating that “monetary policy should be aimed at stability in the internal
and external value of krone, contributing to stable expectations concerning
exchange rate developments” (New Regulation on Monetary Policy). The third sen-
tence then makes clear that the operational target is inflation, and the bank has fur-
ther clarified that it will react to the exchange rate only insofar as it affects inflation.

* The IMF (2000) maintained that since the use of a constant interest rate path is inconsis-
tent with that of asset prices based on market information, it could actually take much
longer than the target horizon to bring inflation back to target following a shock, and rec-
ommended that forecasts be produced on the basis of a time-varying interest rate fore-
cast incorporating all relevant information.
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the side of the inflation target, even if after mid-2002 a marked slowdown of the
economy was becoming evident. Second, the extent of the exchange rate climb
after policy tightening was greater than expected, probably reflecting the added
influence of special factors related to oil and equity market effects,18 although
expectations-based overshooting, in reaction to the new policy mix, cannot be
excluded. Third, the bank’s initial reading of the monetary transmission mecha-
nism may have been flawed, either because the bank interpreted an evidently
slower than expected pass-through of the exchange rate appreciation into domes-
tic prices as a weaker than expected one,19 and/or because economic behaviour
changed in response to the policy regime shift itself. Finally, a structural shift
toward a higher share of imports from south-east Asia, following recent trade liber-
alisation, exerted exogenous deflationary pressure via import prices as elsewhere
in the OECD (“China syndrome”), which in turn may have contributed to the eventual
inflation undershooting.

Even though the bank acted in a way that is consistent with the building of
its credibility, it suffered some loss of popular support that came from perceived
anti-inflation “overkill” in the critical early period of the inflation targeting
regime.20 However, the bank proved nimble. From end-2002 until early 2004, it
lowered the interest rate in frequent and large steps, by a total of as much as
500 basis points, bringing the exchange rate back to a more normal level – but at a
much lower than normal nominal interest rate level of 2 per cent (Figure 1.7). Core

Figure 1.7. Monetary conditions

1. Deflated using the consumer price index excluding changes in duties and energy prices, from 1999, and
consumer price index excluding energy prices before this date.

2. Deflated using the consumer price index.
Sources: OECD, Statistics Norway.
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inflation remained under ½ per cent in early 2004, and the bank announced that it
was maintaining an easing bias,21 while signs of economic recovery were becoming
apparent.

Fiscal policy

Fiscal slippage has arguably made the job of monetary policy more diffi-
cult. The fiscal rule does, in fact, allow for budgetary smoothing in response to
large swings in the economic cycle or in the market value of the petroleum fund,
conditions that were fulfilled in the 2002 and 2003 budgets. However, a lack of
clear limits (either within or across periods) on deviations from baseline, and
political pressures from some quarters to spend more of the oil revenues, may
have contributed to financial market uncertainty. The 2004 budget maintains the
slippage, and with less justification given the economic recovery, implying a
0.6 per cent of GDP expansionary fiscal stance as conventionally measured by the
change in the structural non-oil balance. However, according to a detailed analysis
of the demand-impact of different spending and revenue components, the 2004
budget presents the fiscal stance as being in essence neutral, which may have
helped to stabilise markets. The budget document also states that, in the absence
of a reduction in spending of petroleum revenues, Norway will not get back into
line with the fiscal rule until the end of the decade. Even a freeze of spending in
real terms may face substantial challenges given that there will be a general election
in 2005. Fiscal policy thus appears poised to serve as a source of ongoing tension
in the policy mix. 

Fiscal laxity may have further adversely affected monetary policy effi-
ciency via the signalling effect of high public wage rises in 2002, mainly going to
teachers employed at the local level as compensation for more class hours,
though teachers were also demanding wage catch-up after a decade of substantial
restraint.22 The possibility of continuing wage-wage push, as other groups then
tried to preserve previous wage relativities, certainly featured in the central
bank’s reasoning at the time.23 Some observers hypothesised that the public sec-
tor might even be taking over the lead role in wage formation, given its growing
size and influence, against the relentless shrinkage of the exposed sector. These
concerns have for the moment subsided. Nevertheless, labour shortages in the
health sectors may lead to higher wage growth than elsewhere in the economy.

Risks and challenges going forward 

The recovery is expected to be stronger and quicker than in most of
Europe, reflecting Norway’s comparative macroeconomic resilience (Table 1.4).24

Inflation should gradually come back up to target as the recent depreciation
passes through into prices and as the output gap closes, presumably allowing
monetary policy to remain relatively easy in the meantime. However, there are
© OECD 2004



Economic trends and policy challenges 41
risks to the sustainability of the recovery. Although unit labour cost growth has
now come down, and will continue to do so as the recovery proceeds, its level is
still quite high in international terms. Hence, the exposed sector remains fragile
and requires a sustained period of wage moderation to restore profitability. The
current expectations by the OECD and other forecasters of around 4½ per cent
annual wage growth over the next two years is higher than in foreign partners, par-
ticularly as Norway’s productivity growth advantage is not marked while producers’
pricing power seems low (Table 1.5). 

Table 1.4. Short-term outlook
Percentage changes from previous period, at constant prices

1. November 2003 projections.
2. Includes platforms under construction, crude oil production, oil drilling and pipeline transport.
3. Contribution to GDP growth.
4. GDP excluding oil and shipping.
5. As a percentage of disposable income.
6. As a percentage of GDP.
Source: OECD (2003b).

Current prices, 
NOK billion 

1999
2000 2001 2002 20031 20041 20051

Private consumption 584.3 3.9 2.6 3.6 3.2 4.0 3.0
Government consumption 263.7 1.3 2.7 3.2 1.0 2.0 2.0

Gross fixed capital formation 271.8 –3.6 –4.2 –3.6 1.9 3.7 –0.5
Public sector 42.3 –11.4 2.9 0.0 0.2 1.8 1.5
Petroleum activities2 68.2 –14.7 –9.5 6.8 20.8 10.0 –8.0
Residential 43.1 5.6 3.7 –4.2 –5.0 1.8 2.5
Other private 118.2 2.0 –7.0 –9.4 –4.5 0.9 2.9

Stockbuilding3 20.7 0.8 –0.5 0.2 –0.3 0.1 0.0
Total domestic demand 1 140.6 2.4 0.4 2.1 2.0 3.5 2.0

Exports of goods and services 486.2 4.0 4.1 –0.5 –0.8 2.2 3.2
Non-manufactured goods 

(including energy) 211.7 4.7 3.3 2.3 –0.4 0.9 1.5

Imports of goods and services 393.8 2.7 0.9 1.7 2.5 4.0 3.9

Foreign balance3 92.5 1.0 1.6 –0.8 –1.1 –0.2 0.3

Gross domestic product 1 233.0 2.8 1.9 1.0 0.6 2.8 2.0

Memorandum items
Mainland GDP at market 

prices4 . . 2.5 1.7 1.3 0.3 2.7 2.2
Consumer price index . . 3.1 3.0 1.3 2.5 1.2 2.5
Private consumption deflator . . 3.0 2.4 0.7 2.0 1.1 2.3
Unemployment rate . . 3.4 3.5 4.0 4.5 4.7 4.5
Household saving ratio5 . . 4.5 3.7 6.9 5.0 5.3 5.4
General government 

financial balance6 . . 15.0 13.7 10.9 9.8 9.7 8.4
Current account balance6 . . 15.0 15.3 31.2 12.7 12.4 12.3
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Until this situation is corrected, low interest rates may not do much to
spur investment: most of the credit expansion in the economy is still going to
households and the public sector (Figure 1.8). Moreover, household disposable
income is quite sensitive to interest rates because of high mortgage indebted-
ness, the vast bulk of which is subject to variable rates, and robust house prices
have added to perceptions of growing household wealth. An upside risk is that the
economy could grow rapidly if consumption and housing investment boom in
response to the unusually low level of real interest rates. But the downside is that
consequent overheating (the economy already not being far from its potential)

Table 1.5. Productivity, wage, and price growth 
(2003-2005 annual averages) 

1. Measured by compensation per employee, deflated by private consumption deflator.
2. For goods and services, expressed in US dollar terms.
Source: OECD (2003b).

Productivity Real wage1 Export price2

Norway 1.66 2.69 6.0
European Union 1.23 1.04 6.8
OECD 1.80 1.24 4.6

Figure 1.8. Credit growth by sector 
Year on year changes

Source: Norges Bank.
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might lead to renewed wage pressures and monetary policy tightening. This
downside risk would be aggravated by a lax fiscal policy. Once again, the exposed
sector would be much harder hit in any subsequent recession than the sheltered
sector. Thus, discipline in both fiscal policy and wage setting, the latter based on a
continuing lead role for the exposed sector and a credible monetary policy threat,
seems essential for a sustainable recovery. 

It is important that macroeconomic policies establish the fundamental condi-
tions for durable investment and growth. A tighter fiscal policy, sufficient to lead back
soon to compliance with the long-run fiscal rule, seems primordial. Failure to achieve
this objective could provoke adverse financial market reactions in interest and
exchange rates, exacerbating the crowding out of non-oil investments. Well-informed
market reactions to fiscal policy require a high degree of budget transparency. In this
respect, the economic impacts of the budget could be made clearer, and credible
medium term limits on permitted deviations from the fiscal rule should be estab-
lished, while maintaining adequate scope for short term flexibility. Increased flexibil-
ity in public pay awards, which take into account regional differences in living costs,
could furthermore help to maintain aggregate wage discipline and ease the task of
monetary policy, while leaving more resources for real public services. 

A key challenge is to manage the risk of future tensions in the policy mix.
For this, it is important that monetary and fiscal policies be clear about their
respective roles and targets, each pursuing its area of comparative advantage.
Monetary policy should focus sharply on the inflation target, while giving scope to
stabilisation of the output gap within the two-year horizon it has allowed itself for
meeting the inflation target. Fiscal policy should avoid being asymmetric in its
application (which tends to be the case not only in Norway, but almost everywhere
in the OECD25), focusing rather on adherence to the fiscal rule, which already gives
full play to automatic stabilisers. A higher level of fiscal ambition would ease the
burden on monetary policy. If markets perceive that fiscal spending pressures are
getting stronger, consequent upward pressure on the exchange rate would pose a
policy dilemma for the central bank, as easing in order to meet its inflation target
would add to macroeconomic policy stimulus, while tightening to offset the fiscal
stimulus would put further upward pressure on the exchange rate.

Achieving a high level of monetary policy credibility will be essential to
policy efficiency, hence overall macroeconomic stability, by helping to pre-empt
potential wage pressures as social partners internalise the central bank’s inflation
target. The central bank should continue to refine its analytical tools to help strike
the fine balance needed within the flexible inflation targeting regime. Prolonged
reliance on very low real interest rates to sustain the recovery could lead to over-
heating, while a premature tightening could risk prolonged inflation undershoot-
ing, in either case compromising monetary policy credibility. It will also be
important that the bank maintain open communications and independence in the
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pursuit of its objectives. Indeed, it has provided timely information on its policies
by regular publications and reporting to government. A welcome step has been
the recent de-politicisation of board appointments.26 Also, the central bank has
recently been made subject to parliamentary oversight, strengthening its account-
ability and transparency.

Structural-macro tensions in the medium run

Per capita income growth has been substantially higher than the OECD
average in the last decade even when disregarding the petroleum sector.
Annex 1.A2 shows that Norway’s good growth track record is based on not only
rapid employment growth but also robust multi-factor productivity growth,
embodying the forces of innovation and rising efficiency. The latter has reflected
liberalising service sectors, dynamism stemming from the oil-related sector, and
reduced tax distortions thanks to significant oil revenue financing of public
spending. Nonetheless, structural challenges await Norway in the medium term.
First, declining oil activity, as oil reserves are about to peak and will gradually be
exhausted, could imply a period of capital stock adjustment and diminishing MFP
spill-overs from the oil sector. Second, declining labour supply, which has emerged in
recent years probably as a consequence of high income itself and is certain to be
aggravated later on by demographic ageing, could hamper growth so long as it per-
sists. The process of European expansion, about to begin, will put added pressure
on Norway’s desirability as an investment and production location. The policy focus,
accordingly, will need to be forward-looking. Prudent macroeconomic policies, as
discussed above, are the optimal framework under which structural reforms could
be quickly implemented in order to secure strong growth on a permanent basis. The
structural policy response should involve reforms to boost internal competition,
motivate continuing high work effort, stimulate human capital investments, and
improve the flow of resources to more highly productive activities. These efforts
would in part tap as yet major unexploited sources of growth potential in Norway.

Deteriorated international competitiveness and gradual decline of the oil sector

The deterioration in competitiveness in recent years leaves Norway more
vulnerable to the gradual decline in the petroleum sector in the years to come.
The above discussion of the outlook shows growth above or at potential until 2005,
although it is questionable to what extent the exposed sector will be able to con-
tribute, at current wage levels. However by 2006, Norwegian government esti-
mates show a marked declining trend in oil investments, while oil production is
approaching its peak. Although oil exports have little direct impact on the main-
land economy (except via the non-oil budget deficit), demand arising from invest-
ment in the oil sector is important, representing about one-quarter of overall
investment and being supplied to a large extent by mainland industries. The rate
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of growth of demand toward the mainland arising from oil activity is due to decline
from 8 per cent on average over the period 2003-05 to –27 per cent, on average, in
2006-07 (Table 1.6). Moreover, oil sector productivity is very high due i.e. to sophis-
ticated technology, FDI inflows and spill-overs, whereas manufacturing productiv-
ity growth – traditionally the main source of productivity growth in OECD
economies – is lower than average and the sector attracts relatively little foreign
direct investment (Chapter 3).

All this implies that withdrawal of oil activities will impart a possibly sub-
stantial negative shock to the economy, both in terms of demand effects on main-
land production and structural effects related to technological intensity of overall
production. According to the OECD’s macroeconomic model for Norway, during a
transition period the impact could amount to as much as ½ per cent point of
reduced annual growth (Annex 1.A2). Although some part of the oil-servicing
industry (e.g. platform building and deep sea drilling) can turn its attention to for-
eign markets, and indeed major efforts are now being made to gain a foothold in
emerging production around the Caspian Sea area, the growth of demand in these
markets may be limited. Stepped-up non-oil investments will be needed in order
to replace the part of the capital stock becoming obsolete. The needs of external
sustainability imply that the capital-intensive exposed sector will still be very
important. To maintain the growth of living standards, while preserving external
balance, the export sector will have to both expand its relative size and improve
its competitiveness, including via productivity gains.

These considerations reinforce the importance of containing the deterio-
ration in wage competitiveness. But a further response must be a more dynamic
economic structure allowing resources to flow into areas of Norwegian comparative
advantage, and finding Norwegian “niches” in the international distribution of pro-
duction. In other words, because of high wages, cultivating new markets will
depend on forms of competition based on higher productivity and human capital-
intensive activities. This will require education reforms, and greater attention to
R&D, and indeed these should command a greater share of the use of oil money,
underpinned by tax cuts and tax reform to improve the incentives to build human
capital, to invest in productive activities, and to innovate. A rethinking of the

Table 1.6. Oil activity

1. Percentage change from previous period.
Source: Ministry of Finance.

2002 2003 2004 2007

Investments in oil activity (billions 2000 of NOK) 52.3 64.0 71.4 34.9
Demand toward mainland1 12.5 22.0 12.1 –36.2
© OECD 2004



46 OECD Economic Surveys: Norway
regional support policies, whereby large sums of money are directed to the con-
servation of traditional labour-intensive activities (and may actually accelerate the
flow of young educated people out of the regions) seems in order as well. The
financial sector may also have major unfulfilled potential in steering resources to
internationally competitive activities (Annex 1.A3). Innovation, however, may be
best done through more intense domestic rivalry.

Weak domestic competition and dynamic losses

Competitive forces are by no means absent in Norway. Clear and large
benefits of past liberalisation in network industries such as energy and telecoms
have improved welfare for the population by keeping prices lower than they
would otherwise be. Rationalisation and market opening in sectors such as retail
trade and finance has likewise delivered undeniable consumer benefits. Innova-
tion and entry in response to deregulation have been helped by a comparatively
low level of administrative barriers in Norway. Such liberalising service sectors
have contributed to productivity growth in the mainland economy and, along with
oil investment supplying sectors, helped to offset the drag from manufacturing.
Nevertheless, a number of indicators suggest that the past liberalisation gains
could go further and that overall, competition needs to be strengthened. The
gradual reversal and decline of oil activity highlights the importance of capturing
the dynamic gains that can arise from more vigorous competition. If the next few
years bring the expected strong growth, this may be the best time to enact compe-
tition reforms to boost economic performance.

A key problem seems to be the large size of the public sector, which has
steadily expanded over the past decade, currently employing almost one-third of
the workforce (close to 27 per cent in terms of hours worked) – a greater share than
in any other OECD country and going against the general OECD trend. This expan-
sion may have been beneficial in the sense that it absorbed rising labour market
participation of women, who tend to work in public sector jobs (civil service, nurs-
ing, teaching, child and elderly care), and helped to supply desired public ser-
vices. However, the provision of public services is comparable with that in other
Nordic countries, so the high public sector employment in Norway suggests that
production of these services could take place more efficiently. Also, an apparently
growing insufficiency of highly educated labour resources for the private sector
(see Chapter 4), may pose a challenge to the adjustment of the non-oil sector.

Public ownership of economic enterprises is also remarkably high in inter-
national comparison. In the business sector, public production may be guided by
non-economic as well as economic objectives, and could create a non-level play-
ing field vis-à-vis private firms. Output in the public sector is difficult to measure,
but its large size may push down average economic productivity.27 The govern-
ment has, in fact, drawn up a plan for privatisation and recognised its importance,
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but implementation has been delayed by political opposition as well as practical
difficulties. It should also be noted that budgetary difficulties and debt problems
– absent in Norway – have provided incentives to privatisation reforms in other
countries, particularly in Europe, independently of their putative economic benefits.

Heavy subsidies to protected sectors, notably agriculture, prevent major
consumer benefits in Norway together with potential export receipts in develop-
ing countries from occurring. Domestic public ownership requirements in some
industries, may block the international transmission of technological and manage-
ment know-how that could importantly help Norway to compete globally. Finally,
weak enforcement powers by the Competition Authority suggest that there is a
need to strengthen broad consumer interests. The government recognises the
importance of stronger competition, however. It has recently proposed a new com-
petition law, believed to be the strongest in Europe in the field of anti-cartel poli-
cies, and its passage is important. Further strengthening to the level of best
practice in all areas, in particular regarding the need for an independent appellate
body, is also important. 

Strengthening competitive forces can bring large gains for the economy.
The direct and indirect cost of regional support alone may be as high as the per-
manent income from oil wealth, although these calculations are very tentative
(Chapter 3). It will thus be vital to first, identify the exact objectives of the regional
policy, and second, to weigh the costs – both static and dynamic – against the suc-
cess in achieving these objectives. Agricultural price levels are 50 per cent higher
in Norway than in the EU on average, so that large scope for the capturing of fur-
ther static gains exists. Bringing service sectors up to the level of OECD best prac-
tices could raise productive capacity and reduce prices by 3-4 and 3-5 per cent,
respectively (Chapter 3).28 Potential dynamic losses may be a more serious con-
cern, as these cumulate over time. Productivity growth could slow as oil activities
wane (above) and one-off effects of past service sector liberalisations wear off.
Moreover, reforms to raise labour utilisation may put downward pressure on
hourly productivity unless they are accompanied by product market reforms. A
programme of intensive privatisation and other pro-competition reforms could
add as much as 1 percentage point to potential growth as long as it continues,
which in a matter of 10 years would cumulate to a real GDP gap outweighing the
whole of the oil wealth (Annex 1.A2).29 Hence, postponing the more difficult struc-
tural reforms on the expectation of a comfortable oil cushion is a costly strategy. 

Declining labour utilisation and population ageing

Norway enjoys a remarkably high labour market participation rate, and ris-
ing female participation has been a source of growth in the last decade. Its high
official retirement age (67) is also a model for the rest of the OECD. It might seem
that, unlike in most other European countries, there is limited scope for boosting
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GDP growth rates and solving the pension problem by raising labour inputs. How-
ever, labour utilisation is around the OECD average because of relatively low aver-
age working hours, while also declining in response to strong recent inflows into
disability and early retirement schemes, increasing recourse to sick leave and
part-time, and four extra paid holidays negotiated in the last wage agreements.
The situation becomes more worrisome when juxtaposed against the looming rise
in the old-age dependency ratio that is due solely to demographic changes, even
though these may be milder than in many other OECD countries because of cohort
effects stemming from recent high labour market entry by women. So Norway’s sig-
nificant head start in combating the future ageing burden – ensuring long and full
working lives by all members of society – must by all means be preserved through
policy efforts. Calculations by the OECD show that pension reforms encouraging
longer working lives, as discussed above, could boost Norway’s potential labour
supply by up to 8 percentage points over the next two decades, as compared with
the no-reform baseline, raising annual growth rates by ¼ to ½ per cent point over
the same period (Annex 1.A2).

The above adverse trends in part reflect government policies meant to
assist working-age citizens who are apparently unable to work. There is a difficult
question of incentives here: experience in other countries, as well as in Norway,
shows that if the rewards for not working are not too small, then “rational” individ-
uals will take advantage of them. If access to early retirement becomes too diffi-
cult, numbers exiting via the disability route tend to increase. Furthermore, the
markedly progressive tax schedule, in conjunction with severe wage compression,
penalises the market production of household services, in turn necessitating more
do-it-yourself and low average working hours (by women). These problems will to
some extent be mitigated by cohort effects: the new generation of working women
tend to work at full-time and professional-track jobs, unlike many of their mothers.
Also, economic progress will entail the expansion of knowledge-based jobs where
work might be viewed more in terms of personal fulfilment than drudgery. How-
ever, these are slow processes and a careful tightening of access to, and the level
of, social benefits together with better monitoring seems essential. It also seems
important to provide better transition mechanisms than early retirement for
(mainly male) workers being made redundant by the shrinkage of traditional
industries. This includes better support to life-long learning and work re-training.
There also seems little rationale for early retirement and “pay for no work”
schemes in the government, as the problem of obsolete skills should, again, be
solved by retraining rather than redundancy. 

That said, the growing demand for new skills is usually highly specialised,
as in the health sector or in ICT applications in the business sector, and the
required training must start early in life. This would be supplied by allowing more
returns from human capital and, eventually, a more pro-active educational policy
that emphasises basic math, science, and reasoning skills (Norway’s educational
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outcomes have been disappointing; see Chapter 4). The incomes policy model
has been very successful in the past, and a key element in Norway’s good macro-
economic performance, but may be declining in relevance as traditional manufac-
turing is under growing pressure from global competition and new skills are
needed for new types of activities. It is important to preserve the best elements of
the old model, in particular the lead role of the exposed sector (at least until com-
petition is stronger), while allowing greater scope to wage differentiation based on
education and productivity, better complementing technological progress. Greater
product market competition, in turn, would reduce rents shared by workers and
firms in sheltered industries while reducing prices for all consumers, eventually
lessening the need for co-ordination to underpin wage moderation.30

Summary: the main challenges

The discussion above suggests four main policy challenges that will need
to be addressed in order to secure a stable and high long run growth path:

– The first main challenge is to manage monetary and fiscal policies, and the balance
between them, to strengthen and avoid destabilisation of the economy.
The weakening of cost competitiveness over recent years has left the
exposed sector in a vulnerable state, especially as increased competitive
pressures are likely to follow enlargement of the European Economic Area.
The policy response should include a period of cautious and focused
monetary policy and tight fiscal policy to build macro policy credibility,
and thereby, impose discipline on wage formation and better anchor
market expectations of exchange rates. This would buy time to allow
structural reforms to lower costs and improve the flow of resources to areas
of Norway’s comparative advantage and higher productivity activities.

– The second issue is the threat to long-term fiscal sustainability under current
policies. A still-maturing yet demographically-disadvantaged pension
system faces a spending surge sharper than elsewhere in the OECD. The
main answer must be substantial pension reform that would damp the in-
crease in the burden on future generations of workers. Getting back into
line with, or even exceeding, the fiscal rule would be another important
step, in turn requiring tighter controls on entitlements and enhanced ef-
ficiency of all forms of public spending. Binding medium-term limits on
deviations from the rule could help to set the right priorities and to bal-
ance overall costs and benefits of spending policies.

– The third major challenge is to arrest declining labour utilisation, resulting
from a declining effective retirement age and falling average hours
worked. High growth of government transfers (in opposition to the trend
in the rest of the OECD), highly progressive taxation and a compressed
wage structure may have distorted the work-leisure and human capital
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investment choices. The responses should be better oversight of social
support programmes to prevent abuses while tilting their orientation to-
wards work incentives, along with tax and labour regulation reforms to
further improve incentives. 

– The final issue, receiving special treatment in the Survey, is the weakness
of domestic competitive forces. Still-pervasive public ownership, an ambitious
regional policy, and the sheltering of agriculture has hampered the flow
of resources toward activities needed to compete on the global stage and
diminished the efficiency and scope of local production. A greater role for
the private sector along with the removal of the various forms of protec-
tion is probably the quickest way to compensate for the sharp slowdown
in the growth of living standards that, ceteris paribus, may result from the
future loss of oil activities and population ageing. 

Finally, it would be hard to overemphasise the importance of interdepen-
dencies among policies. That is, it is unlikely that success could be achieved in
one area while neglecting others. For example, policies for stepped-up product
market competition would permit a relaxation of rigidities in centralised wage bar-
gaining, by establishing another avenue for inflation control, and for improved
international competitiveness based on higher productivity activities, by stimulat-
ing innovation. Labour market reforms, in turn, could facilitate product market
reforms by enabling a swifter and more flexible reallocation of labour among activ-
ities and increasing the returns to investing in human capital. Privatisation will be
less costly to the budget if flexible product and labour markets allow quicker
absorption of superfluous labour. Tax reform to eliminate the distortions hamper-
ing labour supply and human capital investments would underpin long-run fiscal
performance and economic growth. Policies to arrest the decline in labour utilisa-
tion also strengthen public finances via lower social spending. Higher growth from
labour and product market reforms would ease the long-run fiscal constraint. Bet-
ter wage and spending control in the public sector will ease the trade-offs facing
monetary policy. Solving the pension problem quickly, while adhering to the fiscal
rule, will establish fiscal credibility and underpin private sector confidence that is
critical to successful pursuit of macroeconomic policy. Policies to achieve fiscal
sustainability would, moreover, help to restore international competitiveness of
the non-oil sector, insofar as upward pressure on resources and the exchange rate
would be thereby mitigated. A robust non-oil sector would help to maintain the
real value of external net assets after oil receipts dwindle, leaving sufficient
income for the budget and contributing to fiscal sustainability, in a virtuous circle.
The challenges are therefore clear to see and what is required is a sustained and
comprehensive programme to deal with them and thereby provide for a much
more robust and prosperous economy in the post-oil era.
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Notes 

1. As the tax burden is already high and progressive, implying dead-weight losses, a
higher tax solution to fill the pension financing gap is not realistic.

2. Germany indexes pensions to wages net of social security contributions, reducing the
imbalance.

3. Italy has also applied the switch to price indexing to already-retired as well as not-yet-
retired worker, and this allowed for a significant decrease of expected future spending.

4. Such reforms are also welfare-enhancing. Actuarially non-neutral retirement schemes
bias the retirement decision towards excessive leisure and insufficient consumption,
reducing welfare (Duval, 2003).

5. See proposal made in the special ageing chapter in OECD (2001).

6. The OECD (1998), has recommended a broad-based approach to dealing with the popu-
lation ageing problem, involving a mixture of self-sustaining pay-as-you-go and funded
pillars, the latter mandatory or voluntary, to diversify risks, along with an emphasis on
policies that preserve work incentives, increase aggregate savings, and strengthen
financial market infrastructure, in order to raise potential output. Norway is also one of
the five countries where the OECD has recommended policies to raise private savings
for retirement, where they are not well developed (see Casey et al., 2003).

7. Annex I suggests that perhaps a 4 per cent of GDP reduction in non-pension spending
would be needed to make room for expected increases in age-related health spending
and planned further tax cuts.

8. There seems to be a negative correlation between the tax burden and growth in the
OECD area. A reduction of the tax level by 10 percentage points of GDP increases the
growth rate by ½ percentage point, ceteris paribus (see OECD 2003a). 

9. See, e.g. Krugman (1987) and van Wijnbergen (1984).

10. Another way of viewing this was that the “internal terms of trade” (under certain condi-
tions equal to the real exchange rate) would need to change in favour of non-tradeables
sectors, so as to enable a shift of factors of production from manufacturing to service
industries in parallel to the demand patterns likely to arise from increased fiscal spend-
ing. In the longer run, however, the exchange rate response will be determined by rela-
tive productivity developments in the traded and non-traded sectors: if, for example,
the shift of employment to the non-traded sector also shifts productivity developments
in its favour (“learning by doing”), the real exchange rate would ultimately depreciate
(see Torvik, 2001). 

11. The non-oil deficit is difficult to compare with other countries, as it reflects a number of
adjustments besides oil (Chapter 2), but comes closest to the concept of the primary
balance (i.e. net of interest payments on the government debt), i.e. a measure of govern-
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ment’s net withdrawal from, or contribution to, domestic demand. The ensemble of
OECD countries showed an average primary deficit of 0.3 per cent of GDP over the
period 1985 to 1995 and a primary surplus of 1.3 per cent from 1996 to 2002.

12. Between 1970, around the time when oil was first discovered, and 1976, when oil
receipts started to flow, the effective exchange rate appreciated by over 14 per cent.

13. This seems to be the experience with other countries that have adopted inflation
targeting regimes, e.g. Mexico.

14. A trusted empirical regularity was that wage claims responded strongly to the level of
unemployment, so that the policy strictly speaking only worked in downturns, but this
still had a taming effect in subsequent upturns due to strong persistence effects (see
Statistics Norway, 2003).

15. In a letter dated 13 January 2003, the Ministry of Finance asked Norges Bank to provide
a review of monetary policy in 2002 and the first eight months of 2003. The 2004 National
Budget also suggested that the central bank needed to be more flexible about the time
period for meeting its inflation target.

16. OECD calculations show that unit labour costs rose by a cumulative 32 per cent between
1998 and 2002, although underlying estimates of sectoral value added, and hence pro-
ductivity, may be subject to a high degree of uncertainty (see Table 3.1, which shows
low productivity growth in Norwegian manufacturing).

17. A wage shock is commonly viewed as a “supply shock”, posing a dilemma to central
banks by having opposite effects on prices and output (see Box 1.1). However, in
Norway’s case, the wage shock could have had upward effects on both prices and output
in the short term, as the boost to private consumption could have outweighed the nega-
tive impact on exports and investment, so that, at least initially, there may have been
no dilemma and the case for a quick monetary tightening would have been even clearer.

18. Norges Bank (2003a) laid stress on the fact that foreign central banks cut their interest
rates sharply as Norway raised interest rates, which pushed up the exchange rate via
capital flows. In addition, the global collapse of equity markets left investors looking for
returns on fixed-interest securities or the money markets, which were comparatively
high in Norway, thus magnifying the portfolio shift that would be normally expected in
response to international interest rate differentials. Growing tensions in the Middle
East also added to market expectations that oil prices would remain high.

19. See Norges Bank (2003a).

20. Inflation targeting in most countries has been following a period of high inflation and
slowing economic growth. Monetary policy is then seen as contributing to economic
growth, helping to build popular support for the new regime (see Soikkeli, 2002).

21. With the interest rate cut in late autumn 2003, the bank had announced a switch to neu-
tral bias, which surprised markets and the exchange rate began to appreciate later in
the year.

22. Wage growth in the public sector was ¼ percentage point lower than in the rest of the
economy from 1992 to 2001, as part of the government’s commitment to the “Solidarity
alternative”. This tension caused the observed “explosion” in pent-up public sector
wage demands. 

23. See Norges Bank (2003a).

24. See OECD (2003b) for a fuller discussion of the outlook for Norway.
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25. See “Fiscal stance over the cycle: the role of debt, institutions, and budget constraints”,
in OECD (2003b).

26. Two well-known academics were appointed as independent experts: Øystein
Thøgersen, associate professor at the Norwegian School of Economics and Business
Administration, and Asbjørn Rødseth, professor at the University of Oslo. Previously,
board appointments were directly made by the political parties.

27. In the Norwegian national accounts, there is a productivity increase of ½ per cent per
year in the government sector.

28. The part of the overall price gap owing to agricultural protection certainly points to
potential gains. The parts owing to a higher wage level and higher indirect taxes (on
cars, alcohol, tobacco, etc.) however do not. 

29. It has been calculated that in a situation where structural reforms are not forthcoming,
and assuming that as a consequence potential growth is reduced from 2 to 1½ per cent,
then after a decade the level of GDP would be similar to a scenario where Norway has
no oil but maintain potential growth at 2 per cent. See Isachsen, A-J “Hva gjør oljepen-
gene med oss” in Aftenposten 01.11.2001.

30. A well-known body of literature shows that wage moderation is usually associated with
the two extremes of highly centralised co-ordination or full competition; in-between
models tend to perform worse. Thus, the old model should not be dismantled too hastily,
especially before competitive forces are strengthened.
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Annex 1.A1 

Long-run adjustments in macroeconomic balances

Table 1.A1.1 shows the close relationship between the fiscal and external balances,
which in the absence of major private savings-investment imbalances,1 are to a large degree
mirror images of each other. The long-run calculations in the table, mainly intending to pro-
vide rough orders of magnitude for possible adjustments in macro balances in the post-oil
economy, assume that time preference in the private sector does not change dramatically in
the future, in particular that it would want to avoid a large future build-up of net external
debt, so that developments in the government and external net asset positions are approx-
imately equivalent. 

Oil production in Norway has just begun a long gradual decline, and along with it, gov-
ernment net oil receipts (Figure 1.A1.1). Under certain conditions oil receipts could vanish
before 2050, but are more likely to stabilise at very low levels.2 According to government esti-
mates, the size of the Petroleum Fund should peak around the year 2030 at a level of about

Table 1.A1.1. Sectoral balances and net asset positions
As percentage of mainland GDP

1. Current balances in 2050 calculated as “steady state” values needed to ensure stabilisation of the net asset
positions shown for 2050.

2. Assets in Government Petroleum Fund.
3. Excludes trade in oil and gas products and in oil-related investment goods and business services.
4. Other government net assets, assumed to be invested domestically.
5. Calculated as residual but in principal equal to the savings - investment balance between households and business

sectors.
Source: OECD (2003), Economic Outlook No. 74; Statistics Norway; Ministry of Finance.

Current balances Net asset positions

1992-2002 20501 2001 20501

External 12.3 0 41.1 130.0
Oil 21.4 3.5 40.22 130.02

Non-oil3 –9.0 –3.5 0.9 0.0

Fiscal 9.2 0 71.9 160.0
Oil 13.2 4.5 40.22 130.01

Non-oil –4.0 –4.5 31.74 30.04

Pension –6.3 –13.5 . . . .
Other 2.3 9.0 . . . .
Private5 3.1 0 –30.8 –30.0
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130 per cent of GDP, which would also represent the peak level of national net foreign assets
if there are no significant changes in other (currently negligible) forms of net external asset
holdings. Table 1.A1.1 indicates that in order to preserve this level farther into the future, the
non-oil current account balance would need to improve from an estimated underlying deficit
of 9 per cent of GDP currently to one of around 3½ per cent on a more permanent basis. This
reflects that the non-oil current account would continue to benefit from a estimated gross
4 per cent long-run real return on the accumulated oil fund, but in the absence of a fresh flow
of oil export receipts, a portion of this return would have to be steadily reinvested abroad in
order to preserve the capital value of foreign assets in relation to real domestic GDP, itself
assumed to be growing at a rate of 1¼ to 1½ per cent in the long-run (see Annex 1.A2). 

The current account adjustment would presumably occur mainly through the channel of
“expenditure switching” induced by some combination of wage-price moderation, quality
improvements in domestic products, and, finally, effective exchange rate depreciation. The
option of “expenditure reduction” via fiscal consolidation is precluded by the long-run fiscal
rule. However, exchange rate depreciation would be likely to involve also some measure of
household real income and expenditure reduction.3 Conversely, the early period of oil
exploitation, i.e. up until the reverse oil price shock of 1986, saw terms of trade gains supple-
menting robust productivity growth as a source of rising living standards. 

Similarly, in order that the government’s net asset position stabilise, the “steady-state”
value of the fiscal non-oil deficit can be no higher than about 4½ per cent of GDP, reflecting
the yield from the Petroleum Fund as well as some revenue from domestic net assets
(assumed to remain stable as a percentage of GDP from today’s level), with an offset for the
declining value of total public sector assets in relation to a growing domestic GDP.4 On the
face of it, the fiscal adjustment seems trivial, even expansionary, since the structural non-oil

Figure 1.A1.1. Petroleum revenues

Source:  Statistics Norway.
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deficit is currently about 4 per cent of GDP. However, the pension sub-balance is set to dete-
riorate by around 7 percentage points of GDP (from –6½ to –13½ per cent), owing to pro-
jected growth of spending of around 10 per cent of GDP, net of higher pensioner tax
payments at an assumed rate of roughly 30 per cent, until 2050.5 Therefore, as the table sug-
gests, fiscal sustainability would ex ante require around a 6 per cent of GDP upward adjust-
ment in the non-pension primary balance, from a 2½ per cent of GDP surplus currently to
9 per cent in the long run. 

The implied reduction in discretionary spending, or rise in the general tax burden, is
daunting. Only reforms to prevent the pension deficit from rising significantly would allow
the non-pension primary balance to remain more or less stable. This would not completely
avoid the need for other fiscal adjustments, however, because non-pension ageing-related
items, viz. health and long-term care, are themselves expected to rise by around 3¼ per cent
points of GDP over the long run (Table 1.1). There is also an outstanding political commit-
ment to pursue further tax cuts, amounting to some 11 billion NOK or around ¾ per cent of
GDP (Chapter 2), to that extent necessitating even more spending restraint.

These long-run projections are of course highly approximate and subject to major uncer-
tainties, many of which are on the downside but there are also those on the upside that are
subject to a degree of control:

– The fiscal guidelines have not been observed until now, because of cyclical and mar-
ket circumstances, with recent annual slippage reaching 1 per cent of GDP. A failure to
get back on track would imply a lower future value of the petroleum fund than officially
projected, and hence, a lower long-run level of the sustainable fiscal primary deficit,
making the ulterior adjustments all the more difficult.

– The real return to foreign assets has actually averaged 2½ per cent since the fiscal rule
was introduced (see Chapter 5), instead of 4 per cent as assumed, and could be less
than 4 per cent in the future if the ageing process in other OECD countries lowers po-
tential growth and equilibrium returns there. This risk may be mitigated by allocating
part of the portfolio to emerging markets, albeit at the cost of exposure to other risks
which must be well managed.

– Unexpected future movements in the exchange rate or in foreign equity prices could
provoke swings in the value of the fund, as indeed they already have. Over time, real
equity prices swings should even out (except for the foregoing risk), and the real
exchange rate should remain stable if fiscal policy is prudent and the non-oil cur-
rent account adjusts via productivity improvements. The challenge may be to better
insulate fiscal outturns from short-run asset price swings.

– The long run growth rate will matter. If Norway succeeds in neutralising the negative
growth impact of ageing – by higher retirement ages, working hours, immigration, or
productivity growth (Annex 1.A2) – then the pension deficit would be smaller than as-
sumed as the taxable base would be larger.

– The private sector is a “wild card”. Large business investments in medical and care facil-
ities and household dissaving in response to ageing could increase non-government
claims on foreign savings, jeopardising external sustainability and expanding the
required external adjustment. 

In summary, the non-oil current account and the non-pension fiscal primary balance may
need to improve over time by some 5 and 6 percentage points of GDP, respectively, from
their recent average values, although the former estimate is subject to a particularly high
degree of uncertainty stemming from future developments in the private savings-investment
balance (and, hence, is meant only to be suggestive). These orders of magnitude of adjust-
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ment would appear to be manageable by preventive policy actions, notably boosting pro-
ductivity in the non-oil tradeables sector via structural reforms and reforming the pension
system. Furthermore, perhaps a 4 per cent of GDP long-run reduction in discretionary non-
pension spending, to make room for the projected increase in health and long-term care
spending and further tax cuts, appears to be warranted and could occur in the context of an
accelerated public sector “modernisation” programme. Even greater non-age-related spend-
ing cuts would be required insofar as the planned pension reform does not seem to prevent
pension spending rising relative to GDP (see Chapter 2).

Notes 

1. A body of literature demonstrates that savings and investment tend to be highly corre-
lated within countries, evidence of “home bias”. (See, e.g., Feldstein, M. S. and C. Harioka,
1980, “Domestic saving and international capital flows”, Economic Journal, Vol. 90.)

2. The estimates of proven oil reserves and timing of peak production have been often
revised in the past; however, the chance of new discoveries has by the same token
rapidly diminished and the latest estimates seem firm.

3. It would also affect the domestic value of the external assets, affecting the calculations
of steady state balances themselves.

4. This assumes, purely for purposes of the analysis, a slightly amended fiscal rule,
whereby the government would reinvest a part of the oil fund revenue to keep the
value of the fund constant as a share of GDP. No such policy is currently foreseen, imply-
ing that the fund’s value would decline slowly as a share of GDP.

5. Though only a part of pensioner tax payments are in the form of direct social security
contributions, for purposes of the analysis the rise in general tax payments stemming
from the pension benefit increase is all allocated to reducing the pension imbalance.
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Annex 1.A2 

Potential growth in the medium to long run

Introduction 

In recent decades, Norway has been in the forefront of OECD growth performance, and
has managed to boost growth in the mainland over the last decade. To a significant degree
this reflects high-performing labour markets, a factor shared by a select group of countries
including the United States, Australia, Ireland, and Canada, where labour productivity has
been driven by a combination of employment-friendly capital deepening, and growth in
multi-factor productivity, in contrast to most European countries where productivity has
been driven by the substitution of (high-priced) labour by capital.1 It also reflects efficiency
gains from past liberalisations in a number of service sectors, as well as direct impacts and
spill-overs from the capital intensive, technologically sophisticated, and booming oil sector.
The challenge will be to maintain this good growth performance going forward.

This annex attempts to attach some broad orders of magnitude to likely growth impacts
of some looming shocks – oil depletion, possible continuation of adverse labour market
trends, and future ageing – and of the policies to counter them, notably product market,
labour, and pension reforms. 

Recent growth patterns 

Mainland Norwegian real per capita GDP has accelerated over the past decade.2 A sig-
nificant rise in labour force participation (mainly female), cyclical employment gains, and a
pick-up in labour productivity growth outweighed a strong decline in average hours worked.
The productivity improvement most likely reflected technological progress, as business sec-
tor multi-factor productivity (MFP) accelerated over the 1990s, while capital deepening
declined slightly (Table 1.A2.1). A process of service sector liberalisation may be a significant
factor explaining MFP growth, with high overall productivity growth being registered in trade,
communication and financial services sectors (see Table 3.1). A generally low level of admin-
istrative “red tape” could have played a role as well, insofar as it allowed firm creation and
thereby the entry of new technologies into liberalising service sectors.3 But manufacturing
productivity growth stayed unusually weak, both vis-à-vis domestic service sectors and man-
ufacturing in other countries, which is perhaps surprising given the robust oil-servicing sub-
sector, and suggests an even weaker traditional manufacturing sector.

Looking at Norway’s trend growth rates at a higher frequency, the picture has deterio-
rated somewhat over the last 5 years (Figure 1.A2.1.). There has been a notable decline in
labour utilisation, due to intensification of the trend to declining average hours worked along
with decelerating participation rates. Also, capital deepening appears to have increased,
perhaps in reaction to strong wage growth over this period, including via the relocation of
labour intensive production to low-wage countries. MFP growth seems to have slowed,
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Table 1.A2.1. Labour productivity growth in the business sector
Percentage change at annual rate, trend series1

1. The series are cyclically-adjusted series to control for cross-country differences in business conditions, which were
largely un-synchronized across OECD countries over the 1990s. Cyclical adjustment applies an extended version of
the Hodrick-Prescott filter where the well-known end-of-sample problem is minimised by prolonging the time-
series out of sample using OECD medium term projections. See Scarpetta et al. (2000) for a sensitivity analysis using
different smoothing procedures.

2. 1983-1990 for Belgium, Denmark, Greece and Ireland, 1985-1990 for Austria and New Zealand, 1986-1990 for Portugal.
3. 1991-1996 for Switzerland, 1990-1997 for Austria, Belgium, New Zealand, 1990-1998 for Ireland, Korea and

Netherlands, 1990-1999 for Denmark, Greece, Japan and United Kingdom.
4. 1996-1997 for Austria, Belgium, New Zealand, 1996-1998 for Ireland, Korea and Netherlands, 1996-1999 for Denmark,

Greece, Japan, and United Kingdom.
5. 1983-1990 for Belgium, Denmark, Greece and Ireland, 1985-1990 for Austria and New Zealand, 1987-1990 for United

Kingdom.
6. 1991-1996 for Switzerland, 1990-1996 for Ireland and Sweden, 1990-1997 for Austria, Belgium, New Zealand and

United Kingdom,1990-1998 for Netherlands, 1990-1999 for Australia, Denmark, France, Greece, Italy and Japan.
7. 1996-1997 for Austria, Belgium, New Zealand and United Kingdom, 1996-1998 for Netherlands, 1996-1999 for

Australia, Denmark, France, Greece, Italy and Japan.
8. Mainland only.
9. Excluding Luxembourg.
10. Excluding Czech Republic, Hungary, Iceland, Korea, Luxembourg, Mexico, Poland, Slovak Republic and Turkey.
Source: Nicoletti and Scarpetta (2003).

Labour productivity Capital deepening MFP

1980-
19902

1990-
20003

1996-
20004

1980-
19905

1990-
20006

1996-
20007

1980-
19905

1990-
20006

1996-
20007

United States 1.3 1.4 1.6 2.9 2.5 3.0 0.9 1.1 1.3
Japan 3.3 2.3 1.9 6.5 5.1 4.3 2.2 1.0 0.7
Germany 2.5 1.9 1.6 3.7 3.2 3.0 1.5 0.9 0.8
France 3.2 2.0 1.8 4.0 3.1 2.7 1.9 1.0 1.1
Italy 2.4 2.0 1.6 3.2 3.0 3.0 1.5 1.0 0.7
United Kingdom 2.3 1.4 1.5 2.8 2.8 2.8 1.0 0.7 1.0
Canada 1.2 1.5 1.6 3.5 1.4 0.9 0.6 1.3 1.7

Australia 1.4 2.1 2.2 4.4 4.1 4.5 0.6 1.3 1.4
Austria 2.7 2.6 2.7 4.4 4.4 4.3 1.8 1.6 1.5
Belgium 2.6 2.3 2.2 3.4 3.8 3.8 1.7 1.2 1.2
Denmark 1.9 2.3 2.1 3.8 2.5 2.4 1.0 1.5 1.4
Finland 3.7 3.7 3.3 3.2 0.8 0.7 2.4 3.2 3.6

Greece 0.6 1.4 2.0 0.4 2.2 3.5 0.6 0.8 0.9
Ireland 4.3 4.5 4.4 2.7 3.3 .. 3.6 4.4 . .
Netherlands 3.3 2.1 1.6 3.6 3.4 3.5 2.3 1.6 1.2

New Zealand 1.4 0.7 0.9 3.1 2.2 2.5 0.2 0.8 0.9
Norway8 1.9 2.2 1.8 2.7 2.1 2.9 1.2 1.7 1.3
Portugal 3.0 2.5 . . . . . . . . . . . . . .
Spain 3.5 1.8 1.1 4.4 4.2 3.9 2.1 0.7 0.5
Sweden 1.6 2.2 1.9 2.0 1.5 . . 1.0 1.4 . .

Switzerland . . 0.3 . . . . 2.7 . . . . . . . .
Korea 7.0 5.0 3.8 . . . . . . . . . . . .

Weighted average: 
EU 159 2.7 1.9 1.6 3.4 3.1 2.9 1.5 1.0 0.9
OECD 2410 2.1 1.7 1.7 3.7 3.1 3.1 1.3 1.1 1.1
Standard deviation:
EU 159 0.93 0.84 0.89 1.09 1.01 0.96 0.77 1.07 0.82
OECD 2410 0.99 0.89 0.79 1.21 1.08 1.06 0.81 0.90 0.68
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possibly reflecting some waning of the fruits of initial service sector liberalisations, with overall
productivity growth on balance falling (see also Table 1.A2.1).

Potential growth over the medium term

OECD baseline

The OECD’s medium-term baseline (MTB) shows projections for actual and potential
GDP up to 2009, referring to the mainland economy. It suggests a decelerating real GDP as
the output gap closes, and a modest fall-off in potential growth, from 2.5 per cent on average
over the period 1997-2005 to 2.1 per cent during 2006-2009 (Table 1.A2.2).4 The latter slow-
down partly results from lower potential employment growth, reflecting discontinuation of
previous gains from rising female participation (having reached its natural limit), and a slight

Figure 1.A2.1. Per capita real GDP growth and its components
Total economy, annual average percentage changes

1. Weighted by income shares.
Source:  OECD, Analytical Data Base.
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decline in working age population growth given incipient retirement of the baby boom gen-
eration. Labour productivity also decelerates slightly, in part because spill-overs from the oil
sector begin to decline. This outlook points to no serious disturbances to growth dynamics
over the medium term. It could be taken, therefore, as a “normative” baseline against which
less sanguine outcomes could be foreseen.

Impact of withdrawal of oil investments

A sharp cut-back in oil investment activity is expected from 2006 onwards (see
Table 1.6), but is not accounted for in the MTB. Simulations of the OECD’s macroeconomic
model for Norway suggest that the magnitude of this shock may be quite strong, given that
oil investments account for one-quarter of total investment and are largely supplied by the
mainland (Table 1.A2.3). Both supply and demand effects are at work. The fall in demand
resulting from lower investment reduces investment further, incorporating multiplier effects
stemming from the profit accelerator mechanism. (This negatively affects prices, which raises
real disposable incomes and consumption, partly offsetting the demand effect in the short
run.) Capital stock is reduced, and potential growth is lowered by 0.6 per cent in the third
year following the shock. No effects on TFP have been factored into the simulation, which
could lower potential growth further. On the other hand, any diversion of mainland oil invest-
ment goods production to foreign markets would reduce the size of the shock. 

Impact of recommended product market reforms

Despite Norway’s good productivity performance in the past, and high current levels
overall, its unfavourable international ranking in some product market policy areas still
leaves room for improvement if such policies were brought up to the OECD average, or

Table 1.A2.2. Medium-term baseline GDP growth for Norway
Mainland; annual growth rates

1. Labour force participation rates are productivity (per employee) in terms of potential values, and unemployment
in structural terms.

Source: Downes et al., (2003).

Real GDP

Working
age 

population 
(a)

Participation 
rate 
(b)

Unemploy-
ment rate 
(inverse) 

(c)

Average 
hours 

worked 
(d)

Labour 
utilisation 

(a + b + c + d)
Productivity

2003 0.5 0.2 –0.3 –0.6 –0.5 –1.1 1.6
2004 2.5 0.3 0.0 –0.2 –0.6 –0.5 2.9
2005 1.7 0.4 –0.3 0.2 –0.6 –0.4 2.1
2006 1.9 0.4 –0.1 0.3 –0.6 –0.0 1.9
2007 1.6 0.4 –0.1 0.3 –0.6 0.1 1.4
2008 1.6 0.5 –0.1 0.2 –0.5 0.1 1.5
2009 1.6 0.5 –0.0 0.1 –0.6 –0.0 1.6
Average 1.6 0.4 –0.1 0.1 –0.6 –0.2 1.9

Memorandum item:

Potential GDP (annual averages)1

1997-2005 2.5 0.6 0.1 0.1 .. 0.8 1.7
2006-2009 2.1 0.5 0.0 0.0 .. 0.5 1.5
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better yet, best practice. Indeed, OECD empirical estimates of the growth impacts of product
market reforms,5 discussed in Chapter 3, suggest that a gradual (over 10 years) move to the
OECD-wide average share of state-owned firms in total value added could boost annual MFP
growth by as much as 1 percentage point in Norway, reflecting the very high share of business
activities in public hands (the highest in the OECD). Furthermore, lifting barriers to trade and
competition, and removing state control, could further raise MFP growth for an extended
period. Although estimates for the overall growth impact of this latter set of measures are not
available for Norway, they could be significant, especially in the area of eliminating barriers
to trade and FDI.6

Impact of failure to curb recent labour market trends

Though remaining high (around the OECD average), labour utilisation has been deteri-
orating in recent years. Total hours worked fell by 1 per cent per annum on average over
1997-2002, a period of cyclical peaking, suggesting in turn adverse structural factors operating
in the labour market, notably the rising take-up of publicly-financed exit schemes. Over the
2003-2009 period, however, the MTB assumes that the average rate of decline in labour util-
isation drops to just 0.2 per cent. This implicitly assumes that policy actions are taken to curb
the foregoing adverse structural trends. If these were instead to persist because of a failure
to take actions, then annual growth might be reduced by up to ½ percentage point vis-à-vis
the baseline (assuming conservatively that the structural labour supply effect would be
only about half as large as recently even without policy changes7), exacerbating the oil
investment shock. 

Population ageing, pension reform, and long-run potential growth

A recent OECD study8 has attempted to quantify the impacts of demographic ageing on
labour supply over the long run, both without and with further policy reforms to address the
problem. For Norway, the results of this analysis are reflected in Table 1.A2.4, which also
extends the MTB assumptions about hours worked (assuming that the declining trend atten-
uates over time) and productivity growth in order to complete the growth picture up to 2050.
It shows the following:

– In the base case, which assumes no pension or labour market reforms, population age-
ing by itself implies a drop in participation rates – as applied for purposes of this anal-
ysis to total adult population – due to a rising share of older people of around 0.2 per

Table 1.A2.3. Norwegian oil investment is reduced by NOK 35 billion

Source: Downes et al., (2003).

2006 2007 2008

Deviation from the baseline (level)
Capital stock –0.9 –3.0 –5.6
Business investment –11.0 –26.0 –33.0
Potential growth –0.1 –0.5 –1.1

Deviation from the baseline (growth rate)
Capital stock –0.9 –2.1 –2.6
Business investment –11.0 –15.0 –7.0
Potential growth –0.1 –0.4 –0.6
© OECD 2004



64
O

E
C

D
 E

co
n

o
m

ic S
u

rve
ys: N

o
rw

a
y

©
 O

E
C

D
 2004

Table 1.A2.4. Long run growth rates based on alternative assumptions about future pension reforms
(annual average percentage changes)

Productivity 
per hour

Real GDP 

Baseline
(a)

Low
(b)

High
(c)

1.50 1.39 1.59 1.66

1.50 1.30 1.32 1.32

1.50 1.34 1.45 1.49
Source: Burniaux et al., (2003).

Total 
population 
(over 15)

Participation rate Labour supply

Average 
hours 

worked
Baseline

(a)

Low case 
policy 
reform

(b)

High case 
policy 
reform

(c)

Baseline
(a)

Low case 
policy 
reform

(b)

High case 
policy 
reform

(c)

2000-2025 0.54 –0.15 0.05 0.12 0.39 0.59 0.66 –0.50

2025-2050 0.17 –0.07 –0.05 –0.05 0.10 0.12 0.12 –0.30

2000-2050 0.36 –0.11 0.00 0.04 0.24 0.35 0.39 –0.40
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cent per year over the coming 25 years. This is among the more moderate demograph-
ic effects in the OECD, with Finland, Sweden, and Denmark showing negative effects
of ageing three to four times bigger.9 Norway’s advantage to a large extent reflects
higher female participation in younger cohorts.

– In the policy reform scenarios, Norway implements reforms to increase the future par-
ticipation rate. “Low case” reforms include additional work incentives for older work-
ers and women and for youths to combine work and education. These would be
sufficient to broadly offset the negative participation impacts of ageing. However, re-
forms with the largest potential effects on future participation concern the pension
system, particularly those achieving actuarial neutrality. Such “high case” reforms
could boost annual participation growth to +0.1 per cent (i.e. 0.3 per cent better than
base case) over the coming 25 years, in turn boosting average growth over this period
from 1.4 per cent in the absence of reforms to 1.7 per cent with pension reforms.

Conclusion

In summary, empirical analysis suggests that robust growth rates into the future could be
assured, in the face of several adverse structural shocks, through the following near-term
measures:

– Norway’s annual growth rate might be raised by perhaps 1 percentage point or more
over a sustained period (10 years) of intensive privatisation and other product market
reforms to boost competition. This could more than compensate for the negative
impacts of a declining oil sector.

– Norway still has substantial scope to raise labour supply via reforms to ensure longer
and fuller working lives. These might boost annual growth by up to ½ percentage point
compared with a scenario where no action is taken, reversing recent adverse trends
and more than compensating for future impacts of population ageing. This would
mean not only enacting the pension reform, but also overhauling the disability benefit
system (along with sickness and rehabilitation), a major channel of actuarial “unfair-
ness” and hence, distortion of the work-leisure choice. 

Reforms will also need to be pursued tandem in all sectors, and should not be seen as
piecemeal. A key problem currently may be the high numbers of educated people employed
in the public sector, implying a potential difficulty by higher technology firms to gain access
to qualified labour. A more flexible allocation of labour, based on the recommendations for
labour market reforms discussed in Chapter 4, would allow labour resources to flow to areas
at the forefront of productivity growth. Product market reforms themselves could evoke
higher labour supply, by reducing prices and raising real wages. Financial market reforms
could also provide crucial support to growth. Steps to more fully privatise the banking sector
and further develop non-bank savings instruments could help to channel finance to firms
wishing to start up and to innovate in the more dynamic product market environment (see
Annex 1.A3). 
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Notes 

1. See Nicoletti and Scarpetta (2003).

2. Per capita GDP growth rates are preferable in order to correct for population growth that
could vary widely across countries owing, for example, to differences in immigration
policies and fertility rates.

3. See Nicoletti and Scarpetta, op. cit., Figure 2, where Norway’s relatively low level of
administrative regulation (as opposed to other types) and pro-competitive regulatory
reform over the period 1975 to 1998 (around the average of other countries) seems to be
associated with the MFP pick-up over the 1990s. On the other hand, the acceleration in
MFP seems less consistent with the general level of product market rigidity, which on
these indicators is the third highest in the OECD (after Italy and Greece) and could be
explained in part by the “special factor” of oil sector investments.

4. See Downes et al., (2003).

5. See Nicoletti and Scarpetta, op. cit.

6. These could help to close the technology gap in the manufacturing sector Trade barriers
refer mainly to the agricultural sector. The main inward FDI barriers are first, a high and
variable (depending on country of origin of the investment) marginal tax rate on capital
income, reflecting the absence of appropriate tax treaties with some countries, and
second, Norwegian public ownership requirements in many sectors. 

7. In particular, the granting of four extra days of paid holiday in the 2001-02 wage negotia-
tions was a significant factor which is estimated to have accounted for almost ¼ of the
total structural labour supply decline over the five years to 2002, but is also largely non-
repeatable.

8. See Burniaux et al., (2003).

9. This may appear to be at odds with the fact that Norway sees the largest rise in age-
related spending in the OECD (Table 1.1); however, the latter development reflects not
only ageing but also actuarial unfairness in the present pension system.
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Annex 1.A3 

Competition and stability in the Norwegian financial market

An efficient and stable financial system can contribute to higher growth and macroeco-
nomic stability by mobilising and directing saving towards the most profitable projects,
diversifying risk, and monitoring companies’ investments and management.1 At the same
time, appropriate financial framework conditions protecting investors – notably through
ensuring adequate shareholder and creditor rights, efficient enforcement of contracts and
appropriate disclosure – can enhance savers’ confidence in the financial market and contribute
to its development.2

Competition-enhancing reforms in the Norwegian financial services started to be imple-
mented in the mid-1980s. Liberalisation together with an economic expansion pushed by
low interest rates eventually translated in a lending boom.3 As bank managers and supervi-
sors had not previous experience with working in this more competitive framework, risk
exposure was at first underestimated. The following sharp fall in export prices of oil and gas
and rising interest rates to counter rampant inflation led to a recession in the late 1980s.
These developments gave rise first to many bank losses and, eventually, to a more genera-
lised financial crisis at the beginning of the 1990s. The response of the authorities contrib-
uted to restore confidence in the sector (see below), and since then financial stability has
been re-established although banks’ profits have deteriorated in recent years.4 A series of
mergers and restructuring during the 1990s allowed to exploit economies of scale resulting
in significant lower costs for financial institutions.5 But the number of relevant players in all
segments of the market is now quite limited, ranging from two to four. In the process, some
banks have focused in specialised services while others have expanded to provide new
ones, notably non-life insurance.6 The presence of foreign-owned firms has progressively
increased and today their share in financial institutions’ ownership is substantial.7 The use of
Internet banking has increased significantly in the past few years and the resulting easier
access to information on prices and conditions might have contributed to the observed rise
in customers’ mobility.8 Technological innovation has also allowed sizeable cost reductions
especially for medium-size banks that have made a greater use of new technologies.9

At the beginning of the 1990s, a number of initiatives were implemented as a response
to the financial crisis.10 In early 1991, a Government Bank Insurance Fund was established in
order to help failing banks conditional on a number of requirements. Moreover, a Govern-
ment Bank Investment Fund was set up in order to provide equity capital to solvent banks.
These measures were initially supposed to be temporary. In fact, contrary to experiences in
other OECD countries the role of the State in the financial sector is still pervasive. Despite a
gradual divestiture programme started in 1994, the Government Bank Investment Fund has
long retained a 48 per cent stake in the largest commercial bank, Den Norske Bank. The explicit
objective of government direct control of the largest Norwegian bank is the establishment of
a relevant Norwegian financial group domestically-based and able to compete internation-
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ally. This may reflect a commonly held view in Norway that: a) a large domestically-based
financial group generates positive externalities through the on-the-job training of its employ-
ees that eventually move to other financial institutions; b) a domestically-based bank can
more efficiently use local information; c) foreign ownership of the major bank group would
more likely exacerbate a credit squeeze during a recession or when the bank is facing prob-
lems outside Norway. 

Recent moves have further increased the presence of the State in the Norwegian bank-
ing system while reducing the number of competitors. In December 2003, Den Norske Bank
merged with the second largest commercial bank, Gjensidige NOR to form DnB NOR.11 The
Government Bank Investment Fund’s 48 per cent share in Den Norske Bank corresponded to a
stake of 28 per cent in the new bank. However, the Fund has declared the intention – in line
with a previous decision by the parliament – to increase its stake in the new bank to 34 per
cent in order to gain minority control, and has started to do so in December 2003. The pro-
cess will be completed by end-2004 through acquisition of shares in the secondary market.12

The responsibility for ensuring competition in the banking sector is shared between the
Competition Authority and the Banking, Insurance and Securities Commission, the latter
being responsible also for financial stability together with Norges Bank. The Competition
Authority and the Banking, Insurance and Securities Commission have agreed to formal
co-operation, although they handle cases independently.13 Nonetheless, the Ministry of
Finance retains the authority of granting licences for bank mergers or acquisitions. For exam-
ple, the Ministry granted the licence to the above mentioned merger between Den Norske
Bank and Gjensidige NOR – after approval under 13 conditions by the Competition Authority –
despite the State being the main owner of the former. The role of the State as both supervisor
and owner – combined with the low number of relevant players in the market – could hinder
a level playing field in the banking sector and create uncertainty as to the actual degree of
competition.

A recent step for increasing competition and efficiency in the financial market is repre-
sented by the cutback of holding rules entered into force starting from the beginning of 2004.
According to the new rules, authorisation can be granted for holdings between 10 and
100 per cent of the financial institutions’ value. With the previous rules, holdings of financial
institutions could be either less than 10 per cent or above 90 per cent. The new rules should
indirectly facilitate takeovers as previously for the takeover to be successful the acquiring
company was obliged to buy at least 90 per cent of the target company either from a relevant
competitor (holding more than 90 per cent of the target company) or from many dispersed
investors (each holding less than 10 per cent of the company). Nevertheless, for acquisitions
involving more than 25 per cent of the target company the State retains the power of granting
authorisation conditional on a list of criteria ensuring that the acquisitions would not have
“undesired consequences” on the functioning of the Norwegian capital and credit market. 

In May 2001, the Oslo Stock Exchange (Oslo Børs) became a public limited company. The
role of Oslo Børs is increasing in the Norwegian economy. The increasing allocation of saving
in shares could partly be linked to adequate protection of shareholder rights that is ensured
by Norway’s Civil Law.14 This could also contribute to the relatively low ownership concentra-
tion in Norwegian listed firms.15 However, the presence of the government in the stock mar-
ket is remarkably high as it owns one sixth of the assets’ value of the Oslo Børs, even if a level
playing field should be ensured by the fact that companies with State participation follow the
same governance principles as set up in the Company Law as all the other privately-held
companies.16

On the other hand, according to the Norges Bank Governor, the Norwegian bond market
is relatively small due to its late liberalisation – started at the end of the 1980s.17 The limited
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corporate debt issues could also be explained by the thin market for government bonds, the
latter usually representing a benchmark for the private bonds. However, a greater participa-
tion of the wider public in the securities market would be promoted by more and better
investment information available for savers. Indeed, according to the Competition Authority
(2003) competition in the investment funds market could be enhanced through improving
the information on the price and quality of the products supplied. Greater competition is
also hampered by high charges when moving among investment managers.

In 2001, a secondary equity market (SMB List) was also created with less restrictive entry
requirements for companies with the main objective of establishing exit opportunities for
venture capitalists through initial public offerings of small firms.18 Nevertheless, the size of
venture capital market is relatively low (Figure 1.A3.1). The funds are mainly directed
towards the expansion of existing companies in traditional sectors rather than to the financ-
ing of early-stage firms. The major player in this market is SND Invest, which is government-
owned. The government plans to privatise ownership and management of the fund but it
could still contribute to its financing. The government also finances a number of dispersed
regional funds that attempt to tap private sources of financing. However, the limited pres-
ence of private insurance and pension institutions and of risk-taking wealthy individuals
(“business angels”) explains the low level of private risk capital. Moreover, regulation impos-
ing restrictions on risk-taking by institutional investors and the wealth tax on individuals fur-
ther limit the availability of private equity capital.

Figure 1.A3.1. OECD venture capital investment by stages1

1999-2002, as a percentage of GDP 

1. 1998-2001 for Australia, Japan, Korea and New Zealand.
Source: OECD venture capital database, 2003.
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Notes 

1. Leahy et al. (2001).

2. See OECD (1999) and Leahy et al. (2001) for a description of the main principles on good
corporate governance.

3. Bergo (2003).

4. The deterioration of banks’ profits is mainly due to falling net interest income. Banks’
loan losses were around 0.5 per cent of average total assets in the first three quarters of
2003, which is double the figure one year earlier. This is mainly due to weak develop-
ments in the fishery sector. An element of risk is linked to the property management
sector due to the high exposure of the three largest banks (30 per cent of total corporate
loans at the end of the third quarter 2003). Nevertheless, most banks maintain a Tier
1 capital ratio significantly above the minimum required 4 per cent. See Norges Bank
(2003).

5. Humphrey and Vale (2003) estimate that the average cost reduction was around 2.8 per
cent for the 26 mergers analysed in their study.

6. Competition Authority (2003).

7. Foreign-owned firms account for 27.3 and 5.3 per cent of banking and life-insurance
assets, respectively, and 49 per cent of non-life insurance gross premiums. 

8. However, the Competition Authority (2003) points out that, unlike banking services,
information on non-life insurance prices and conditions is limited on the Internet.

9. Norges Bank (2003). Humphrey and Vale (2003) estimate that the switch from paper to
electronic payments led to a cost reduction of 13 per cent for the industry as a whole in
the period 1987-1998. See also Lindquist (2002).

10. Bergo (2003).

11. In January 2003, Den Norske Bank had already taken full control of the troubled Norwegian
bank Nordlandsbanken.

12. The State also runs three lending institutions collecting funds from the bond market
and providing housing and education loans to households as well as credit to munici-
palities and corporations fulfilling regional objectives. See OECD (2003a).

13. OECD (2003b).

14. Børhen and Odegaard (2003).

15. Børhen and Odegaard (2003) show that on average the largest owner holds 29 per cent
in their sample of Norwegian listed companies, the two largest are a minority able to
block changes to the statute, the three largest form a simple majority and the four largest
a supermajority.
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16. However, for companies entirely owned by the State the government can overrule the
decisions of the board regarding changes in the company’s activities and payment of
dividends.

17. Gjedrem (2002).

18. Baygan (2003).
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2. Fiscal reform

Introduction

Norway’s considerable oil wealth is both a boon and a challenge for fiscal
policy. A boon in that the annual cash flow from petroleum activities is both a sig-
nificant share of GDP (approximately 10 per cent on average in the past three
years) and, unlike taxes, has no significant distorting impact on work/leisure or
consumption/savings choices. A challenge also, because inter-generational equity
and economic sensibility demand that the whole of the oil wealth should not be
consumed only by the generation alive between the beginning of oil production in
the early 1970s and the exhaustion of recoverable reserves.1 To meet this chal-
lenge, a “Petroleum Fund” was created in 1990.2 Oil revenue is used to acquire
financial assets from countries outside Norway. The fiscal policy guideline, estab-
lished in 2001, lays down that the permissible use of oil money in government
budgets, to finance the non-oil structural deficit, should equal the projected long-
run real return on the Petroleum Fund estimated at 4 per cent of the Fund’s value
at the beginning of the year.

The guidelines have the advantage of being simple and easily under-
stood. If broadly adhered to, and based on current projections of oil production
and prices, the spending of oil revenues would gradually rise from 2.4 per cent of
mainland GDP in 2001 to around 5 per cent by the mid-2020s and then remain sta-
ble in constant price terms. Thus, oil revenues would continue to support living
standards many decades after the oil reserves have been exhausted. The guide-
lines permit deviations from the 4 per cent rule. The nominal value of the Fund
will fluctuate as markets go up and down, and so thus would the “real return” of
4 per cent of this value, in ways that would complicate fiscal policy for no good
reason. Also, conjunctural considerations in Norway itself could justify deviations
from the guidelines in either direction. But if the ultimate rationale of the Fund is
to be preserved, then overspending in bad years should be compensated by
underspending in good ones. There is no automatic binding constraint to do so – and
recent experience in the euro area suggests that such constraints are easier to
devise than to implement. It is unfortunate that the first years under the new
regime have coincided with both a global equity crash and domestic recession,
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but the degree of overspending of oil-revenues relative to the guidelines since
2002 has been disquietingly large. It is disquieting also that on current medium-
term scenarios, it would take nearly until the end of the decade to get back on
track – and that would entail mildly restrictive fiscal policies during this period.
Thereafter, public pension spending will have started its decades-long surge as
the baby-boom generation moves into retirement.

The main issues discussed in this chapter are as follows:

i) As almost every other OECD country, Norway faces great challenges
concerning fiscal sustainability because of ageing of the population. The
looming problems may prove even more severe in Norway, both since
the calculated ratio of pension spending to GDP by 2050 is higher than
in the average OECD country and because the path toward that level will
be among the steepest, considering that pension spending is currently
relatively low. Moreover, adequate reforms to cope with this matter are
lagging Norway’s peers.

ii) Obviously, the oil wealth puts Norway in a special situation, but the per-
ception that the oil wealth can solve the pension problem is wrong. Indeed,
it is also a dangerous misunderstanding since it can lead to postpone-
ments of necessary reforms. It is therefore imperative that the newly pro-
posed recommendations from the Pension Committee are implemented
without being watered down first.

iii) The substantial longer term challenges should imply prudence in cur-
rent fiscal policy. Even allowing for the global recession, fiscal over-
spending compared with the 4 per cent rule still appears to be on the
high side. A quick return to the initial path is necessary to maintain legit-
imacy. Medium-term measures to bridge the short and long horizons
could contribute to prevent asymmetrical fiscal policy. Generally, effi-
ciency gains in public spending should continually be sought after to lib-
erate resources as public finances get increasingly strained.

This chapter starts by evaluating the current short-term implementation of
fiscal policy. The probable asymmetric feature of public spending in the context of
a minority government situation and a budget constraint that may be perceived as
de facto soft is raised as a concern. The following section discusses ways to provide
additional and more binding medium-term anchors. The longer term challenges of
an ageing population that have too big a fiscal impact for the Petroleum Fund to
handle alone, are discussed in the last section. There are reforms in the pipeline
addressing these issues, and these are discussed accordingly.
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Fiscal policy in the current conjuncture

Fiscal developments in 2003

According to the most recent National Budget, the structural, non-oil deficit
in 2003 is estimated at about NOK 40 billion, 3.3 per cent of trend mainland GDP
(Table 2.1). This is some NOK 10 billion more than originally estimated in the bud-
get one year earlier. A major downward revision to estimated tax receipts and an
upward revision to estimated unemployment benefits were not offset by tighten-
ing in other parts of the budgets.3 Based on these figures, the stance of fiscal pol-
icy – as measured by the change in the structural non-oil deficit – is estimated to
have been mildly expansionary (Table 2.1). Real underlying central government
spending did not grow,4 though, possibly reducing the expansionary impact on the
real economy from fiscal policy.5

The surplus in the Government Petroleum Fund is estimated at
NOK 136.4 billion in 2003 (Table 2.2),6 thus constituting the bigger part of the
NOK 151.4 billion (positive) central government net lending.7 On the other hand,
local governments were running deficits causing a net borrowing of NOK 6 billion.
Consequently, general government net lending amounted to NOK 145.4 billion or
9.2 per cent of GDP, about the same as in 2002 (Table 2.3). Favourable develop-
ments in financial and exchange rate markets during 2003 have caused upward
revisions to the estimated value of the capital in the Petroleum Fund, which
should amount to some NOK 850 billion by the end of 2003 (Table 2.4).

A central plank of the Government’s economic policy platform, as stated
in the 2001 “Sem declaration”, is to reduce the level of taxes and duties by a
cumulative NOK 31 billion by 2005.8 Taxes and duties are estimated to have
declined in cyclically-adjusted terms by NOK 8.6 billion in 2003, following a

Table 2.1. Structural, non-oil budget balance
In NOK millions

Source: Ministry of Finance and Statistics Norway. See OECD (2002a) for a discussion of the concept of the structural,
non-oil budget balance.

2001 2002 2003 2004

Non-oil surplus on the Fiscal Budget –1 640 –62 392 –58 980 –67 752
– Transfers from Norges Bank above estimated 

trend level 6 012 –4 492 –4 685 –4 878
– Net interest income above estimated trend level –1 184 –1 667 –2 840 –6 230
– Extraordinary accounting factors 2 586 –21 779 –4 829 –668
– Cyclical adjustments 18 012 1 039 –6 270 –5 265
= Structural, non-oil surplus –27 066 –35 493 –40 356 –50 711
Measured as a percentage of trend mainland GDP –2.4 –3.0 –3.3 –3.9
Change on previous year (budget indicator) –0.2 –0.6 –0.2 –0.6
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NOK 10.8 billion reduction in 2002, i.e. already going two-thirds of the way toward
the final objective. The main part of the 2003 tax relief comes as a consequence of
resolutions passed in 2002.9 This especially applies to the abolition of the invest-

Table 2.2. Key figures for the fiscal budget (including social security) 
and the government petroleum fund before loan transactions

NOK billion

Source: Ministry of Finance.

2002 2003 2004

1. Fiscal budget
Total revenues 691.1 695.0 696.2
Revenues from petroleum activities 185.3 185.9 164.5
Revenues excl. petroleum activities 505.8 509.1 531.7
Total expenditures 584.2 588.1 620.5
Expenditures on petroleum activities 16.1 20.0 21.1
Expenditures excl. petroleum activities 568.2 568.0 599.4
Surplus before transfers to the Petroleum Fund 106.8 106.9 75.7
– Revenues from petroleum activities 169.2 165.9 143.5

= Non-oil budget surplus –62.4 –59.0 –67.8

+ Transfers from the Petroleum Fund 53.4 59.0 67.8

= Fiscal budget surplus –9.0 0.0 0.0

2. Government Petroleum Fund
Revenues from petroleum activities 169.2 165.9 143.5
– Transfers to the fiscal budget 53.4 59.0 67.8
+ Dividends and interest on the Petroleum Fund 22.6 29.5 30.2

= Surplus in the Petroleum Fund 138.4 136.4 105.9

3. Fiscal Budget and Petroleum Fund Surplus 129.4 136.4 105.9

Table 2.3. General government net lending
NOK billion

Source: Ministry of Finance.

2002 2003 2004

Fiscal budget surplus –9.0 0.0 0.0
+ surplus in Government Petroleum Fund 138.4 136.4 105.9
+ surplus in other central government and social 

security accounts 8.2 6.6 9.1
+ definitional differences between fiscal budget and 

national accounts 6.7 5.4 –4.7
+ direct investments in state enterprise –8.8 3.1 4.0

= Central government net lending 135.4 151.4 114.3

+ Local government surplus, accrued value 5.1 –6.0 –7.4
= General government net lending 140.6 145.4 106.9

In per cent of GDP 9.2 9.2 6.7
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ment tax in October 2002, implying that three quarters (NOK 4.5 billion) of the tax
relief accrued in 2003. Moreover, increasing the rates of depreciation stripped the
budget of another NOK 1.5 billion.

The 2004 budget

The 2004 budget, which was adopted in November 2003 after an agreement
with the Labour party, implies a structural, non-oil budget deficit of NOK 50.7 billion
– a real increase of NOK 9 billion from the estimated 2003 outturn, itself a
NOK 10 billion increase on the original 2003 budget proposal. Accordingly, the pro-
jected structural deficit amounts to 3.9 per cent of mainland GDP in 2004 against the
estimated outcome of 3.3 per cent in 2003 (Table 2.1). The fiscal stance measured as
the change in the structural deficit from 2003 to 2004 is thus expansionary. The
impact on the economy, however, may largely be offset by changes in the composi-
tion of receipts and outlays. In particular, the income side will suffer from losses of
extraordinary receipts which are not likely to have much impact on activity.10 Central
government real underlying spending is projected to grow by some 2 per cent,
compared with an estimated 2.6 per cent growth in real mainland GDP.11

Although still very high, central government net lending is set to fall by
nearly NOK 40 billion in 2004, to around NOK 114 billion. The decline is chiefly
caused by an anticipated decline in the Government Petroleum Fund surplus
because of lower income from petroleum activities and an increasing non-oil deficit.

Table 2.4. The development in the Petroleum Fund and the structural, 
non-oil balance 2001-2010

Source: Ministry of Finance.

Current prices 
(NOK billion)

Fixed 2004-prices 
(NOK billion)

The 
Petroleum 

Fund 
at the start 
of the year

Estimated 
return with 
4 per cent 

rule

Structural, 
non-oil 
deficit

Estimated 
return with 
4 per cent 

rule

Structural, 
non-oil 
deficit

Deviation 
from the 

4 per cent 
rule

Structural, 
non-oil 
deficit, 

per cent of 
mainland 

trend GDP

2001 386.6 – 27.1 – 30.2 – 2.4
2002 619.3 24.8 35.5 26.6 38.1 11.5 3.0
2003 604.6 24.2 40.4 25.0 41.7 16.7 3.3
2004 857.0 34.0 51.0 34.3 50.7 16.4 3.9
2005 996.0 40.0 53.0 38.4 50.7 12.3 3.9
2006 1 133.0 45.0 55.0 42.1 50.7 8.7 3.8
2007 1 268.0 51.0 57.0 45.3 50.7 5.4 3.8
2008 1 396.0 56.0 59.0 48.1 50.7 2.6 3.7
2009 1 527.0 61.0 61.0 50.7 50.7 0.0 3.7
2010 1 665.0 67.0 67.0 53.2 53.2 0.0 3.9
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Local governments are projected to continue to run deficits, causing
NOK 7.4 billion to be deducted from general government net lending, expected to
amount to 6.7 per cent of GDP, a 2½ percentage points decline from the levels in
2002 and 2003, but still somewhat higher than the average over the last 20 years
(Table 2.3). The value of the capital in the Government Petroleum Fund is esti-
mated to reach NOK 1 trillion in 2004 or 62.2 per cent of GDP.

After two years of quite substantial tax relief, amounting to some
NOK 19 billion, the 2004 budget suggests a virtually unchanged real level of taxes
and duties between 2003 and 2004. Given the now very limited room for manœuvre
in fiscal policy if the guidelines are to be respected, it seems unlikely that the gov-
ernment will be able to fulfil its goal of cutting taxes by NOK 31 billion by 2005.
Developments in taxes and duties after 2004 will also be influenced by the ongoing
work on tax reform, planned to be presented to the parliament in early 2004. The tax
reform is described later in this chapter and more extensively in Annex 2.A1.

The fiscal policy rule

The rule has been substantially overshot ever since it came into effect as
of 2002. The slippage in 2003 and 2004, i.e. the structural, non-oil deficit exceeding
the estimated real return on the Petroleum Fund, is estimated at about
NOK 16½ billion each year (or 1¼ per cent of mainland GDP), following a
NOK 11.5 billion overshooting in 2002. Acknowledging the cyclical downturn, the
slippages also reflect discretionary tax cuts not matched by spending cuts. There
may be no strong case for tightening fiscal policy sharply at present, given remain-
ing cyclical weakness, just in order to secure a rapid return to the fiscal policy rule.
To preserve the guideline’s legitimacy, however, the fiscal stance should permit a
return to the rule that is consistent with a closing of the output gap. This could
entail a mildly restrictive stance for a number of years to come.

Calculations by the Norwegian Ministry of Finance show that the central
government balance will be in conformity with the 4 per cent target towards the
end of the decade only if a policy of zero real growth in the non-oil structural defi-
cit is followed. To improve the credibility of the fiscal rule, and because pension
spending pressures will start to build up later this decade, a quicker return to the
4 per cent guideline is desirable, and should be feasible once the economy has
reached potential and is expanding at a sustainable rate.

The fiscal guideline allows all generations to benefit from the oil wealth
primarily by permitting a “top-up” of 4-5 per cent of mainland GDP in the current
budgets. Still, if it is decided to establish a strong link between the petroleum
fund and future pension liabilities, this would have consequences for the guide-
line. Obviously, it would no longer make sense to run a permanent (non-pension)
budget deficit if the oil money formerly covering that deficit became earmarked to
pensions. This is discussed more at length in the last section of this chapter.
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Fiscal policy in the medium term

While the average OECD public spending as a share of GDP has declined
slightly since its peak in 1993, the trend in Norway turned upwards yet again from
the mid 1990s.12 Pressures in public spending are likely to intensify further in the
medium-term, in particular as a consequence of ageing populations. The level of
public spending in Norway is already far above other European countries, and like
other Nordic countries, tax levels are among the highest in the OECD area
(Figure 2.1).13 The current government has cut taxes by NOK 20 billion but it has
failed to cut spending accordingly. Rather, social security spending on disability
pensions, early retirement, rehabilitation and sick leave has strongly accelerated.

These general features of high taxes and high public expenditure raise
some concerns. First, although necessary to finance the welfare state, taxes distort
choices at the margin, worsen resource allocation and thus create dead weight
losses. The current Norwegian tax system is also characterised by heavier taxes on
labour income than on capital income, creating incentives to reclassify labour
income as capital income wherever possible. Furthermore, the large and growing
share of people working in the public sector will leave fewer for the private sector
(Figure 2.2). This might be especially true for highly educated workers since it
tends to be a high concentration of such workers in the public sector. If not
reversed, such a trend could worsen the exposed sector’s economic prospects.

Figure 2.1. Total tax revenues in OECD countries
As a percentage of GDP, 2001

Source: OECD.
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A drawback with the fiscal policy guideline is that there is no binding legal
constraint to support it. It would be desirable if the 4 per cent rule were respected
more symmetrically over the cycle, something which could be achieved more eas-
ily in a multi-budgetary framework. Efforts to improve efficiency in spending and
tax collection and to raise economic potential are also important, considering the
increasing demands for higher public spending.

Budget reform

Anchoring the budget process in a medium-term perspective can contribute
significantly to a more efficient allocation of spending and hence to fiscal sustainabil-
ity. Efforts to control the growth of public spending over too-short a budget horizon
may have adverse allocative effects. Failure to look far enough ahead entails the risk
that adjustments will be made without accounting properly for the economy’s position
in the cycle, that spending whose benefits take time to materialise will be squeezed
(in particular investment) and that structural reforms to control spending will not be
promoted. Many countries, including Norway, focus on cyclically adjusted fiscal rules
to avoid these potential pitfalls in theory, though measuring cyclically adjusted bud-
get positions can admittedly be problematic. By permitting deficits during recessions,
while requiring that surpluses be achieved during upswings, such rules may help to
avoid ad hoc and sub-optimal spending adjustment.

Figure 2.2. Public employment
As a percentage of total employees

Source: OECD, Statistics Norway and the Ministry of Finance.
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In order to support the guideline, strategies to raise awareness of longer-
term trade-offs implicit in the annual budget process should be implemented,
thereby promoting fiscal discipline. Currently, Norway presents key macroeconomic
projections for the medium term, and generational accounts and long-term projec-
tions of public spending on pensions. Several countries have gone further by intro-
ducing mechanisms to avoid arbitrary short-term spending adjustments.14 These
include inter alia multi-year budgeting, currently under discussion also in Norway.

The State budget committee

The State budget committee presented its proposal in January 2003. Two
recommendations were put forward, one on each of the issues the committee was
mandated to assess; first, the state budget should substitute cash-based account-
ing with accrual accounting, and second, multi-year budget projections should be
introduced and these should serve as binding resolutions for a selection of
projects and activities. According to the 2004 State budget, the Ministry of Finance
will advise the parliament not to implement the recommendations as they now
stand. Rather, the Ministry recommends a gradual implementation of accrual
accounting, starting with the preparation of standards and trial implementation in
a small sample of agencies. Based on these experiences, implementation of
accrual accounting in the Government budget and accounts would be addressed
at a later stage. As regards multi-year budgets, the Ministry of Finance has agreed
on presenting three-year budget projections on an aggregate level starting in
autumn 2004,15 but has rejected the recommendation that these should be binding
in any way.

The Norwegian Government Agency for Financial Management was estab-
lished 1 January 2004, under the administration of the Ministry of Finance. The
new agency will have an important role in initiating, promoting and coordinating
reforms within performance management and financial management. The Ministry
of Finance and the new Agency will work in tandem on the gradual implementa-
tion of accrual accounting within government agencies and state enterprises. As
regards accrual accounting in government budgets, the opinions of the Ministry of
Finance seem to be in line with general international views (see Box 2.1). The Min-
istry emphasises that implementation of accrual accounting would involve sub-
stantial administrative costs and that these costs might outweigh the potential
benefits. Moreover, the authorities stress that accrual and cash based accounting
need not be mutually exclusive. The Ministry view is that full implementation of
accrual accounting is not necessary in order to provide desirable information on
costs, assets and obligations where this is of particular significance as a basis of
decision. As an example, actuarial calculations showing the total pension obliga-
tions of public employees is possible without shifting the whole accounting system
to an accrual basis.
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Box 2.1. Accruals versus cash-based accounting

Lately, there has been an international discussion on suitable principles
underlying budgeting and accounting in the public sector. The cash-based princi-
ple has long been considered a simple and manageable method of accounting,
and advocates stress superiority in demand management, which of course is a
high priority in public governance. Cash-based and accrual accounting, differ in
that in the latter receipts and outlays are recorded the year they are incurred
rather than the year the cash flows in or out. The main benefit to this system is
that it makes the true cost of government activities more transparent. This applies
especially to costs connected to real capital, such as buildings and machineries,
and pension obligations for state employees. An increasing number of countries
have adopted accruals for their financial reporting, though often only partially,
while few use accruals for their budgeting process. Accounting is also used exten-
sively in the private sector.

Countries applying accruals for both budgeting and accounting (Australia,
New Zealand and United Kingdom) have also been at the forefront of public
management reforms aiming at making managers responsible for the outcomes
and/or outputs while reducing control on inputs. Managers need to be responsi-
ble for all costs associated with the outcomes and/or output produced, not just
the immediate cash outlays. It should however be recognised that a full and
consistent application of the accrual principle is not an easy task as it may rely
on a certain element of judgement. It would, for instance, imply attributing the
pension costs of government employees to the time period when they are
employed, rather than having this as an unrelated expenditure once they have
retired. Evaluating these implicit liabilities is fraught with serious conceptual
and technical difficulties. A similar problem arises with infrastructure assets
where, in the absence of a transparent and verifiable framework, the selection of
valuation methods (historic versus current value) and depreciation approaches
will significantly affect the picture.

The discussion seems to be inconclusive, and may be prudently so. How-
ever, it remains sensible that managers are made responsible for annual
accrual costs, rather than for annual cash expenditures. A tentative conclusion
could be that instances of divergence between cash expenditures and accrual
costs (pensions, investments, etc.) should be judged on a case by case basis.
It is certainly recommendable that managers be made responsible (and
should pay) for the pensions of their personnel. It may also be sensible that
managers pay annual capital costs for certain durable goods rather than the
full investment sum upfront, especially when these investments are irregular.
However, for neither of these changes is it necessary for the government to
move to a system of accruals budgeting. For example it is possible to provide
actuarial calculations that show total state employee entitlements without
fully implementing accrual accounting.

Sources: OECD (2002b, 2003c) and Norwegian Ministry of Finance (2004 State Budget).
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Multi-year budgeting is less controversial and more widespread than
accrual accounting. Neighbouring countries of Norway all have some kind of multi-
year framework. In Sweden, while the ordinary state budget is adopted each year,
the parliament also makes a resolution on expenditure growth over the next three
years. In Denmark, a large part of the budget is de facto tied up for four years at a
time. Iceland presents three year forecasts on the government’s receipts and out-
lays, and although not binding, they serve as a strict guide on future budgets. The
Norwegian Ministry of Finance also supports the general idea of multi-year budget
projections, and will include such projections in the 2005-budget. The Ministry
does not recommend binding multi-annual budget decisions, arguing that the
share of entitlement spending (i.e. social security spending) to total spending is so
substantial that additional commitments would further reduce an already limited
room for manoeuvre. Moreover, the Ministry stresses that binding expenditure
rules restricted to only some areas would increase the burden on other budget
items. Nevertheless, the possibility of introducing binding medium term expendi-
ture ceilings should be explored.

It is true that binding expenditure rules would reduce the room for
manoeuvre, when this is defined as increasing spending without offsetting mea-
sures in other parts of the budget, which is in fact actually the objective of the
framework. The point is to establish strong and robust budget limits that are voted
by the parliament. As mentioned above, a potential problem with the current fis-
cal policy guideline is that it is only self-imposed and indeed is a guideline, not a
binding rule. Nevertheless, public spending on average in the last three years has
not been on the whole excessive, and the government’s self-imposed policy is to
hold back public spending. Still, combining the perverse incentive effects of the
huge oil wealth, future financial challenges due to ageing and a government with-
out a majority in the parliament, there is a risk that the present fiscal policy frame-
work could prove unsatisfactory, with a bias toward slippage. Introducing binding
spending ceilings would reduce the degree of discretionary spending and supple-
ment the current guideline in providing fiscal prudence.

Public management

With a view to improving public spending outcomes, many countries have
reassessed public sector management practices. The main focus has shifted from
the amount of resources used by a programme or ministry to the services deliv-
ered or outcomes achieved. This has entailed more emphasis on user-orientation,
while entrusting the managers of spending agencies with more flexibility in their
day-to-day operations.

To this end, international comparisons suggest that it is important to
design appropriate incentives to encourage public entities to reach their perfor-
mance targets,16 which should themselves be well-anchored in the context of a
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medium-term expenditure envelope as just discussed. For specific services, there
is an increasing recourse to activity-based funding which directly acts as a reward
and sanction system. Prospective payment systems and fee-for-services in the
health care sector are current examples. In the education sector also, several
countries, including Norway, have made institutions’ resources conditional on the
number of students or degrees passed. One major difficulty, however, lies in
defining what should happen if the approved performance or activity level is not
achieved. In the case of essential goods and services, it is doubtful whether poor
performers could be sanctioned, especially if there is no alternative supplier, as
this could lead to further cutbacks in service provision.

Relaxing input controls in favour of result-based financing may spur effi-
ciency gains but may also put spending control at risk. In the presence of pent-up
demand (e.g. waiting lists for health care services) the surge in public spending
may be only temporary. In the longer run there are several necessary conditions
for result-based financing to deliver efficiency gains while controlling total spend-
ing. These include, in particular, setting appropriate prices for publicly funded
goods in order to contain excessive demand pressures, while ensuring adequate
and fair competition across providers. Even under such circumstances, designing
payment systems that limit incentives to oversupply has been difficult, especially
in the health care sector where providers are typically better informed than
patients and insurers about the true need and scope for medical treatment. Set-
ting an overall envelope for a given publicly funded service and allowing provid-
ers to compete for market shares within this envelope could mitigate the risk of
supply-induced rise in demand.

Furthermore, decentralisation, which often goes together with an increas-
ing results-based approach, poses several challenges for macroeconomic manage-
ment, most notably that of securing fiscal discipline. Cross-country studies suggest
that expectations of financial assistance by sub-national jurisdictions, as well as
outright bailouts, have created disincentives for prudent fiscal management and
have been at the root of several episodes of general government deficit slip-
page.17 Overlapping responsibilities, open-ended grants and weak accountability
can create an upward bias in sub-national spending, with consequences for the
overall budget position.

To deal with this issue, more comprehensive fiscal rules have been imple-
mented through government-imposed constraints on the local government oper-
ating balance (i.e. excluding investments). In Norway, if a municipality runs a
deficit one year, it has two years to get back in balance. If not, the municipality’s
finances are put under supervision. Specifically, this means that the local govern-
ment cannot raise loans or enter long-term rent contracts without approval from
either the County Governor or the Ministry. Currently over 100 municipalities are
in the “Register for state review and approval of financial obligations”, amounting
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to about 25 per cent of the local governments.18 This high number is disquieting.
First, since so many are on the list, the perceived unpleasantness of being put on
it is being marginalised. Second, the extensive list implies that the degree of
autonomy in local governments is generally not very high.

Work on modernising the public sector

In his statement before the parliament on January 2002, the Minister of
Labour and Government Administration presented the government’s modernising
programme for the public sector. Efforts have also been made in the past to renew
and reorganise the public sector, and the present government intends to continue
the structural changes initiated by previous governments in this area. To this end
it will continue to work along the lines of the central principles of the programme:

– Less complex public sector.

– Provide public services that are adapted to individual needs.

– Make the public sector more efficient and ensure that it contributes to
efficiency in the rest of the economy.

– Develop a human resource policy for public employees.

– Modernisation of the division of labour between central and local gov-
ernment authorities in which the State provides appropriate operating
parameters for local government, and ensures that the locally elected
representatives have a decisive say in what goes on in their own sphere
of responsibility.

Most commonly, public services are today produced in public monopo-
lies. In several areas it would be appropriate to leave production to private enter-
prises or allow for competition between private and public producers. The
government also argues that in some instances it would be suitable to establish a
competitive and efficient market dominated by public producers. The extensive-
ness of private participants varies substantially between different services. The
authorities aim to offer greater freedom of choice where this is possible, inter alia
through equal treatment of public and private nursery schools and municipal and
independent schools, competition among employment agencies and laying the
framework for increased competition in municipalities. An important element
regarding competition in municipalities is the proposed change to the value-
added tax (VAT) put forward in the 2004 National budget and adopted by the
Storting. The new system implies neutrality with respect to the municipality’s
decision on whether to produce services themselves or buy from private providers.
Box 2.2 provides a summary of ongoing reform work.

Sub-national spending as a share of general government spending has
increased in the last decade and is high relative to the OECD average, but lower
than in other Nordic countries.19 Sub-national income, on the other hand, has
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Box 2.2. Important reforms to raise efficiency of government

Area of reform
(Ministry involved)

Type of reform Status of implementation

Ministry of Labour 
and Government 
Administration

Aetat, the Public Employment 
Service, and external suppliers 
of labour market services are 
subject to performance based 
financing

Attempts with new financing 
schemes are to be continued 
and developed further in 2004

Ministry of 
Children and 
Family Affairs

Central Government taking over 
county municipal family and 
child care

New directorate established 
01.01.2004

Ministry of 
Defence

New structure with organisational 
changes, reductions of personnel 
and buildings

To be implemented in 2002-2005
On schedule

Ministry of 
Finance (FIN)

Reducing the number of custom 
regions and custom places

To be implemented in 2004

FIN Strengthening tax collection Committee’s proposals are due 
by spring 2004

Ministry of Health 
(HD)

Transferring financing 
responsibility concerning 
ambulance service from State to 
the regional health enterprises

Implemented 01.01.2004

HD Experimental scheme involving 
tender for medicines on blue 
prescription (free/discount)

Presented to the parliament 
in autumn 2003

Ministry of Justice 
and the Police (JD)

A more efficient organisation 
and division of labour between 
operating units

A proposal is planned to be 
presented to the parliament 
in 2005

JD Fewer and more cost efficient 
courts

A new structure for courts to be 
established in 2007

JD Responsibility of judicial 
registration transfers from courts 
to the Norwegian Mapping 
Authority

Adopted. Aiming at implementing 
simultaneously with the new 
structure in courts

JD Fewer mediation boards, 
enhanced utilisation of resources

Implemented 01.01.2004

JD Simplifying the local 
administration of justice

A new law was proposed by the 
government in autumn 2003

Ministry of Local 
Government and 
Regional 
Development

Reducing the costs of integration 
of immigrants

Gradual implementation adopted. 
Voluntarily at the municipality level 
as of 1.9.2003. Compulsory from 
1.9.2004
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fallen gradually. The degree of autonomy is questionable. Although three quarters
of local government income is in the form of taxes or block grants, i.e not ear-
marked, discretionary powers in tax, expenditure and regulatory matters are lim-
ited.20 Looking forward, sub-national budgets will be subject to significant
spending pressures. In particular, population ageing is exerting upward pressure
on spending and may affect sub-national governments more adversely than the
central government since elderly care is the municipality’s responsibility.21

In recent years, extensive reforms in primary, secondary and upper sec-
ondary schools have been implemented, causing activity in local governments to
increase substantially. Moreover, making the care of the elderly and mentally dis-
abled an area of commitment has claimed substantial resources. The years 2003
and 2004 will also see a hike in appropriations to kindergartens. On the other
hand, the responsibility of special health services was transferred to the State in
2002. Increasing discretionary incomes should set the stage for local decision mak-
ing that is more in line with the population’s needs and local costs. Accordingly,

Box 2.2. Important reforms to raise efficiency of government (cont.)

Area of reform
(Ministry involved)

Type of reform Status of implementation

Ministry of 
Transport and 
Communication

Expose personal transport 
services on the Norwegian 
railway network to competition

Gradual implementation adopted

Ministry of Social 
Affairs

Improve quality of social care. 
Adjusted to the individual 
need of the consumer. Freedom 
of choice

White paper presented in 2003. 
The program shall go on until 2006

Ministry of 
Education and 
Research (UFD)

Modernising basic education
National system to increase 
quality in basic education

Introduction starts spring 2004

UFD In higher education, several 
different measures to improve 
quality, flexibility, financing 
and equality between public 
and private schools

Adopted or planned introduced 
during 2004

UFD Assessing strategies to improve 
quality and increase efficiency 
of the Loan Fund

White paper published in 
autumn 2003

Source: Ministry of Finance.
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efforts should be made in order to develop new types of interactions between
state and municipalities that are less based on statutory arrangements, earmark-
ing and monitoring. Rather, goal oriented management should be emphasised,
without a detailed path to the goals’ achievement.

The greater part of public sector activity is already being financed through
block appropriations. Cost efficiency is pursued through targets on profits or other
goals. In contrast to performance based budgeting, discussed above, this system
does not provide an automatic link between achieving the goal and the following
year’s budget allocation. Performance-based budgeting is, however, being intro-
duced in hospitals and higher education. The goal is to enhance efficiency through
strengthening supply side competition and increasing the user’s choice. The hos-
pital reform in Norway has led to a strong increase in reported production, and
has caused considerable strain on overall public finances. The system of perfor-
mance based financing implies less central management of the activity level. This
makes it all the more important to introduce sufficiently effective mechanisms to
contain demand, for example by making municipalities responsible for financing
hospital care services. Moreover, incentives to oversupply must be dealt with.
Some of the reported increase in hospital production may be attributed to better
reporting techniques and more focus on “profitable” diagnosis. As noted earlier,
allowing providers to compete for market shares within a fixed budget framework,
as recently introduced in universities’ research activities, could mitigate the risk of
supply-induced rise in demand.22

Currently a committee is reviewing the governmental supervision of
municipalities in order to secure quality while not interfering with local gover-
nance. The aim is to develop a system where the municipalities and the counties
end up with a substantially degree of overall responsibility for their activities. The
committee’s report is due in September 2004.

New tax reform

The 1992 tax reform was a fundamental one to income taxes, in particular
regarding corporate and capital tax. However, many important aspects remained
unchanged, notably net wealth and real estate taxes. Since 1992, the tax system
has been changed on several occasions, partly compromising the original princi-
ples. Moreover, several substantial changes have been adopted only to be
reversed shortly thereafter,23 thereby weakening the predictability of the tax sys-
tem. The introduction of dual income tax systems, with lower tax rates on capital
income than on labour income, was a Nordic phenomenon in the international tax
reform trend in the early 1990s.24 Problems of splitting taxable income into labour
and capital income in the case of proprietorships, partnerships and “active-owners”
of small businesses, and problems created by significant differences in marginal
tax rates on labour and capital income, have created pressures to revise the dual
© OECD 2004



Fiscal reform 89
income tax and split rate model (Figure 2.3). Presently, both motives and possibil-
ities for adjusting to the “split model” are high, driven by the taxpayer incentive to
classify as much income as possible in the more lightly taxed class of capital
income. This tendency conflicts with the principle of fairness in the tax system,
weakens the system’s capacity of income equalisation, and wastes resources.

A government-appointed Tax Committee presented reform proposals in
February 2003.25 The mandate for the Committee was to evaluate the objectives
and principles applicable to the tax system, and to propose changes within the
scope of a further NOK 8-10 billion tax cut. In particular, the Committee was to
focus on the need to reduce the tax rate differential between labour and capital
income, and the scope for fully or partly abolishing the split model. The Commit-
tee was also requested to evaluate the role of the net wealth tax. Finally, the man-
date required that any changes should be based on the main principles in
the 1992 tax reform, e.g. emphasising broad tax bases and relatively low tax rates.

The Tax Committee proposed a solution to the dual income tax problem
based on two main changes in the tax system:

– A reduction in the marginal tax rates on labour income, by reducing the
central government surtax within both tax brackets and removing the
supplementary employer’s social security contribution on labour income
in excess of 16 times the “G” (“G” is the basic amount in the National

Figure 2.3. Difference in top marginal tax between capital and labour income

Source: Ministry of Finance.
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Insurance Scheme, and was NOK 55 964 in 2003). These changes would
imply a reduction in the top marginal tax rates on labour income from
64.7 to 54.3 per cent including employer’s social security contributions
(Figure 2.4), and from 55.3 to 46.8 per cent when employer’s social secu-
rity contributions are left out.

– For personal shareholders, returns to shareholdings that exceed a calcu-
lated opportunity rate of return on the investment, are to be taxed as or-
dinary capital income (the so called shareholder model). The marginal
tax rate on above-normal returns on shares would then increase from
28 to 48.16 per cent26 (Figure 2.4), while staying at 28 per cent for returns
at or lower than the calculated opportunity rate of return. As the marginal
tax rates on labour income and income from personal shareholdings are
almost equal, the scope for tax planning is reduced and the shareholder
model can replace the split model for active owners in limited compa-
nies. The RISK system for avoiding double taxation of retained earnings,
and the imputation system for avoiding double taxation of distributed
earnings can also be replaced by the shareholder model for personal tax
payers (Annex 2.A1).

The Tax Committee also proposes to phase out the net wealth tax, while
increasing the taxation of real property and, to some extent, inheritance. The Com-
mittee argues that taxation of real property is better targeted than the wealth tax
in terms of taxing immobile capital, and that such a reform would reduce the risk
of undesired capital flight as well as improving the use of overall resources. It
would also bring Norway more in line with other OECD countries, which generally
have a substantially higher tax on real property and inheritance, while Norway is
one of relatively few countries that still have a wealth tax. It is generally suggested
that increasing the tax burden on less mobile tax bases, such as housing, com-
bined with a lower tax burden on mobile or elastic tax bases will have positive
allocative effects. The lenient taxation of housing capital in Norway may have
caused excessive investment in housing, yielding an efficiency loss for the econ-
omy. Bye and Åvitsland (2003) show that increased housing taxation may have a
positive welfare effect. The condition is that revenues from higher real estate
taxes should be used either to reduce the marginal tax on labour income to
address the decline in real wage rates caused by the higher price on housing
services, or to reduce the marginal tax on capital income.

Increasing the real estate tax, while phasing out net wealth tax and gener-
ally reducing marginal tax on labour, is in line with earlier OECD recommenda-
tions. As regards the shareholder model, the neutrality properties should be
appreciated as the model implies that only dividends and capital gains attribut-
able to above-normal returns are more heavily taxed at the margin. Moreover, the
fact that the shareholder model makes it possible to scrap the flawed split model
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Figure 2.4. Current and proposed tax rate structure

Source: Ministry of Finance.
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for active shareholders is an improvement. Still, an important consideration is
whether the theoretical attractiveness of the shareholder model is offset by the
practical difficulties of applying it. The government will present a separate White
Paper to the parliament on changes in the tax system, based on the Tax Commit-
tee’s report and the hearing. Based on the parliamentary deliberations, the gov-
ernment will present law proposals during autumn 2004, probably in connection
with the budget proposal for 2005.

Medium term challenges

On average in the past 30 years, for every person who went into retire-
ment, three others joined the labour force, so it was easy to raise the living stan-
dards of retirees without putting an undue burden on those still working. But in
the next 30 years, for every two persons who go into retirement, only one addi-
tional person will join the labour force.27 Maintaining equitable living standards for
everybody in that environment will entail reforms that both encourage people to
work longer and scale back the growth of the claims by retirees on society’s output
that is inherent in the current pension system. Projections from the Norwegian
Ministry of Finance show that public spending on pensions will start to accelerate
rapidly in about a decade. The window of opportunity for implementing reforms is
thus limited, as it would be inequitable to “move the goal posts” for those who
will retire in the immediate future. The present section will analyse the following
medium-term challenges for Norway:

1. On current trends and policies, public spending on old age and disabil-
ity pensions will increase from some 9 per cent of mainland GDP in 2002
to nearly 20 per cent in 2050. Not only does this mean that the level of
Norwegian pension spending will be above the OECD average, but the
path toward that level will also be among the steepest.

2. The Petroleum Fund cannot negate the need for serious reforms to the
pension system. To be sure, adhering to the fiscal policy guideline im-
plies that only a limited share of the oil money will actually be dedicated
to pensions. Even if all the oil money suggested by the guideline was
earmarked for pension spending,28 this would be insufficient to cover
the financing gap even today, let alone in ten years when pension
spending really start to accelerate.29 Alternatively, scrapping the fiscal
guideline and letting the Petroleum fund alone pay for the increase in
unreformed pensions would be a temporary solution, since it would
completely exhaustthe fund by the mid 2020s.

3. Thus, reforms are imperative. If no measures are implemented, a sub-
stantial negative financing gap will emerge, which would necessitate ei-
ther a considerable reduction of pensions and/or other public spending,
or greatly increase the tax burden. Short of greatly reducing the level of
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pension benefits, the most effective reform would be to increase the ef-
fective retirement age, for example, by enhancing the actuarial fairness
of the pension system. When people work longer, society has more out-
put to be shared between those retired and those still working, and the
pressure either to raise contribution rates or cut benefits, or both, is
lessened.

Pension spending will increase sharply

Other OECD countries face the same challenge of an ageing population.
Public spending on old age pensions is expected to increase in the OECD area as
a whole in the years up to 2050.30 Cross-country comparisons show, however, that
while public expenditures on old age pensions were relatively low in Norway
in 2000, this will clearly not be the situation in 2050. The particularly strong growth
in Norway is connected to the phasing in of supplementary pensions and longer
contribution among women, on top of demographic ageing.31 Equally important
though, is that many of the OECD countries have already implemented reforms
that significantly pull down pension spending in future. Such reforms include
increased official retirement ages, abolishing wage indexation, introducing actuari-
ally fair methods of benefit calculations and greater stress on funded pension
schemes. In addition to lagging behind on reforms, the potential for increased
employment would seem to be relatively limited since the unemployment rate is
low and female participation rates are high. On the other hand, scope for improve-
ment stems from the fact that the effective retirement age is well below the official
one and that average hours worked are relatively low.32

Along with the rising spending on old age pensions, the general trend of
social security benefits is disquieting. In fact, the number of people on different
social security schemes besides old – age pensions (e.g. disability pension, reha-
bilitation and early retirement) has increased by 170 000 since 1995. Ten per cent
of the working age population, and 33½ per cent of those over 55, are now on dis-
ability pension.33 On top of this, sick leave has risen sharply. Obviously, this has a
negative effect on labour supply, as comprehensively described in Chapter 4.
Accordingly, public transfers to such social security schemes have by far been the
fastest growing public spending component and are making it harder to attain a
more sustainable path of public finances.

A substantial negative finance gap will surface

The notion that the oil wealth will solve the problems of increased social
security spending is clearly wrong. First, the fiscal policy guideline implies that it
has been decided that the capital of the Petroleum Fund shall not be tapped and
that all future generations shall benefit from the corresponding “permanent
income”. Once this choice was made, Norway is basically on the same terms as
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other countries.34 Second, even if it was decided to abandon the fiscal guideline
and create a more direct link between the oil fund and pensions, this extra buffer
would be insufficient to cope with the hike in pension spending.35 Indeed, oil rev-
enues are about to peak (Figure 2.5).This issue is discussed in more detail later in
this chapter.

Increased pension outlays will also result in increased receipts from pen-
sion beneficiaries. Still, according to the Ministry of Finance, the projections point
to a negative financing gap that requires reduced spending or increased tax
receipts of about 5 per cent of mainland GDP in 2050.36 If the future tightening
takes the form of curbing pension outlays, revenues from taxes and duties will also
drop. Consequently, the required reduction in gross pension expenditures
by 2050 would exceed 5 per cent of GDP.

Reforming the National Insurance scheme

Box 2.3 provides an overview on how the National Insurances Scheme
(NIS) is constructed and what are the main proposals of the Pension commission
reported in January 2004. As mentioned at the outset, the Norwegian scheme –
along with other pay – as – you go schemes – will encounter heavy strains in the
not too distant future as the share of pensioners increases sharply relative to the

Figure 2.5. Long-term developments in pensions and oil revenues
Per cent of mainland GDP

Source: Ministry of Finance.
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Box 2.3. The National Insurance Scheme and the pension reform 
proposals

A thorough discussion of the Norwegian pension system was conducted in
the 2001 OECD Economic Survey of Norway. The backbone of the Norwegian welfare
system is the National Insurance Scheme (NIS) providing among other things old-
age, disability and survivor’s pension. All individuals resident or working in
Norway are compulsory members of the NIS. The scheme is fully integrated in the
central government budget. Employers, employees and pensioners pay contribu-
tions to the NIS but the contribution rates are not related to the outlays of the
scheme. The difference between NIS incomes (chiefly employer and worker social
security contributions) and outlays is in 2004 estimated to be about minus
NOK 73.5 billion, or some 6 per cent of mainland GDP. NOK 14.5 billion of this
financing gap will be covered by direct transfers from central government, while
the rest must be covered in other parts of the budget (by general tax receipts or
other spending cuts).

Benefits in the NIS are determined in relation to a “basic amount”, which is
generally referred to as the letter “G”. At present, G is about a sixth of the average
full-time wage. The parliament adjusts this amount once a year, broadly in line
with nominal income. People with earnings exceeding the basic amount for any
three years during their working life, receive an earnings-related pension – the
supplementary pension. Those pensioners who have no or only a small supplemen-
tary pension are entitled to a special supplement from the NIS. The basic amount and
the maximum special supplement together form the minimum pension.A full special
supplement is paid, if the insurance period is at least 40 years and it is reduced
proportionally for shorter periods. Supplementary pensions received are
deducted from the maximum special supplement.The amount of supplementary
pensions depends on three parameters: the number of pension earning years, the
supplementary pension percentage and the computed pension points. There is
an upper limit on yearly pension points and only the average pension points for
the person’s best twenty income years are considered when calculating pension
benefits. Years in the workforce above 40 years are disregarded.

With minimum old-age pensions providing a floor and with upper limits on
pension points providing a ceiling, old-age pension replacements rates fall the
higher the previous income was and range from above 100 per cent for workers
with previous incomes below 2 to 3 G to less than a third for high income workers.*

The relatively low replacement rate has made occupational pension schemes
essential for higher-income workers to have a pension close to their previous
wage. Public sector occupational pensions guarantee a total pension, including
NIS, of two thirds of the previous wage. Comparably, private sector occupational
pensions aim at a replacement rate between 60 and 70 per cent. While all public
employees receive occupational pensions, more than half of the private employees
have no occupational pension at all.

A commission with representatives from all (but one) parties in the parlia-
ment and four independent experts has studied possible reforms to the Norwegian
pension scheme since spring 2001 and reported their proposals in January 2004.
© OECD 2004



96 OECD Economic Surveys: Norway
working force. Moreover, the tendency that people spend increasingly more time
as pensioners, because of both early retirement and increased life expectancy,
lays even more pressure on the current pension system. When looking at what can
be done, decisions have to be taken as to how the costs shall be spread across
generations. Pensioners and soon to be pensioners will argue that they have paid
their fair contributions and deserve their earned benefits even though their contri-
butions have in fact been used to pay the lower pensions of the smaller, preced-
ing cohort of pensioners. Thus, cutting benefits is hard to accomplish from a
political point of view and may admittedly have unfortunate social effects. Still,
not doing anything to reform the pension scheme is probably the least fair alter-
native since it would entail sharply increasing taxes levied on the future working
population, including those with low income. Any solution that includes running

Box 2.3. The National Insurance Scheme and the pension reform 
proposals (cont.)

The proposals aim at increasing the robustness of the system by stressing pro-
portionality and actuarially neutral principles. The overall goal is to reduce pen-
sion expenditures by 3-4 per cent of mainland GDP in the long term. The main
features are:

– Calculation of benefits based on lifelong earnings, with no upper limits in the
contribution period. Today there is an upper limit of 40 years, and the refer-
ence period is the “best” 20 years.

– Proportionality between pension benefits and contributions, while supple-
menting a minimum pension to everybody from the age of 67.

– An automatic reduction in pension benefit levels in line with future increases
in life expectancy at 67.

– Introduction of a flexible retirement age in the National Insurance Scheme
based on close to actuarially neutral principles, in order to reduce the disin-
centives to continuing working implied by the current early retirement
schemes.

– Full wage indexation in the contribution period as today, but only partial
wage indexation during the pension period.

– The introduction of a new public Pension Fund based on the present Petro-
leum Fund and the National Insurance Fund, with a stronger emphasis on
the relationship between the Pension Fund and the magnitude of pension
liabilities in the National Insurance System.

The new system would apply fully to people born after 1965 and partly to
people born between 1951 and 1964.

* According to Duval (2003) the average replacement rate at age 65 is 35 per cent.
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down all or part of the capital of the Petroleum fund raises the basic question of
why current pensioners should receive all the benefits from this common wealth
at the expense of future generations. The bottom line is that as in many other
countries, the current design has turned out to be too generous faced with the
demographic development.

As described in Box 2.3, a direct link between contributions and benefits
in the NIS is absent. The combined NIS contribution rate of employers, employ-
ees and pensioners is about 25 per cent of gross wages. Considering that the NIS
covers everything from health, pregnancy, birth, death, loss of provider in addition
to old age and disability pension, the contribution rate does not appear high. NIS
runs substantial deficits, though, requiring general taxes to finance the gap
between incomes and outlays. The average old age pension replacement rate is
not particularly high relative to other countries (Box 2.3). Top up private occupa-
tional schemes aim at a replacement rate between 60-70 per cent, but currently
900 000 workers in the private sector (more than half of all private employees)
have no occupational pension at all. The low average NIS replacement rate makes
it uncomfortable to cut basic benefits further and suggests rather that the generos-
ity of the public sector occupational pension should be reconsidered, for new
entrants at least (recalling that one third of all employees work in the public sec-
tor). Still, measures to get people to work more and longer to qualify for a full pen-
sion will eventually have a negative impact on the benefits of those who have a
more sporadic attachment to the working life. If not participating in the work force
is a choice based on preference towards leisure or household production, this
should not raise any questions of fairness. If the absence is due to child raising,
it does.

The Pension Commission’s proposals are promising in addressing some of
the above issues. Importantly, several of the proposals aim at preventing the
effective retirement age from falling further – and hopefully to increase. To this
end it is important to get the pension system on an actuarially fair footing while
avoiding poverty for older people, generally attained by the recommendation to
establish a stronger link between contributions and benefits, although supple-
menting a minimum pension to everyone from the age of 67. In fact, the pension
commission suggests introducing a life expectancy factor, as in the reformed
Swedish, Finnish and Italian pension systems. Such a factor will automatically
result in longer life expectancy leading to lower pension benefits, ceteris paribus.
The Norwegian Pension Commission has estimated that such a change will con-
tribute to a reduction in the level of pension expenditures by 17-18 per cent in
2050. This is by far the most important step to ensure a sustainable pension sys-
tem. Likewise, introducing a flexible retirement age based on close to actuarially
neutral principles would discourage early retirement. This latter proposal would in
practice imply that the controversial early retirement scheme (AFP) be abolished.
Lastly, calculating benefits based on lifetime earnings (not the best twenty) with
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no upper limit on the contribution period gives incentives to stay more closely
attached to the work force. It also reduces the financial incentive to retire before 67.

During the 1990’s many OECD countries removed wage indexing of pen-
sion benefits when overhauling their pension systems, resulting in significantly
lower future pension outlays. For example, in Sweden pensions are indexed to the
price index, while the notional pension credits accumulated during the working
life are indexed to wages. Such a system may also have built in an incentive to
work longer since over time the pension gap between people working full time
and people with a more sporadic attachment to the labour market would widen.
The committee proposal of indexing pensions to wages during the contribution
period and a combination of wages and prices during the pension period is wel-
come, but would have benefited from being bolder and more in line with the
above mentioned reform designs of other OECD countries. Specifically, eliminating
the wage component of indexation would be desirable.

Finally, the Commission also proposes to introduce a new public pension
fund based on the Petroleum Fund and the National Insurance Fund. They recom-
mend that the investment guidelines for the Petroleum Fund, i.e. investing mainly in
foreign financial assets, be applied also to the new pension fund, to avoid upward
pressure on the krone (in future decades, when inflows to the fund come from con-
tributions by workers and employers, rather than foreign exchange earnings, this
investment guideline will need to be modified). There is also the consideration that
domestic capital market, dominated by several large, publicly owned firms, is not
deep enough to absorb the sudden large influx of funds efficiently. The Commission
also recommends that long term guidelines be but in place to ensure that unfunded
NIS pension liabilities do not increase over time relative to Mainland Norway GDP.
Before such a fund becomes operational, many other details will have to be settled.
The following considerations are relevant in that context:

– Both pay-as-you-go (PAYGO) and fully funded pension systems have
their own advantages and disadvantages. A mix of both is likely over time
to be less risky and possibly less expensive (for society and individuals)
than either on its own.

– Even a partial shift from a PAYGO pension system to a (partly) funded
one entails in principle a “double burden” on one generation of workers,
who have to continue to pay the PAYGO contributions to finance pen-
sions for those already retired, as well as accumulating their own contri-
butions in a pension fund.

– In theory, this “double burden” could be reduced in the particular case
of Norway, by using the resources of the Petroleum Fund to finance the
transition (thereafter, the return on the fund and the contributions of the
workers and employers to a suitable designed pension fund would main-
tain its capital value).
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– Income from the Petroleum Fund can be spent indefinitely, but its capital
only once.

– The real return from the Petroleum Fund is already being spent to the
full, and this will continue in the future, to finance the non oil, structural
fiscal deficit.

– Even with reforms to reduce the growth of pension benefits, as recom-
mended by the Commission, there will very likely continue to be a short-
fall, and a growing one, between NIS contributions and benefits,
including pension benefits, at current rates.

This implies that unless NIS contribution rates are raised over time, old pension
benefits (or other public expenditure) are reduced from the current proposed lev-
els, or both, the using the Petroleum Fund to finance a transition to anything but a
very small funded pension system would ultimately entail spending Petroleum
Fund capital, thus going against the present fiscal rule, and reducing income for
future generations (but avoiding also a double burden for the current generation
of workers). Therefore, the portion of pension liabilities that is to be covered by
the new pension fund remains to be clarified.

Further measures which should be discussed

While the Pension Commission proposes several important measures that
will contribute to curb future public spending compared with current projections,
there are still areas that need further attention. Firstly, the rising trend in social
security spending on disability, sickness and rehabilitation is disquieting. Norway
has a higher share and a higher inflow of people on such social security schemes
than almost every other OECD country. This has a major impact on public finances
and reduces the level of output via the reduced labour supply. It seems reason-
able to assume that this development is partly caused by the overall generosity of
the schemes and the lack of adequate monitoring. Disability pensions will be dis-
cussed in the follow-up of the Pension commission and the authorities then will
have to face the challenge of designing a system that better copes with the deli-
cate balancing between welfare and abuse. Secondly, the occupational pension
system in the public sector should be put up for review. This pension guarantees
two thirds of wages to public sector employees retiring between ages 64 and 67.
Thus, the scheme is both more generous than that available to the private sector
and enhances the incentive to retire early. The pension commission discussed
necessary reforms of the public occupational system, but did not present detailed
proposals. Finally, pension income is taxed favourably in Norway. Pensioners
get a higher basic deduction and under certain circumstances they can benefit
from special limitations on tax.37 These favourable tax rules make retirement
more convenient, thus strengthening the incentives to retire early, and should
be abolished.
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Notes 

1. According to the Ministry of Petroleum and Energy (2002), the remaining recoverable
resources could provide the basis for another 50 years of oil production and a century of
gas output.

2. The first net deposit (NOK 2 billion) was not made before 1996, however.

3. According to the revised Budget 2002, estimates of taxes and duties for 2002 increased
by NOK 6.9 billion compared to the original budget. The “extra money” was used almost
immediately. However, subsequent estimates in the central government accounts
showed that the higher receipts have been reversed (the upward revision proved to be
wrong). This new information consequently led to similar downward revisions in
the 2003 estimates on taxes and duties. At the same time the estimated outlays on
unemployment benefits were raised. It was decided not to cover the budget overshoot,
and thus the structural deficit increased by NOK 6.9 billion.

4. The underlying growth in central government spending is generally calculated by sub-
tracting spending on petroleum activities, unemployment benefits and interest pay-
ments from total outlays. There are, however, several other minor adjustments being
made in an attempt to track the core outlays.

5. The close to zero-growth in real underlying central government spending in 2003 should
be seen in connection with the strong growth of 3¼ per cent in 2002. 

6. That is incomes (net cash flow + interests and dividends) minus outlays (transfers to
state treasury).

7. The remainder includes the surplus in other state and social security accounts
(NOK 6.6 billion), differences in definitions between state accounts and national
accounts (NOK 5.4 billion), and capital deposits in business activities (NOK 3.1 billion).

8. Including abolishing the investment tax proposed by the former government.

9. The main tax reliefs in 2002 include: increasing the threshold on the income surtax (with
an estimated reduction in revenues of NOK 1.9 billion in 2002, 0.5 billion in 2003), abol-
ishing double taxation of dividends (NOK 1.5 billion in 2002), increasing the rate of
depreciation (NOK 1.5 billion in both 2002 and 2003), abolishing the investment tax
(NOK 1.5 billion in 2002, NOK 4.5 billion in 2003), reducing electricity taxes
(NOK 1.2 billion in 2002) and abolishing passenger’s airline tax (NOK 1.2 billion in 2002,
0.4 billion in 2003).

10. Including extraordinary deposits to the central government pension fund.

11. To avoid that nominal public spending increase as a share of mainland GDP, real public
expenditures should grow by less than real mainland GDP since the high wage share in
public spending involves a higher deflator.
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12. As a share of mainland GDP. As a share of total GDP public spending has increased rela-
tively strong since the turn of the millennium.

13. OECD (2003a).

14. Canada, Netherlands, Sweden and United Kingdom (OECD, 2003b).

15. It is currently not decided on the level of detail. The committee proposed a fairly
detailed level, similar to that presented in the annual State budget. The government
does not support this proposal.

16. OECD (2003b).

17. OECD (2003d).

18. For more information about the register and the updated list, see: www.odin.dep.no/krd/
engelsk/p10002454/p10002455/p10002456/index-b-n-a.html.

19. Sub-national spending as a share of mainland general government spending was
38.8 per cent in 2001, against 32.2 per cent for the OECD-average. Denmark and Sweden
are higher with 57.8 per cent and 43.4 per cent respectively (OECD, 2003d).

20. See National budget 2004.

21. OECD (2001).

22. OECD (2003b).

23. Inter alia rates of depreciation, tax on dividends and taxes on buildings dependent on
the business cycle. 

24. For an extensive discussion of the Norwegian tax system, see OECD (2000).

25. The Tax Committee had been appointed in 2002 in order to evaluate the tax system and
propose changes. The proposals for tax reform with focus on the proposed “shareholder
model” are discussed comprehensively in the annex.

26. For dividends exceeding the normal return, 28 per cent tax is levied on the receiver,
resulting in double taxation on this margin. Total tax will be (1 – 0.28) × 0.28 (tax on dis-
tributed dividend – distributed after tax) + 0.28 (company tax) = 48.16 per cent.

27. Statistics Norway (2002).

28. Currently this money is being used to finance the non-oil budget, which also includes
pension spending.

29. Spending on old age and disability pensions is currently about 9 per cent of mainland
GDP and the current pension financing gap is 6 per cent of mainland GDP. The real
return on the Petroleum fund, though, is just under 4 per cent. Pension spending will
increase to almost 20 per cent of mainland GDP in 2050, while the real return on the
Petroleum fund will more or less stabilise at 5 per cent of mainland GDP from 2030.

30. Casey et al. (2003).

31. Statistics Norway’s demographic projections up to 2050 show a considerable increase in
the number of persons at the age of 67 and above. The ratio of this group to that
between 19 and 67 will almost double. This implies a corresponding rise in pension
expenditures relative to value added in the Norwegian economy. Moreover, outlays will
climb since most pensioners will have earned a bigger supplementary pension. Also the
share of disability pensioners is estimated to increase heavily, inter alia due to the ageing
of the workforce.

32. Burniaux, J.-M. et al. (2003) show that despite Norway’s high participation rate, there is
scope for increased work contribution if reforms are implemented.
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33. Rikstrygdeverket, Folketrygden Nøkkeltall 06/2003.

34. Clearly, the oil money will provide a “top-up” in the general budget in the amount of
4-5 per cent of GDP, but this is only partly being used to finance pension spending since
pension spending is only one part of the non-oil budget deficit.

35. The projected present value of the total oil wealth was in the national budget 2004 esti-
mated at NOK 2 600 billion, compared with the present (pre-tax) value of the national
insurance pension commitments at about NOK 3 700 billion.

36. Spending on old age and disability pensions, as a share of mainland GDP, will increase
by about 10 percentage points towards 2050 while the use of oil money will increase
just moderately. However, increased spending on pensions has its counterpart in
increased taxes from social security recipients, which is assumed to reduce the gap to
5 per cent. Obviously, these are rough estimates.

37. See OECD (2000) and Van den Noord (2000) for a description of the Norwegian tax system.
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Annex 2.A1 

Tax reform and the shareholder model

 The introduction of dual income tax systems with lower tax rates on capital income than
on labour income was a Nordic phenomenon in the international tax reform trend in the
early 1990s.1 Problems connected to dividing income from self-employment into labour and
capital income and the present large difference in the marginal tax rates on labour and cap-
ital income have created a need to revise the dual income tax and the split model.2 The
Norwegian government thus appointed an expert tax committee in 2002 in order to evaluate
the tax system and propose changes.

 The dual rate structure is meant to balance efficiency and distribution concerns. In the
flat taxation of capital most weight is put on efficiency, maintaining neutrality towards invest-
ments and financing sources, as well as keeping the tax rate relatively low (28 per cent) to
avoid capital flight. Redistribution is obtained by a progressive taxation of labour income
and the net wealth tax.

 Norway has gone further than most other countries in securing, in principle, consistent
and neutral capital income taxation: 

– The corporate taxation is based on the principle that taxable income reflects actual
economic income. In line with this, Norway has few special deductions in the corporate
tax base. Depreciation rates are set according to the principle of approximately reflecting
actual economic depreciation.

– Norway has a full imputation system to avoid double taxation of dividends. The company
surplus is taxed at the company level as ordinary income at a rate of 28 per cent. The
dividend income is also formally taxed as ordinary income at the shareholder level,
but the shareholder receives a credit for the tax already paid by the company. As long
as the company and the shareholder face the same tax rate, this implies full credit, and
the total tax on dividends remains at 28 per cent. 

– The RISK-system is developed to avoid double taxation of capital gains and to ensure
equal taxation of capital gains and dividends. The idea is to adjust the share’s pur-
chase price for retained earnings, which are already taxed at the corporate level. Each
company calculates the increase in share value due to retained earnings at the end of
each tax year. This is called the RISK amount and it will be positive if retained earnings
are positive and negative whenever retained earnings are negative. The RISK amount
is added to the share’s purchase price and the taxable gain is then calculated as the
sale’s price net of the RISK adjusted price.

– The split model divides income from self-employment into labour income and capital in-
come. The model applies for self-employed as well as so called active owners in lim-
ited companies (i.e. persons working in their own company and controlling at least
two-thirds of the voting rights, being able to influence the distribution of dividends).
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The capital income is calculated first, by multiplying the capital stock with an imputed
rate of return on capital including a risk premium (the rate is currently set at 10 per
cent). The active owner may also deduct a fraction of total wages paid. Calculated
income from labour is the total income net of imputed capital income and the wage
deduction. The calculated labour income is liable to employees’ Social Security
Contributions and central government income surtax, as other wage income (the SSC
rate is slightly higher for the self-employed, but on the other hand they do not pay
employers’ Social Security Contributions on the calculated labour income).

Although formal tax rules imply that all types of labour income should be taxed equally,
this is not always the case in practice. This is mainly due to the many changes in the split
model, which have increased the scope for shifting income towards capital income. The prof-
itability of such tax planning has increased as the difference between the marginal tax rates
on capital and labour income has steadily increased since the tax reform in 1992. The
increase in the marginal tax rates on labour income is mainly due to the introduction of a sup-
plementary employer’s social security contribution on top wage earners in 1993 and a second
bracket in the surtax in 2000. In 2003 the rate differential was 36.7 percentage points,
compared with 27.6 percentage points in 1992.

Thus the possibilities, as well as the taxpayer incentives, to have labour income taxed
as capital income have increased. The resulting unequal treatment of the same type of
income impairs the distributional effects as well as the legitimacy of the tax system.

The principles of broad tax bases and investment neutrality that underpinned the 1992
reform have not been carried out to the same extent as far as the net wealth taxation is
concerned. The present net wealth tax may lead to distortions in the composition of savings.
Assessment rules and practice favour especially savings in property and non-listed shares at
the expense of other savings vehicles, such as listed shares and bank savings. The favourable
tax treatment of housing is reinforced by the rules on income taxation, as the imputed rent
from owner-occupied dwellings is set far below the real return (on average 25 per cent of
market based rental values), while there are no limits on interest deductibility.

The Government-appointed Tax Committee presented their reform proposals in
February 2003. The mandate for the Committee was to evaluate the objectives and principles
applicable to the tax system, and to propose changes within the scope of a NOK 8-10 billion
tax cut. In particular the Committee was to focus on the need to reduce the tax rate differen-
tial between labour and capital income, and the scope for fully or partly abolishing the split
model. The Committee was also requested to evaluate the role of the net wealth tax. Finally,
the mandate required that any changes should be based on the main principles in the 1992
tax reform, e.g. emphasising broad tax bases and relatively low tax rates.

The Tax Committee proposed a solution to the dual income tax problem based on two
main changes in the tax system:

1. A reduction in the marginal tax rates on labour income, by reducing the central gov-
ernment surtax within both tax brackets and removing the supplementary employer’s
social security contribution on labour income in excess of 16 times the “G” (“G” is
the basic amount in the National Insurance scheme, and is on average NOK 55 964
– equivalent to EUR 6 500 – in 2003). These changes would imply a reduction in the
top marginal tax rates on labour income from 64.7 to 54.3 per cent including employ-
er’s social security contributions, and from 55.3 to 46.8 per cent when employer’s
social security contributions are left out.

2. For personal shareholders, returns to share holdings that exceed a calculated op-
portunity rate of return on the investment, are to be taxed as ordinary income (the
so-called shareholder model). The marginal tax rate on above-normal returns on
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investments in shares would then increase from 28 per cent to 48.16 per cent, while
staying at 28 per cent for returns at or lower than the calculated opportunity rate of re-
turn.3 As the marginal tax rates on labour income and income from personal sharhold-
ings are almost equal, the scope for tax planning is reduced and the shareholder
model can replace the split model for active owners in limited companies. The RISK
system for avoiding double taxation of retained earnings, and the imputation system
for avoiding double taxation of distributed earnings can also be replaced by the share-
holder model for personal tax payers. 

The shareholder model has, in principle, good neutrality properties: 

– As long as the opportunity rate of return is exempt from the extra tax on the share in-
come, which means that only dividends and capital gains attributable to above-normal
returns are more heavily taxed at the margin, the model ensures neutrality between
investments and sources of finance. 

– The opportunity cost allowance the present year is the product of the after-tax interest
rate and the stepped-up basis of the share at the start of the year. The stepped-up
basis is the sum of the original acquisition price of the share and all the opportunity
cost allowances not utilized in previous years. Hence, the taxable gains will be the
sales price less the cost price of the share and accumulated, unused opportunity cost
allowances. The shareholder can however not end up with a net loss merely due to the
opportunity cost allowance. Any unused allowance after realisation can be carried for-
ward and can be deducted from other share income (dividends or gains) in the future.
These rules imply that the taxation of share income is approximately symmetrical.4

However, the Tax Committee left some important problems unresolved:

– The Committee does not make any specific proposals for the taxation of partnerships
(where taxation is effected on the individual partners) and for sole proprietorships.
The Committee states that a corresponding profit-extraction model also should be
considered for these types of companies. The reason why the Committee does not
propose to apply the shareholder model to a wider range of companies is mainly due
to the problems related to defining and controlling what part of a company’s surplus
should be regarded as an equivalent to dividends. 

– The Committee does not suggest any specific changes in the taxation of the corporate sec-
tor. The Committee proposes that the current RISK and imputation systems are continued
for companies until the shareholder model or other alternatives are considered.

– The shareholder model gives rise to tax planning in terms of extracting surplus as in-
terest on a subordinated loan instead of as dividends. To avoid this, the Committee
proposes an extra tax on individual shareholders on interest from loans in companies
that exceed a calculated opportunity cost including a risk premium, but without the
possibility to carry forward any unused opportunity cost allowances. Such a rule was
not elaborated in detail. 

In addition it is necessary to consider the administrative aspects of the model. The
shareholder model poses administrative challenges, because the cost price of shares and
any unused opportunity cost allowances will have to be registered and controlled for each
individual share. The Ministry of Finance is currently considering the shareholder model, and
possible solutions to the unresolved issues.

The Tax Committee also proposes to phase out the net wealth tax, while increasing the
taxation of real property and, to some extent, inheritance. The Committee argues that taxa-
tion of real property is better targeted than the wealth tax in terms of taxing immobile capital,
and that such a reform would reduce the risk of undesired capital flight as well as improving
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the use of overall resources. It would also bring Norway more in line with other OECD coun-
tries, which generally have a substantially higher tax on real property and inheritance, while
Norway is one of relatively few countries that still have a wealth tax.

The Committee takes the view that the most logical approach would be to increase the
taxation of property by increasing the taxation of imputed rent from housing, thus increasing
symmetry compared with the unlimited deduction for interest payments. However, in the
absence of a political commitment to raise the income taxation of imputed rents from hous-
ing, the Committee recommends that a mandatory (municipal or central government) property
tax should be introduced.

The public hearing in February-May on the Committee’s report left no clear recommenda-
tions. The hearing round gave some support for the shareholder model, at least if it is combined
with an abolishment of the net wealth tax. The Tax Directorate was however very sceptical to the
shareholder model, claiming that the model is difficult for the tax payers to understand and for
the tax authorities to administer.5 Some commented that they would prefer to keep the present
dual income tax, while others pointed out the virtues of flat income taxation.

The Government will present a separate White Paper for the Parliament on changes in
the tax system, based on the Tax Committee’s report and the hearing. Based on the Parlia-
mentary deliberations, the Government aims at presenting their law proposals during the
autumn 2004, probably in connection with the Budget Proposal for 2005. 
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Notes 

1. For an extensive discussion of the Norwegian tax system, see OECD (2000), Economic
Surveys: Norway.

2. The split model divides income from self-employment into labour income and capital
income. The tax rate levied on capital income, 28 per cent, is substantial lower than the
average marginal tax on regular income (see also paragraph 30, bullet point four).

3. For dividends exceeding the normal return, 28 per cent tax is levied on the receiver, i.e.
double taxation on the margin. Total tax will be (1-0.28) × 0.28 (tax on distributed divi-
dend – distributed after tax) + 0.28 (company tax) = 48.16 per cent.

4. Illustrative example: Opportunity cost allowance = share cost price x after tax interest
rate (e.g. with a cost price of 100 and an interest rate of 5 per cent, the opportunity cost
allowance is 5). If a person receives a dividend of 5, there will be no tax on the received
dividends. If the person receives more than 5 (e.g. 8), taxes will be levied on the excess
amount – i.e. (8-5) × 0.28. If the person takes out less than 5 in dividend (e.g. 3), then
2 (5-3) can be carried forward to the next year. Moreover, the cost price will be adjusted
from 100 to 102. This implies that the person can receive tax free dividends amounting
to 0.05 × 102 + 2 = 7.1 in the next year (which is equivalent to 2 × 1.05 + 5 = 7.1). Assume
further that the person bought a share for 100 and sold it for 100 the following year with-
out having received any dividends. She will then have an unused opportunity cost
allowance of 5. But this is not lost as she can carry this claim forward, with interest,
thereby reducing future positive capital income. Consider a cost price of 100, an oppor-
tunity cost allowance of 5 and dividends of 10. This should in principle lead to a taxable
share premium of 10 – 5 = 5. But by also subtracting the unused claim of 5, no taxes will
be levied. This mechanism secures that taxation of share income is basically symmetri-
cal on incomes above or below the opportunity cost level.

5. Former head of Directorate for Tax Collection, The Norwegian Tax Administration, The
Taxpayer’s Organisation and the Norwegian Institute of Public Accounts all seem to view
the shareholder model as good in theory but too complex to implement in practice.
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3. Product market competition 
and economic performance in Norway

Introduction

A strong macroeconomic performance over the past decade – supported
by exploitation of oil wealth – has left Norway as one of the richest countries in the
OECD area and with low unemployment and surpluses on the current account and
the government balance. However, the importance of the large off-shore sector is
set to decline over the coming years as oil reserves are being depleted. As a
consequence, growth will have to rely on the mainland economy. An important factor
in this respect is a well-functioning labour market, which is analysed in Chapter 4.
The aim of this chapter is to focus on product market competition, which in the
OECD Growth Study and other empirical work has been shown to play an impor-
tant role in the process of economic growth. In Norway, the promotion of competi-
tion has often conflicted with other policy objectives, such as maintaining a
regionally dispersed population. Also the government ownership of firms compet-
ing alongside private companies gives raise to competition issues. As a conse-
quence, competition is weak in a number of sectors – notably in some network
industries, agriculture and food processing – leading to relatively high prices,
weak innovative activity and inefficient resource allocation to these markets. Rec-
ognising the benefits of regulatory reform, the government has made the promo-
tion of competitive markets a key policy in stimulating economic growth as
elaborated in the recent budget and in the ongoing reforms of the regulatory
framework for competition.

The chapter starts out with a short review of Norway’s growth performance
over the past decade. Attention is then turned to indicators of product market
competition in order to gauge the strength of competitive pressures as well as the
implications of barriers to trade and foreign direct investments. This is followed
by an assessment of the general competition policy framework and its role in pro-
moting competition. The competition issues associated with public ownership are
then analysed. The chapter next examines a number of sectors where regulatory
policies can be expected to have particularly large impacts, including retail distri-
bution, professional services and network industries. Subsequently, public pro-
© OECD 2004



110 OECD Economic Surveys: Norway
curement and possible macroeconomic effects of regulatory reform are discussed.
The chapter concludes with a set of policy recommendations.

Macroeconomic performance and indicators of competition

Overall good economic performance over the past decade conceals sectoral problems

Over the past decade, economic growth has equalled that of the OECD
and has been much faster than the EU average. However, the slowing of growth in
the mainland economy since 2000 has led some observers to point to the problem
of insufficient structural reforms (Klovland et al., 2003 and Table 3.1). During the
1992-2002 period, average employment growth has been twice as fast as in the EU
and faster than the increases in labour force participation, leading to a fall in
unemployment. Together with relatively rapid productivity growth and the wealth
originating from the off-shore economy, this has allowed Norway to attain one of
the highest levels of GDP per capita in the OECD. Focusing solely on mainland
GDP per capita, Norway still compares favourably with other EU countries. This
reflects, on the one hand, high labour force participation and high average hourly
productivity, while on the other hand average hours worked are relatively low and
declining. The high level of hourly productivity is partly reflecting the low average
working time, which would indicate that reforms to increase labour supply may put
downward pressure on hourly productivity unless they are accompanied by product
market reforms.

Productivity growth at the sectoral level shows the opposite picture of
what is normally observed internationally, although as elsewhere the variation
across sectors seems related to competition issues. Not only is productivity
growth in the manufacturing sector much lower than in other OECD countries, but
it is also much lower than in the Norwegian service sectors. This can partly be
explained by some parts of the manufacturing sector being protected from foreign
competition. The food processing industry (protected by agricultural barriers
extending to processed food) and the publishing industry (protected from foreign
competition by the market’s need for timely deliveries and domestically by an
exemption from the competition law) account together for about a quarter of the
sector.1 The better productivity performance in the electricity and communication
sectors can be related to the opening of both markets during the 1990s. In the lat-
ter sector, the performance is lagging somewhat relative to a number of other
countries, which may be related to a slower liberalisation process.2 Indeed, the
OECD’s indicator for economy-wide regulation suggests a stricter stance than in
most other OECD countries, as the result of high trade and FDI barriers and wide-
spread public ownership in many network sectors, such as telecommunication,
postal services and railways (Figure 3.1). The relatively high productivity
growth in the distribution and financial sectors is the result of restructuring of
the food retailing sector (from consisting of small independent shops to a
© OECD 2004
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Table 3.1. Output, employment and productivity

Germany Italy Japan
United 
States

1.4 1.5 1.1 3.2

1.3 1.3 1.1 1.8
0.1 0.2 –0.1 1.4

–0.3 –0.1 –0.3 0.1
0.3 0.2 0.3 1.3

5.4 4.6 0.2 1.5
2.1 2.0 3.0 3.9
1.3 1.1 –0.2 –1.7
1.4 1.2 –0.1 –1.8
5.7 4.8 2.4 1.2

–0.3 0.0 –2.8 –0.2
1.1 1.0 0.9 1.6

–0.9 1.2 0.6 3.8
7.9 3.6 1.4 2.3
4.0 3.2 4.8 4.1
0.9 0.9 0.7 1.4

74.9 75.2 75.6 100.0
99.1 108.0 72.3 100.0
1. A positive sign indicates that unemployment has declined and contributed to boost output growth.
2. 1992-2000 for France.
3. Including hunting and fishing.
4. Including tobacco.
5. 1993-2001 for Sweden.
6. 2001 levels, PPP-based. United States = 100.
Source: OECD.

Norway Mainland Sweden Finland France

A. Growth decomposition, 1992-2002
Average GDP growth 3.3 3.1 2.2 2.6 1.9
of which:

Productivity 2.1 1.9 2.5 2.6 1.2
Employment 1.2 1.2 –0.3 –0.0 0.8
of which:

Unemployment1 0.1 –0.1 –0.2 0.0
Labour force 1.0 –0.2 0.2 0.7

B. Labour productivity growth, 1992-20012

Agriculture and forestry3 4.8 2.8 6.5 2.9
Total manufacturing 0.7 7.0 5.5 3.1
Food products, beverages4, 5 1.2 2.8 4.2 –0.7
Printing and publishing5 –1.6 5.1 4.4 0.9
Electricity, gas and water 1.5 1.0 6.5 1.6
Construction –0.2 1.3 –0.3 –0.9
Total services 2.0 2.1 1.8 0.2
Wholesale and retail trade5 5.6 3.7 2.8 0.6
Communication5 3.5 4.1 5.0 2.5
Financial services 4.8 6.7 8.2 –0.1
Non-financial services 1.9 1.8 1.6 0.2

Memorandum items:
GDP per capita6 103.7 80.0 73.9 75.3 76.6
GDP per hour worked6 131.2 102.2 84.2 84.1 105.4
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Figure 3.1. Progress in liberalisation of service sectors in OECD countries1

1. In each year and sector, the indicators have a 0-6 scale ranging from least to most restrictive of competition. They
cover public ownership, barriers to entry, market structure, vertical integration and price controls. See Nicoletti and
Scarpetta (2003) for details.

2. Includes trade and FDI restrictions.
3. Includes barriers to competition and state control.
Source:  OECD Regulatory Database.
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highly concentrated and vertically integrated sector) and of the banking sector
following the banking crisis in the early-1990s.3

The relatively poor performance of the manufacturing sector may be
related to low R&D spending, which at about 1½ per cent of GDP is below that of
many other OECD countries. One of the explanations for the modest spending on
R&D is the relatively small manufacturing sector and the relatively low share of
manufacturing production that is taking place in sectors with a high intensity of
technology (Figure 3.2, panels A and B). Recognising the importance of R&D in the
economy’s growth performance, the government has formulated an objective of
reaching the average OECD spending share on R&D by 2005 (implying something
like a doubling of the current R&D spending share) which is to be reached through
policy measures in such areas as education, public research, infrastructure, and a
better climate for entrepreneurs. However, the modest spending on R&D may also
be related to the lack of competition, as an important stimulus to innovative activ-
ity is intense product market competition, which forces market participants to
exploit product and process innovations to maintain or improve market positions.
Empirical work indeed suggests that a lack of product market competition in
Norway has been a factor holding back R&D spending (OECD, 2001 and Figure 3.2,
panel C). More intense rivalry in domestic markets might therefore stimulate R&D
spending and shift resources to higher value-added sectors.

As in other smaller countries, concentration tends to be fairly high at the dis-
aggregated level, although in sectors with no trade barriers the potential market
power associated with high concentration is countered by foreign competition.
However, the openness of the economy could be improved and concentration in
some of the sheltered sectors is worryingly high. Concentration in the primary pro-
duction of food is very high (with a near monopoly in dairy products), particularly
when taking into account the prevalence of co-operatives in this sector, which
increases horizontal integration. Co-operatives and franchising in the food whole-
sale and retailing lead to high degree of horizontal and – to a lesser extent – verti-
cal integration within the four chains that dominate the industry, an unusually
small number even for a small country. These types of integration may improve
efficiency gains, but reduce competition. The high concentration in passenger
land and air transport (excluding taxis) can be explained by the near monopoly
status of the (fully or partially) government-owned incumbents and relatively few
companies offering long-distance bus transport. Also, other service sectors with a
significant degree of government ownership, such as telecommunications and
financial services, exhibit high concentration. Furthermore, mark-ups in most indus-
tries are either at par or below those in other OECD countries. When relatively low
mark-ups are observed in protected sectors with low productivity growth, such as
in the food processing industry, this could be an indication of low pressures for
improving profitability (Figure 3.3).
© OECD 2004
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Figure 3.2. R&D spending and industry structure

1. Latest available year: Denmark and United States: 2001, Belgium, Czech Republic, France, Mexico, and United
Kingdom: 2000, Canada, Finland, Germany, Greece, Italy, Norway, Portugal, Spain and Sweden: 1999, Japan
and Korea: 1997.

2. 1998 for OECD and Norway, 1999 for Ireland, Denmark, France, Netherlands and EU.
3. Includes administrative and economic regulations.
4. Includes EPL, other controls, country-specific effects.
Source: OECD, STAN Database, ANBERD.
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The overall price level is higher than in the EU countries and seems to
have widened in many cases during the 1990s, although direct comparisons are
imprecise due to definitional changes (Figure 3.4).4 The relatively high price level
is partly related to such factors as a higher income level in Norway,5 high indirect
taxes, and the cost effects of low population concentration in a relatively large
country. On the other hand, a substantial part of the higher price level can be
explained by high prices for products and services originating in sectors with little
competition, such as the heavily protected agricultural sector. Equally, the high
prices for transport sector services are likely to be related to the lack of competi-
tive pressures in passenger transport sectors, which are often dominated by pub-
licly owned companies and with little intermodal competition. Even in cases
where high indirect taxes might explain the higher prices, such as for tobacco,6 it
turns out that pre-tax prices are higher than in other northern European countries.
More generally, for many internationally traded and standardised goods, such as
gasoline, prices in Norway are relatively high, which is difficult to explain except
by a lack of competition (see below). On the other hand, in sectors that have been
liberalised, such as the telecommunication sector, prices have decreased, pointing
to the benefits of regulatory reform.

High prices can also reflect market power. The food distribution sector
appears to have some power to pursue a pricing-to-market strategy. The VAT rate

Figure 3.3. Industry-level mark-ups in Norway and other OECD countries
From 1981 to the latest available year

1. Average of Austria, Belgium, Canada, Finland, France, Germany, Italy, Japan, Netherlands, United Kingdom and
United States. OECD estimates based on the Roeger method.

2. Including beverages and tobacco.
3. Including restaurants and hotels.
Source: OECD, STAN database.
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on food and non-alcoholic beverages was halved on 1 July 2001 under substantial
media attention, which led to a roughly 10 per cent fall in the retail prices for these
items – equivalent to consumers enjoying the full benefits of the VAT reduction
(Larvik, 2003). However, over the following two years retail prices for food and non-
alcoholic beverages increased twice as fast as the total consumer price index and
the comparable EU area index (Figure 3.5). A bit less than a third of the rebound
can be explained by increases in prices for food and non-alcoholic beverages,
where producer target prices for Norwegian products are negotiated between the
Ministry of Agriculture and the sector. By mid-2003 the consumer price index for
food and non-alcoholic beverages was still a bit below its level prevailing prior to
the VAT reduction, although prices for most of the items in the index had returned

Figure 3.4. Price difference between Norway and the EU1

1. Percentage differences between price levels in Norway and the weighted average of EU15 countries.
Source:  OECD, Purchasing Power Parities.
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Product market competition and economic performance in Norway 117
to their previous levels with the exception of prices for mostly imported food
items.7 The deterioration in consumer welfare may, in part, be the result of market
power exercised by the highly concentrated and vertically integrated distribution
sector and/or by highly concentrated domestic producers.8, 9

Market openness could be improved

Foreign competition is important for the promotion of competitive mar-
kets, particularly in smaller countries with weak competition in domestic product
markets. Norway appears to be a relatively open economy from the point of view
of the import share of GDP, which is as expected when taking into account such
factors as per capita GDP and transportation costs. Nevertheless, there are areas,
particularly agriculture, where market openness could be improved. Following the
Uruguay round, Norway shifted from non-tariff barriers to having some of the high-
est tariff barriers in the OECD. The latter can almost exclusively be explained by
very high barriers for agricultural products, which in terms of producer support
estimate (including production and price support) has remained around 70 per
cent over the past years – one of the highest levels in the OECD (OECD, 2003a,
Walkenhorst and Dihel, 2003 and Figure 3.6). Some details of agricultural tariff bar-
riers are provided in the Sustainable Development section of this survey
(Chapter 5).

Figure 3.5. Food prices in Norway and the EU area
June 2001 = 100

Source: Statistics Norway and OECD.
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Figure 3.6. Openness indicators in the OECD area

1. OECD calculations based on UNCTAD data. Aggregation from 2-digit level tariffs to national level using sectoral
value-added weights.

2. The indicator ranges from 0 (least restrictive) to 1 (most restrictive). The most recent year for which data are avail-
able varies across countries between 1998 and 2000.

Source: UNCTAD and OECD.
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Inward FDI is fairly high and is mostly found in the off-shore sector and
the financial sector. The relatively low inward FDI in other sectors is to some
degree related to barriers to inward FDI. Formal barriers are only found in fisher-
ies and indirectly in electrical power generation because of asymmetric conces-
sion rules (see below), but the relatively extensive government ownership
(sometimes stipulated as requirements) hinders foreign investors’ access and
they are often faced with high effective marginal taxation of their inward FDI (Yoo,
2003) (Figure 3.6, panel C).10 Moreover, politically motivated resistance to foreign
control in areas such as banking may in itself have a perceived negative effect on
inward FDI. In addition, other policies may also have a deterrence effect, such as
trade policies and labour market policies. OECD research suggests that such poli-
cies are relatively strict in Norway and if they were aligned with the least restric-
tive in the OECD area, Norwegian inward FDI could be boosted by about a third
(OECD, 2003b). Using a broad measure of international integration (including
direct factors such as foreign investment and indirect factors, such as the possibili-
ties for international economic transactions) indicates a more closed economy
than if only using traditional trade openness measures (Andersen and Herbertsson,
2003). In sum, a number of sectors in Norway seem to be protected from foreign
competition.

The competition law’s compliance instruments need strengthening

The competition law’s compliance instruments are not strong enough. The
current law’s provision for “intervention” against abuse of dominance does not
provide sufficient deterrence to serious abuses, although the pending legislative
package would adopt the more robust EEA-EU approach to abuse of dominance
by 2004. Moreover, the Norwegian Competition Authority (NCA) has decisional
independence, but the appellate body is the Minister of Labour and Government
Administration, under which the NCA belongs. The powers of the NCA have been
weakened by the power of the Minister to overturn its decisions on grounds other
than competition policy and by parliamentary intervention. In this respect, some
mergers involving government-owned firms have proved to be contentious
(Box 3.1). The lack of independent appellate bodies is also found in areas with sec-
tor regulators. However, the creation of an independent appeal body – countering
undue special interest and political pressures – may at the earliest take place
after the next election as the government has committed itself not to submit such a
proposal in this election period. The government’s proposal for a new competition
law would allow the Minister of Labour and Government Administration to over-
rule the NCA only if the authority’s decision is not in accordance with the competi-
tion law. Sanction procedures are excessively cumbersome and time-consuming,
in part because they require criminal procedures, and resulting fines are below
the level that would be expected to deter. Instruments for ensuring compliance
need to be strengthened. Additional resources are required to accelerate the
© OECD 2004
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Box 3.1. Norwegian competition policy and enforcement

The current competition law dates from 1994, when efficiency was made the
goal of competition policy and when the Norwegian Competition Authority (NCA)
was established as the enforcement body. Norway’s substantive law is moving
toward the full EEA-EU system. The last step, included in the pending legislative
package, would adopt the EEA-EU approach to abuse of dominance, in time for
the “modernisation” of the EEA-EU enforcement process in 2004. At present,
Norway’s law provides only for “intervention” against abuse of dominance, a
method that is appropriate for ambiguous conduct but that does not provide
sufficient deterrence to serious abuses.

The Ministry of Labour and Government Administration provides the frame-
work for NCA’s activities, and the Minister may in principle instruct NCA about
individual cases. There has, however, been a history of non-interference, and the
right to instruct is removed in a proposed new competition law. But many of the
NCA’s enforcement decisions may be appealed to the Minister, who may reverse
those decisions on grounds other than competition policy goals, such as the pro-
motion of employment or regional policies. In a recent case even the parliament
intervened. After the NCA prohibited the largest, state-owned, electric power firm
from acquiring dominating interests in two other producers, the Minister permit-
ted one of the acquisitions, conditional on structural measures, while upholding
the NCA decision in the other. But parliament then enacted a special rule for elec-
tric power mergers and called on the Minister to reconsider the decision. The rule
just restates standard analytical principles, though, and the Minister decided that
he need not reconsider his decisions under the new, but similar, standard. The
process may have left the public impression that political pressures affected the
outcome. Another occasion to test competition principles against other claims – such
as keeping the headquarters of a major bank in Norway – arose in a major bank
merger. The lack of an independent appellate body is repeated in sector regula-
tion, where in some cases the appellate body is the ministry that is responsible
both for regulating the industry and for managing the State’s ownership interests
in it. Acknowledging the advantages of an independent appeal route, the govern-
ment had planned to create an independent appeal body, as recommended by a
study committee (and by the 2003 OECD Regulatory Reform Report), but it agreed
not to submit that proposal to the parliament before the next election.

Sanctions against violations, fines and imprisonment for individuals, must be
imposed through criminal processes. Thus the NCA must refer the case to the
prosecutor for economic and environmental crime, Økokrim, who must often redo
much of the NCA’s investigation to address constitutional and human rights con-
cerns. Hard-core price fixing and bid rigging are prohibited virtually per se, yet the
enforcement record is spotty. Økokrim’s resources are stretched and its priorities
are complex, so the cases pile up. Taking action against allegations of price-fixing
in electrical equipment took two years. The biggest success, four years ago, was a
fine against ABB and Siemens for price fixing, market sharing, and bid rigging in
supplying equipment to hydropower stations. In a promising sign of stepped-up
attention to horizontal cartels, the NCA referred another large bid-rigging case, in
construction, in mid-2003.
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legal process, and leniency and whistle-blower programmes are needed to desta-
bilise cartels. Relating sanctions to the harm to individuals and the economy
would increase deterrence and raise awareness of the damages of anti-competitive
conduct.11 Criminal liability should be limited to hard-core clandestine collusion,
while the NCA should be empowered to issue administrative fines for lesser
breaches. The proposed new competition law introduces powers to the NCA to
issue administrative fines as well as a leniency programme.

Extensive public-ownership creates competition problems

A defining feature of the Norwegian economy is the high degree of public
ownership (Figure 3.7).12 As in many other OECD countries, publicly-owned firms
are active in traditional network industries, but they are also active in sectors
which in other countries often are within the private domain, such as alcohol retail-
ing, air transportation, financial services and oil. When government-owned compa-
nies participate in market activities, the issue of a level playing field arises. In
electricity generation, publicly-owned operators are favoured through asymmetric
concession rules (see below). In other sectors, a perception of an uneven playing
field is related to political interference, the acceptance of lower profit rates or
implicit financial guarantees. Publicly owned firms in network industries have sub-
stantial scope for cross-subsidisation between competitive and monopolistic mar-
ket segments, which is often countered by requiring accounting separation.
However, this measure suffers from problems of asymmetric information that often

Box 3.1. Norwegian competition policy and enforcement (cont.)

Still, fines are far below the level that would be expected to deter. In the ABB-
Siemens case, the firms’ turnover in the market at issue during the course of the
conspiracy was 75 times greater than the fine (€ 2.5 million). Penalties against
individual decision-makers are virtually unknown. Both problems appear to result
from the reliance on criminal process for enforcement. In non-criminal matters, the
only consequence of violating a statutory prohibition is an order to stop doing it.
Injured parties can sue for damages, and that process has proved more success-
ful. Customers who followed the ABB-Siemens case with claims for damages
reportedly settled for nearly € 7 million. As an alternative to the criminal process,
a 2003 committee report recommended empowering the NCA to issue fines
against companies that violate prohibitions. Presumably, such administrative
fines would be demanded after a simpler process that required a lower burden of
proof. Whether it would be a more significant deterrent depends on how it fares in
the inevitable appeals, testing both how this novelty fits into the Norwegian legal
system and how large a sanction the judges will actually permit the NCA to
demand.
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exists between the regulated and the regulator and the subjective nature of
accounting rules. These problems point to the need for formal – legal or
ownership – separation.

Competition may be damaged by strategic behaviour, such as when domi-
nant companies engage in predatory strategies. The competition law also applies
to publicly-owned companies, but the deterrence effect of sanctions may be lim-
ited and there is a risk of political pressures being applied to reverse the compe-
tition authority’s decision. Alternatively, privately-owned firms may refrain from
competing fiercely because of the political risk associated with a state-owned
company going bankrupt, and prefer to exploit their higher efficiency by allowing
the government-owned company to be the price leader. Often the lower efficiency
of government-owned companies has been related to their corporate governance
not being focussed on profit maximisation and efficient operation (Box 3.2).13

Nicoletti and Scarpetta (2003) have calculated that MFP growth in Norway could
increase by as much as one percentage point per year over a 10-year period, if the
level of public ownership is reduced to the average level prevailing in the OECD. 

Recognising the above problems, the government’s white paper “A
Reduced and Improved State Ownership” in spring 2002 proposes a general
reduction in public ownership as a means to level the playing field and increasing
market discipline in corporate governance. However, due to a lack of parliamentary

Figure 3.7. Relative size of public enterprise sector1

1. Index 0-6 scale from lowest to highest share of public enterprises, index based on the extent of state ownership
and (gross) proceeds from privatisations.

Source:  OECD.
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consent, the government has been asked to proceed on an ad hoc basis.14 Most
publicly-owned companies are organised as limited companies as a measure to
level the playing field vis-à-vis private companies, furthered by the recent aboli-
tion of explicit state guarantees for loans. The ownership control of most govern-
ment-owned companies has been transferred from the ministries with regulatory
responsibilities to the Ministry of Trade and Industry. This process should be com-
pleted to include the government-owned companies in sectors that are still only
partially liberalised, such as railways and postal services. A further step to level
the playing field is to introduce measures to improve corporate governance of
government-owned companies.15 However, only an extensive privatisation pro-
gramme in the context of extensive regulatory reforms would solve the competi-
tion problems associated with publicly-owned companies.

Box 3.2. Government ownership and its implications 
for corporate governance

Corporate governance in government-owned companies is complicated by a
number of factors:

– A 100 per cent state-owned firm has no market value to provide constant and
direct monitoring and performance evaluation. The market valuation of part-
ly-privatized firms will be influenced by the constraints that governments
are facing in the management of their shareholding.

– The monitor function of lenders to state-owned firms is reduced as loans
may be either explicitly or considered to be implicitly guaranteed by the
government. Additional financial support may arise from governments hav-
ing lower demands on rates of return on invested capital as compared with
private investors.

– Managers of state-owned firms are less likely to be dismissed for poor per-
formance and are seldom remunerated for good performance, further reduc-
ing performance incentives.

– In addition to maximizing profits state-owned firms are likely to be expected
to pursue additional objectives linked to public policies, such as regional
and employment considerations, universal service obligations, etc. Further-
more, these objectives may change over time in ways which are not clearly
defined and may be in conflict with each other.

– The number of participants in the oversight of state-owned companies – boards,
parliament, civil servants, ministers, etc. – is larger than for privately owned
companies and they do not necessarily have uniform or consistent goals.
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Regulatory policies at the sectoral level

Regulatory policies for private service sectors vary in scope. Some sec-
tors, such as retail distribution and professional services are inherently competi-
tive. However, entry controls and self-regulation hamper competition, pointing to
the necessity of a forceful implementation of, and the removal of exemptions
from, the general competition law. On the other hand, network industries are char-
acterised by “natural monopoly” segments, where competition is difficult to intro-
duce. In these industries regulatory efforts should be directed to securing non-
discriminatory access to the networks for third parties and opening potentially
competitive segments to competition. International experience shows that gains
from regulatory reform in network industries are potentially very large. In cases
where concerns about supply reliability and insufficient network capacity have
been raised, these problems have been related to the design of reforms and not
to deregulation per se.

Retail distribution is highly concentrated

Retail distribution in Norway is characterised by a relatively high outlet
density and by high concentration. Food retailing is dominated by four vertically
integrated chains, with each chain having a network of medium sized shops across
Norway and with individual chains often having a very strong position within local
areas. Labour productivity is on a par with northern Europe, but still lagging best
practices. In addition, the high level of labour costs has led to a relatively low
level of value added per unit of labour costs as compared with other European
countries (Table 3.2). The structure of retailing is a reflection of the relatively dis-
persed population. In food retailing, it is the result of a marked restructuring dur-
ing the 1990s, transforming a sector of small independent shops into one
dominated by four chains, including co-operatives and franchises, who tend to
compete on similar parameters and on a relatively narrow range of goods
(restricted by the limited shelf space). The restructuring of food retailing has
increased efficiency in the sector, which tends to improve consumer welfare
through lower prices. Yet, consumer welfare may be undermined by the lack of
choice, due to the absence of both small independent shops and also of large-
scale shops. The lack of large-scale operations also means that potential efficiency
gains are not realised. However, obtaining such consumer welfare gains is difficult
as long as regional policies discourage concentrations of population and large
commercial developments.

There are several indications of reduced competition in the sector. As
mentioned above the experience with the recent VAT reduction indicates that
market power is being exercised. The high concentration has induced the compe-
tition authorities to signal that further consolidation of the sector would not be tol-
erated – unfortunately such signals also blunt incentives for intense competition
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as they rule out successful strategies for taking over competitors. In addition, the
restructuring was in part brought about by a permissive attitude of granting
exemptions from the competition law to franchises and co-operatives (OECD,
2003d). The NCA’s price surveys reveal homogenous prices across the country
within each chain, which is surprising given that transport costs and geographical
differences in markets would normally give rise to significant price variation.16 A
lack of competition arising from tacit collusion or resale price maintenance could
explain such homogenous prices. In addition, the high degree of vertical integra-
tion facilitates foreclosure of new entry along the product chain. Access to foreign
suppliers can be a problem, particularly for new entrants, as imported food quotas
are distributed according to historical market share. These problems are further
accentuated by the high concentration in the food production industry and in
agriculture (see Box 3.3). 

Outside food retailing, there are also signs of competition problems in the
retail market for gasoline, which is dominated by a few chains. Empirical studies
indicate that the regional variation in gasoline prices is mostly a function of the
existence of neighbouring competitors and that transport costs play little role
(Konkurransetilsynet, 2001). Moreover, according to IEA statistics, pre-tax prices

Table 3.2. Key structural features of the retail distribution sector, 2000

1. Number of enterprises per 10 000 inhabitants.
2. EU = 100.
3. Market shares of the three largest firms based on 1996 sales.
Sources: Eurostat, New Cronos.

Outlet 
density1

Employees 
per enterprise

Value added 
per employed 

person2

Value added 
per unit of 

labour costs2

Concentration 
in food retail3

Austria 43 7.7 109 98 45
Belgium 80 3.5 109 95 48
Denmark 47 8.1 103 99 52
Finland 46 5.0 132 110 69
France 64 4.2 134 104 31
Germany 35 9.0 113 116 30
Ireland 36 9.3 95 52
Italy 130 2.2 82 72 9
Netherlands 54 8.5 80 117 41
Portugal 150 2.5 43 81 46
Spain 133 2.8 74 97 23
Sweden 65 4.3 130 88 60
United Kingdom 36 14.2 99 124 41
European Union 71 6.3 100 100
European Union, 

excluding Italy, 
Portugal and Spain 70 7.4 111 106 . .

Norway 68 6.0 112 98 86
Switzerland 56 6.8 91 81
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Box 3.3. Organisation of the dairy market in Norway

Strategies of preventing new entry (market foreclosure) are an issue not only
in the retail sector. For example, in the dairy product market, government regula-
tion has charged the dominant cooperative Tine AB – a vertically integrated pro-
ducer, distributor and exporter of dairy products – with the role of maintaining the
Ministry’s target price for milk products.1 Combined with a system of compensa-
tion payments, the target price has effectively become a maximum price and
gives strong incentives for members of the cooperative to maintain their relation-
ship with Tine AB (Konkurransetilsynet, 2003). To enable new entry into the dairy
market small-scale producers can (since mid-2003) opt out of the quota system
and the cooperative is under the obligation to deliver milk to other dairy produc-
ers, but only up to a quota limit.2 While these measures have the potential to
increase competition and establish alternative sources of supply, then they also
contain an element of market foreclosure because of the dairy industry’s substan-
tial economies of scale in collecting, processing and distributing milk. The market
foreclosure effects are reinforced by the high tariffs on imported milk. The import
tariff is suggested to be made dependent on the price in the domestic market to
allow import of milk when domestic production does not suffice to meet demand.
However, given existing economies of scale and the importance of timely deliver-
ies in this sector, foreign milk can only effectively compete if imported under
long-term contracts. At the same time, the compensation payments imply a trans-
fer from high to low productive units, which with the lack of competition from for-
eign milk means that there are no incentives to improve efficiency. On this
background, it is perhaps not surprising that Strand and Aas (2001) can demon-
strate that contrary to the developments in many other countries the price-
margins of dairy products in Norway have not declined over the long-term – an
indication of a lack of competition. This is further underpinned by the finding of
the Danish competition authority that the Norwegian (whole) milk pre-tax price in
2001 was about 40 per cent higher than the average pre-tax price in other North
European countries – reducing consumer welfare by about NOK 1 billion per
year. Brunstad (2001) estimates that the cost to the economy is about
NOK 2½ billion per year or about 22 per cent of value added in the sector. The
Norwegian milk support system has the additional objectives of income distribu-
tion, landscape preservation, and the maintenance of regional economic activity.
Within a liberalised dairy product market, such objectives could be pursued by
policies that directly target such outcomes.

1. Other parts of the food industry also have high concentration and with the market leader
having a regulatory role. The resulting high prices have led to border trade with for example
meat products accounting for a substantial part of overall border trade. Finansdepartementet
(2003a).
2. New regulation entered into force 1 January 2004, which set out increased quota limits.
There is no limited quota for milk per year to be used as input into other dairy products,
while the delivery obligation for milk designated for final consumption is only to secure the
milk deliveries promised by the outsider’s own suppliers. For new entry, Tine AB is obliged
to deliver a maximum of 15 million litres of milk per year for three years. Beyond the limit of
15 million litres, own supplies of milk are required to release further deliveries from Tine
BA, amounting to twice the volume of own supplies. The Ministry of Agriculture has proposed
to significantly increase these quotas as well as introduce other reforms in 2005.
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for gasoline are among the highest in the OECD area (Figure 3.8). This indicates
that either competitive pressure is not sufficiently strong to secure efficiency or a
rent is being obtained.17

Framework regulation tends to reduce competitive pressure in the retail
sector. Earlier zoning laws were interpreted as a ban on establishing shops larger
than 3000 m2. Still, new entrants in the food and gasoline retailing sectors have
been denied permits by local authorities for ostensibly environmental reasons,
such as visual attractiveness. This may mask the influence of local incumbents’
interests. Shop opening hours have been partially liberalised and shops are
allowed to choose their own opening hours during weekdays, while only smaller
shops are allowed to remain open on Sundays. Special and more restrictive open-
ing hour rules are in place for the government-owned Vinmonopolet, which has a
monopoly on sales of alcoholic beverages (Box 3.4). As in other countries, only
pharmacies are allowed sell prescription drugs, but there has been a recent partial
liberalisation of sales of non-prescription drugs.

The variety of entry problems indicates that efforts to further enhance
competition in retailing must rely on a multi-pronged pro-active strategy, involv-
ing enforcement (including leniency programmes to counter collusion), abolishing

Figure 3.8. Pre-tax prices for gasoline in an international perspective, Q3 20031

US dollars per litre of unleaded gasoline

1. Or latest available.
Source:  IEA, Energy Prices and Taxes (2003).
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agricultural trade barriers, removing (self) regulatory responsibilities that enable
market foreclosure, and a revision of the licence requirements for establishing
large shopping centres outside densely populated areas. Furthermore, consumer
welfare could be increased by allowing shops to exploit economies of scope in
terms of selling a greater range of goods – as with the recently implemented liber-

Box 3.4. Vinmonopolet and the market for alcohol in Norway

The government operates a retail monopoly for sales of alcoholic beverages
– Vinmonopolet – for public health reasons. The market for import and whole-
sales was liberalised in 1996 and has led to the entry of about 90 wholesalers.
However, competition in the wholesale market remains limited. The Vinmono-
polet has monopsony power as other importers and wholesalers can sell only to it
or the much less important restaurant and hotel segment. Moreover, the law stipu-
lates that wholesalers must deliver – at uniform prices – to all shops and ware-
houses owned by the Vinmonopolet, effectively amounting to entry-preventing
price discrimination since transportation costs differ. The retailer’s price policy
– consisting of a fixed charge and a mark-up with an upper limit to cover costs –
and a legal ban on promotional offers and discounts on alcoholic beverages pre-
vent the use of strategies for promoting new products or clearing unwanted
stocks. The latter leads to a demand for frequent deliveries of small quantities,
increasing costs and further hampering new entry. Also the Vinmonopolet’s selec-
tion process of products, including testing backlogs of two years, has a negative
effect on new entry. Non-selected products can still be sold through a so-called
ordering list. However, the list is not an attractive marketing device as the associ-
ated distribution costs can be high as ordering list products are sold in relatively
small quantities and on an infrequent basis.

Since early 2003, the monopoly has come under increasing pressures as an
EFTA court ruling led to the liberalisation of sales of alcoholic beverages with less
than 4.76 per cent alcohol and as EU rules have required the other Nordic coun-
tries to remove import limits for private import of alcohol, inducing the countries
to lower alcohol taxation to avoid an increase in cross-border sales. The latter is
also a problem in Norway, where the high price differentials for liquor – estimated
to be three times the EU averages and some 10-40 per cent higher than in
Sweden, combined with their transportability, have induced Norwegians to cover
half of their liquor consumption through private imports or illegal activities.
Increasing border trade leads to tax revenue losses and blunts the effectiveness
of controlling alcohol consumption through the state-owned monopoly. In other
OECD countries, the main instruments for controlling the availability of alcohol
– taxation, location, opening hours, age limits and right of refusal to serve – are
compatible with retail competition.

Sources: OECD (2004), Norwegian Competition Authority (1995), Lavik (2003), Finansdeparte-
mentet (2003).
© OECD 2004



Product market competition and economic performance in Norway 129
alisation of selling non-prescriptive drugs – to other goods, such as alcoholic bev-
erages. Such a liberalisation would also allow new entrants to use a wider range of
items for promotional purposes, expanding possible marketing strategies and
thus ease entry. An additional measure to increase competition in the retail sector
could be to review Norway Post’s high administrative charges for VAT handling for
goods purchased over the Internet (see below). 

Professional services are being exposed to more competition

Professional services are subject to the Norwegian Competition Act. At
the same time, the NCA recognises that the self-regulation of these services to
maintain professional standards in terms of educational requirements and codes
of conduct is important to reduce asymmetric information problems vis-à-vis clients.
Anti-competitive measures, such as restraint of entry or price collusion, are only
allowed if an explicit exemption has been granted. The NCA has been active in
promoting competition in professional services, such as lawyers, accountants,
engineers, and architects by repealing association rules concerning size and
application of fees and ethical rules restraining competition, such as with
respect to advertisement. Nevertheless, a recent report (NOU, 2002) has high-
lighted additional problems in the area of legal services. Ownership restrictions
remain in place, such as a ban on cross-ownership and a requirement that law
firms must be owned by lawyers with a Norwegian degree (effectively preventing
foreign ownership), hampering mergers in the professional services sector.18 In
terms of marketing, there are no general restrictions. However, the bar associa-
tion’s ethical rules prevent lawyers from describing themselves as specialists
and stipulate that pricing practises should inform clients about the hourly
charge, although an estimate of the full cost of legal advice could be more useful
to a consumer. Thus, more could be done to promote competition in self-regulated
professions.

Network industries are characterised by public ownership and high concentration

Network industries (i.e. electricity, gas, water, transport and communica-
tions) account for a bit less than 9 per cent of employment and about 11½ per
cent of value added. Thus, not only is the performance in these sectors impor-
tant for enhancing consumer welfare, but it can also have a significant impact on
overall economic performance. There is now a solid body of cross-country evi-
dence that liberalisation policies in network industries have led to higher pro-
ductivity, better quality and, often, lower prices.19 However, capturing these
benefits is not straightforward and close attention needs to be paid to the
design of reforms (Gonenc et al., 2000). Apart from being a frontrunner in the lib-
eralisation of the electricity sector, Norway has mostly been following EU dereg-
ulation programmes.
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The successful liberalisation of the electricity market should be secured by additional 
measures

The liberalisation of the Norwegian electricity market and the subse-
quent development of a Pan-Nordic electricity market during the 1990s yielded
considerable benefits for consumers as prices fell to some of the lowest levels in
the OECD area (Box 3.5). In addition, the substantial excess generation capacity
that was prevailing in the early 1990s as the result of previous over-investments
in hydro-power plants has been gradually removed as demand – in response to
the lower prices – has grown faster than capacity (Figure 3.9).20 Moreover, the lib-
eralisation and subsequent integration of the Norwegian electricity market into
the Pan Nordic electricity market largely removed national operators’ market
power in individual markets outside peak load periods despite existing entry
barriers and increasing concentration (Bergman, 2002). However, very high prices
were observed in the very cold winter 2002/3 as low precipitation in 2002 had
reduced available hydro-power resources – a weather pattern that was shared
with Sweden, the other major hydro-electric producer in the Nordic countries.
Subsequently, prices declined but not to their prior level, indicating a more per-
manent increase in capacity utilisation. Adding to the problem is the planned
phasing out of Swedish nuclear power plants. A more permanent increase in
capacity utilisation is likely to increase the incidences of peak loads, which with-
out countervailing measures may expand the possibilities for exercising market
power.21

Market power can be limited through focussing merger control on compe-
tition issues (see Box 3.1), increasing generation capacity and by expanding inter-
connection capacity within Norway and to other countries.22 The latter measure
should be fairly simple to implement as the interconnectors are owned by the
Nordic transmission system operators. Within Norway the income cap regulation
in place does not provide sufficient investment incentives to secure an optimal
interconnection capacity, pointing to the need for basing such investment deci-
sions on cost-benefit analysis in the absence of market based incentives.23 Expan-
sion of interconnection capacity would also to some degree address security of
supply concerns. Generation capacity can be increased through new private entry,
although private investment in generation is effectively prevented by the asym-
metric concession rules and environmental concerns. This also has negative spill-
over effects on consolidation efforts in the upstream part of the sector. Equalising
concession rules for private and public investors enhances market based incen-
tives for investing in upgrading hydro-power turbines as well for achieving at least
minimum efficient size in the upstream part of the sector. An additional measure
to secure the continued expansion of generation capacity is to remove restrictions
on type of generators and address environmental concerns through taxes or other
market-based instruments.24
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Box 3.5. The Norwegian and Nordic electricity markets

The Nordic electricity market is one of the major European markets, only sur-
passed by Germany and France. This is mostly explained by a prevalence of
energy-intensive industries and the importance of electrical heating in Norway,
Sweden and Finland. Compared with the EU average, per capita electricity
consumption in Norway is about four times higher and in Sweden and Finland
about twice as high. As a result, electricity expenditures for high volume consum-
ers are relatively high, constituting between 4 and 10 per cent of total production
costs and household expenditures.

Almost all Norwegian electricity comes from hydro-power plants, which are
flexible enough to provide both base and peak load. However, due to relatively
large variations in precipitation – with generation being up to 40 per cent higher
in wet years as compared with dry years – import and export of electricity can vary
substantially from year to year. As a result the Norwegian inter-connector capacity
is – at around 20 per cent of peak demand – fairly high, although internal conges-
tion problems often lower available capacity. Most of the hydro-power generators
were constructed before 1990. Hydro-power capacity can be expanded by up to
10 per cent by upgrading and extending existing hydropower plants (including the
transfer of water resources), according to the Norwegian Water Resources and
Energy Directorate (NVE). However, the concession rules act as a barrier for pri-
vate investment in existing hydro-power plants as private concessions (defined as
companies with a private shareholding of more than one third) are limited to
60 years from the day production commences, while the duration of public
concessions is unlimited. A committee is currently reviewing this particular legis-
lation. Moreover, for environmental reasons it is very difficult to get permission to
develop new hydropower plants. Permission has been given to develop privately
owned natural gas generators, but electricity prices are apparently too low to
make them commercially viable.

Since the liberalisation began in 1991 – a process well ahead of similar EU
reforms – and with the subsequent integration of the Nordic electricity markets,
there has been a considerable degree of structural change and increased concen-
tration, particularly in generation, in the Norwegian electricity market, as compa-
nies strived to achieve at least minimum efficiency size. However, the
consolidation has also led to a market dominated by the state-owned Statkraft –
producing more than a third of all electricity in 2001 – while other generators are
considerably smaller and mostly owned by municipalities. Statkraft’s dominance
is magnified by its substantial shareholdings in other electricity utilities, leading
the NCA to block recent merger proposals (Nordic Competition Authorities, 2003).
The sector is regulated by the Norwegian Water Resources and Energy Director-
ate, but its multiple functions – including economic regulation and technical
planning – may conflict with the objective of promoting competition in the sector.
Moreover, its independence is limited by the agency being subordinate to the
Ministry of Petroleum and Energy. The latter is also the appellate body for
decisions made by the regulator.
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The sector is characterised by the widespread local government owner-
ship. Accounting separation is currently used to prevent cross-subsidisation
between monopoly and competitive activities, although in merged firms legal
separation is required. Due to the subjective nature of cost allocation and the
problems of asymmetric information, separation through legal or ownership
unbundling requirement would be more effective and should be in place prior to
any privatisations.25 Government ownership in itself gives raise to a risk of ineffi-
ciencies in the management and investment decisions. An additional problem is
that the regulator’s multiple and complex functions detract its attention from pro-
moting competition. For reform to become effective and to avoid a conflict
between the regulatory role and government ownership, it is necessary that the
regulator become independent of both industry and government. An additional
step in such a reform should be the establishment of an independent appellate
body to replace the current arrangement where appeals have to be lodged with
the Ministry.

Box 3.5. The Norwegian and Nordic electricity markets (cont.)

Around half of the about 300 utilities are also engaged in distribution and
retailing with accounting and management separation between monopoly and
competitive activities (IEA, 2001). The transmission system operator – Statnett –
is a publicly-owned company. Both Statnett and the distribution companies
operate under an income gap regulation (a hybrid of RPI-X and rate of return
regulation). All tariffs are set by the grid companies and should be cost reflec-
tive in accordance with NVE regulation. Tariff disagreements may be com-
plained to the NVE. The cost of accessing the grid is rather low as compared
with other countries. The final balancing is undertaken by so-called “balance
responsible” parties, comprising generators and large consumers. In addition,
Statnett is purchasing options from these parties to use generating capacity
and/or curtail demand during peak hours – with the increasing use of the latter
option being a new development (Nilsson and Walther, 2001). Due to transmis-
sion capacity limitations, the Nordic market is at times divided into different
price areas. Norway is further divided into regional price areas, of which there
are normally two but even more during periods with high capacity utilisation.
Such effects can be significant – for example only during half of 2001 could the
Nordic region be considered as a one price area. In Norway there was an aver-
age 8 per cent price difference between highest and lowest area price in June 2003
and similar sized difference between the highest Norwegian area price and
Swedish prices during the spring of 2003 (Bergman, 2002). 
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The emergence of a competitive telecommunications market is slowed 
by the publicly-owned incumbent

The 1998 liberalisation of the Norwegian telecommunications market was
somewhat behind similar developments in the other Nordic countries. The gov-
ernment owns about two-thirds of all shares in the incumbent – Telenor – although
the parliament has approved a further reduction to 51 per cent and is requiring
the government to retain majority ownership. With the new electronic communica-
tion law in July 2003, telecommunications regulation remains in conformity with
the EU telecommunications framework. However, regulatory action in telecommu-
nications has been slow. The telecommunications regulator decided in spring 2001
that Telenor’s accounting separation was not sufficiently effective and recom-
mended additional measures, but subsequent appeals to the relevant ministry
led the confirmation of the decision to be postponed by more than two years.
Even if it is only the perception that the delay is motivated by a desire to protect
the incumbent’s interests, this underscores again the need for an independent
appellate body and the need for separating the government’s role as an owner
and as a regulator. The market structure remains highly concentrated, particularly
in the mobile phone segment, where the incumbent’s mobile phone service pro-
vider and one private provider have about 90 per cent of the market. The latter

Figure 3.9. Electricity, consumption and production capacity

Source:  Norwegian Water Resources and Energy Directorate (NVE).
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Figure 3.10. Telecommunication prices in the OECD
US dollars, August 2003

Note: Composite basket that includes international calls and calls to mobile networks.
Source: OECD.
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has recently become subject to cost-based regulation of its termination charges as
the regulator ruled that it is possessing significant market power (SMP). Concen-
tration in the mobile phone market is likely to fall as the three UMTS licensees
commence operations, although the third license was only issued in October 2003.
An international comparison of telecommunications prices indicates that prices for
business users are among the lowest in the OECD area, which is in contrast with
the relatively high prices for household users and mobile phone services
(Figure 3.10).

As in other telecommunications markets that are being liberalised, the
key regulatory problem in Norway is assuring third party access to networks, and
in particular ensuring non-discriminatory interconnection charges. Charges in
Norway are currently set to cover the historical cost of constructing the telecom-
munications network (based on a historic Fully Distributed Cost Model).26 The
FDC model yields higher interconnection charges than the LRIC model preferred
in the EU, which bases the charges on incremental costs, thus making it a more
disadvantageous system for new entrants. Interconnection charges vary with dis-
tance with the highest charge being about three times higher than the lowest, yet
marginal cost in telecommunications typically is a function of network capacity
utilisation and largely independent of distance. Indeed, the incumbent has intro-
duced a single price for all fixed line calls in Norway with the only variation arising
from peak and off-peak time calls, which implies that there is little capacity
restraint in the digital network, indicating trivial cost differences between local
and long-distance calls.27 Combining this with the distance related interconnec-
tion charges means that new entrants in the long-distance market could be subject
to a price squeeze and placed at a disadvantage relative to the incumbent. In the
mobile phone segment, termination charges in Norway are fairly low as compared
with the EU countries, although some EU countries (such as the United Kingdom
and France) are implementing regulation that will cut current termination charges
by almost half over the coming couple of years. Nevertheless, termination charges
for calls to mobile networks are amounting to as much as more than two-thirds of
the pre-VAT telephony cost, pointing to the need for continued regulatory atten-
tion to this area with little competitive pressures.28

The government has ambitious objectives with respect to broadband cov-
erage as outlined in its 2003 White Paper. Such objectives are most effectively pur-
sued by a market based strategy focussing on introducing competition between
networks. However, the incumbent (Telenor) is the proprietor of most alternative
networks in Norway. In addition to the local loop, the incumbent (Telenor) controls
other communication networks, including the national radio and television broad-
casting networks, cable-TV networks, satellite and mobile telephony networks
(Moen and Riis, 2003). These networks are potential competing networks for tele-
phony services with for example almost half of all households being physically
close to a cable-TV network, but such competition is unlikely to emerge as long as
© OECD 2004
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Figure 3.11. Broadband penetration and user charges in OECD countries

Note: Commercial ADSL service was not available in the Czech Republic, Greece and the Slovak Republic. Modem
rentals, where applicable, are excluded as in most countries these can be purchased by users.

Source: OECD.
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the networks remain under common ownership. Moreover, the incentives for
accelerating the roll-out of broadband connections are reduced by Telenor’s own-
ership of alternative technologies. For example, the incumbent has a relatively
large number of ISDN (Integrated Services Digital Network) connections, lessening
incentives for investing in faster broadband technologies like DSL (Digital Sub-
scriber Lines).29 In order to exploit existing ISDN connections, charges for DSL are
relatively high, explaining the relatively slow roll-out of broadband (Figure 3.11).
Indeed, OECD (2003e) points out that private operators have been quicker in roll-
ing out broadband networks and offering faster connections. Such rivalry requires
the horizontal separation of networks, implying that Telenor should divest its
networks (Norwegian Government, 2003).

The liberalisation of the postal market could be accelerated

The monopoly rights of Norway Post for postal services – granted to
finance universal service obligations – were reduced in mid-2003 to delivering let-
ters less than 100 grams (Norway Post, 2002). However, such a financing scheme
provides no direct link between associated costs and compensation and is often a
high-cost solution. The provision of universal service obligations should be evalu-
ated in terms of the cost of provision and the benefits of a nation-wide network.30

In Sweden and New Zealand, for example, the benefits of owning nation-wide net-
works (in terms of for example brand recognition) are considered to be larger than
the associated costs of universal service obligation and the incumbents receive no
compensation for performing such obligations. If the net cost is positive, the com-
pensation should take the form of a fiscal transfer from the government, ensuring
that no cross-subsidisation arises from servicing marginal areas and levelling the
playing field vis-à-vis competitors. Dynamic efficiency could be pursued – as in
the domestic air transport sector – through competitive tendering for the public
service obligation. Such cost-benefit considerations should be extended to other
services provided by Norway Post (Box 3.6).

There has been slow progress in opening up the transport sector

Between 1993 and 1997 the air traffic market was liberalised. However, the
liberalisation process eventually led to the partly government-owned SAS taking
over its only competitor (Box 3.7). The competition authority has been trying to
introduce more competition in the domestic air transport sector, principally by banning
the use of frequent flyer programmes on domestic routes (constituting asymmetric
regulation as the ban is only applied to SAS).31 A recent development is the entry
of a new competitor, which got off to a flying start by obtaining a large customer
contract with the central government. However, since its initial break-through the
company has not been able to make further inroad into the important large cus-
tomer contract market segment and it remains unclear whether the new entrant
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has obtained sufficiently high load-factors to secure long-term survival. However,
additional measures can be taken to ease new entry into the domestic air trans-
port market. New entry is hampered by the high cost of using government-owned
infrastructures and by the incumbent SAS being able to dominate the market for
routes with universal service obligations (see below). Moreover, the liberalisation
process has only to a limited extent included effects of Scandinavia effectively
being served by the incumbent SAS as one integrated air transport market, requir-
ing a combined regulatory effort of the involved countries’ competition authorities.

Since 2000, there has been new entry into the regional market of some
50 routes with public service obligation for serving regional airports. The mar-
ket continues to be dominated by a SAS owned company Widerøe – the sole
Scandinavian owner of aircraft that fulfil the narrowly specified service quality
standards and the STOL (Short Take Off and Landing) criterion required on many
of the routes.32 Competition has been introduced in the form of tenders. How-
ever, the three-year contracts contain a one year withdrawal clause. This de facto

Box 3.6. Norway Post and purchases over the Internet

The Norwegian postal market is being liberalised in line with EU directives.
A number of EU members have moved more decisively than stipulated in the
relevant EU directive by lowering the monopoly rights well ahead of the timeta-
ble in the directives, while Norway Post (the publicly-owned incumbent) was
allowed to maintain monopoly rights for letters less than 350 grams until mid-2003.
Furthermore, it is expected that in line with the EU deregulation programme for
postal services the monopoly rights will be reduced to 50 grams by 2006 and
completely abolished by 2009. As part of the liberalisation process, Norway Post
was incorporated in mid-2002 under the responsibility of the Ministry of Transport
and Communication.

Norway Post is also providing customs clearance service in connection with
VAT payments for goods purchased abroad through postal-order catalogues and
the Internet. The company is allowed to charge NOK 120 for goods with a value
above NOK 200 (unless the purchase is destined to be a gift, in which case the
limit is NOK 1000). For goods of a lesser value, customers are allowed to do the
registration directly over the Internet with the tax authorities, but nevertheless
Norway Post charges NOK 50. The charge is supposedly cost-based, although the
recent introduction of commercial accounting rules makes this difficult to verify. In
some other countries, the charge is lower (equivalent to NOK 61 in Denmark and
NOK 115 in Sweden). Other countries, such as France and Germany, have no
charge, but ensure VAT compliance through spot checks by the tax authorities on
the premises of the postal providers. When charges are not cost based they can
act as a barrier to entry and inhibit consumer welfare. An additional concern is
whether – in a thinly populated country like Norway – the cost evaluation should
include the benefit of promoting competition in the retail sector.
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Box 3.7. Initial experiences with more competition in air transport

The initial attempts to open domestic air transport for competition led to a
semi-public monopoly. The liberalisation of domestic air travel for Norwegian
operators in the mid-1990s induced the two incumbent service providers to com-
pete on expanding capacity but not on price, except on restricted discount tickets
which were not attractive for the important business traveller segment (Steen and
Sørgard, 2002). The consequent increase in capacity was not matched by a similar
increase in passengers. In 1997-98 the market was opened to foreign operators
and there was an expansion of slot capacity through the opening of a new main
airport in Oslo. Capacity competition continued and the only new entrant was
forced out after about one year. Subsequently, capacity was reduced in an appar-
ently concerted manner at the same time as large customer contracts increased in
scope, which again arguably increased full fare prices.* During the second half
of 2001, SAS (with a combined 50 per cent shareholding by the Swedish, Danish
and Norwegian governments) was allowed to take over the private service pro-
vider (Braathens), which was effectively bankrupt. The Norwegian Competition
Authority invoked the “failing firm” doctrine to permit the acquisition; that is,
because Braathens was going out of business in any event, allowing SAS to
become a monopolist by purchasing its competitor would not change the market
situation. The merger demonstrates why the “failed firm” argument is contentious,
as it can permit a transaction that leads to adverse effects on competition and
consumer welfare. Both the unions and the two airline companies were strongly in
favour of permitting the merger, because it allowed the employees to keep their
seniority based salaries and career paths, maintained some value (about
NOK 1 billion) for the owners of Braathens and ensured for SAS that no new entry took
place via a purchase of the bankrupt competitor. In September 2002, a new entrant
came into the market, operating domestic and inter-Scandinavian routes, as well as
some other international destinations typically served by charter companies.

The Scandinavian market is integrated through SAS’s dominant position and
the company’s operation of a “spoke-hub-spoke” system, where intra-Scandinavian
travellers are fed into the larger international airports in Scandinavia for transfer to
international routes. SAS’s dominance of the three segments of the Scandinavian
market may allow the company to cross-subsidise loss-making activities in one seg-
ment with profits obtained in other segments. During the liberalisation of the
Norwegian domestic air transport market the strategies applied by SAS might be
described as being part of an anti-competitive predatory strategy, or at least lead-
ing to the outcome that predatory behaviour is seeking. The company has in other
instances been engaged in anti-competitive actions, such as operating a price cartel
with a privately-owned carrier on the important Copenhagen – Stockholm route,
leading to a combined EU fine of about EUR 50 million in 2001.

* Large customer contracts are entered between the carriers and larger firms, specifying a per-
centage reduction of the full price ticket for large volume of tickets. Such “all-or-nothing” con-
tracts mandate secrecy conditions for the involved parties, but the repeated nature of
contracts in combination with intense rivalry typically leads to increasing discounts over time.
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renegotiation of contracts is considered to benefit Widerøe, which has the capac-
ity and experience to adopt schedules to allow for repeated bidding for new and
for cancelled contracts, introducing incentives for strategic bidding.33 Competitors
have complained that Widerøe is engaged in predatory bidding by submitting low
bids for potentially competitive routes (involving airports with longer runways)
and high bids for routes where its aircraft fleet provides a comparative advan-
tage.34, 35 Furthermore, the relative shortness of the tender contracts – in line with
EU regulations – may hinder new entry, which is discouraged by the inability to
cover fixed costs of establishing services.36 Measures to undermine the incum-
bent’s dominant position should include a relaxation of the service standards to
only specify the required service in terms of seat volume per relevant time
period, opening up for the utilisation of other types of aircrafts. Moreover, to avoid
strategic tender bidding a contract holder that has used the withdrawal clause
should be excluded from bidding for the vacant contract.

Successfully introducing competition in the domestic air transport market
also requires measures on the infrastructure side. The government-owned com-
pany Avinor is the proprietor and operator of 17 main and 28 regional airports
across the country, of which only three produced a surplus in 2002.37 The company
is self-financing with the exception of a government subsidy of NOK 250 million for
the regional airports. About 75 per cent of its revenue comes from geographically
uniform aeronautical and airport handling charges (fixed by the Ministry of Trans-
port and Communication) and the remaining from sale of services. Since cost
structures vary across the network, the uniform charges imply a large element of
cross-subsidisation. In addition, there used to be another cross-subsidy from prof-
itable to non-profitable airports, amounting to some NOK 340 million in 2002. But
from 2003 onwards the deficits of regional airports are financed by the central gov-
ernment. A cost-benefit analysis of ten regional airports concluded that all of them
were clearly or most likely unprofitable. Maintaining operation of such airports
with the current subsidisation system increases airport charges and thus hampers
new entry. However, a proposal to close three of the airports was opposed by
the parliament (OECD, 2003d). In addition, the subsidisation raises efficiency
concerns in the absence of incentives to improve operations. Resource allocation
could be improved by combining the tendering system for PSO services with mak-
ing the airports independent, preferable through privatisation. The latter would
give airports incentives to compete in the provision of services, lowering entry
costs and thus stimulating new entry in air transport services.38 In addition, a market
based system for slot allocation would further improve resource allocation.

The first step to liberalise railway transportation was taken in the mid-1990s,
when the incumbent railway company was split into a service provider (NSB) and
a track owner, both fully owned by the government. At the same time, a regulatory
authority was established, although it is mostly pre-occupied with technical regu-
lation. Currently, the market for passenger transport is organised with the govern-
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ment as the purchaser of passenger transportation services from NSB in the form
of public service contracts. The next step of introducing competition through
competitive tendering for these contracts awaits the establishment of rental rules
for NSB’s rolling stock.39 Moreover, there is a lack of intermodal competition from
long-distance bus companies. NSB is the proprietor of the largest bus company,
offering long-distance as well as local bus transportation. Open licensing for long-
distance transportation between counties was only recently permitted, so compe-
tition has only started to emerge on a few routes. Indeed, competition is restricted
by the approval requirement of both operations and tariffs. Moreover, the ability
to compete by offering alternative routes or bus stops intra-county is curtailed by
restrictions on local transportation imposed at the local government level to avoid
direct competition with (often government operated) local bus services. To further
increase competitive pressures in the markets for land-based passenger transpor-
tation, non-discriminatory rental charge rules should be established along with
granting the railway regulator the authority to secure competition in the market for
railway services. As an additional measure, intermodal competition should be
enhanced by implementing ownership separation between the incumbent railway
company and its bus company. The latter should also be separated into long-
distance and local service operations to avoid cross-subsidisation between profit-
able and loss-making activities. Moreover, local governments’ restriction of bus
services should be reviewed with the aim of giving greater freedom to long-
distance bus companies to tailor their services to the market.

The public sector has a key role to play in introducing more competition 
into the economy

Public procurement

Public procurement is a vehicle to improve public sector efficiency and a
means to increase product market competition. Public procurement accounts for
around 15 per cent of GDP, with a roughly equal split between central and local gov-
ernments. The 1994 public procurement law requires the publication of contracts
above NOK 200 000 (stricter than the EU norm) in a single database and provides
clear rules for information requirements. Moreover, the Ministry of Labour and Gov-
ernment Administration has introduced measures to decentralise contracts to make
them the responsibility of the utilising administration. In a further move to level the
playing field between private and public service providers, the government has
introduced VAT compensation for all municipal purchases from private companies,
removing an advantage for public service providers (Finansdepartementet, 2003b).
A further step in this direction would be to establish clear and transparent rules for
which activities should be fully left to the private sector and for which activities pub-
lic participation is acceptable or at least, as in the Netherlands and Australia, intro-
duce framework regulation for market access and conduct.
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Firms that have lost the tender can request a written justification and in
cases of non-compliance obtain compensation through the courts. To lower the
cost of settling disputes a Complaint Board on Public Procurement was estab-
lished in the beginning of 2003 with the powers to issue non-binding opinions,
reviewing the legality of the procurement in question. The board received more
than 70 complaints within its first four month of operation. The Auditor General
has uncovered a number of purchases without due recourse to the law and report-
edly not all municipalities publish their tender announcement.40 Another area of
concern is whether government-owned firms, such as Norway Post, are observing
procurement rules when purchasing from subsidiaries. The lack of compliance may
be related to a lack of administrative capacity at the municipality level and the
recent decentralisation of contracts. However, public procurement regulation is
clear and transparent, pointing to the need for introducing sanctions in case of
non-compliance and a dispute authority with enforcement powers extended to
declaring non-complying contracts null and void (OECD, 2003d).

Regionalisation carries a high cost to the economy

Regional policies have maintained a dispersed population pattern with
nearly half of the population living in small municipalities (Figure 3.12).41 In addition

Figure 3.12. Population by municipalities
As a percentage of total population

Source:  Statistics Norway.
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to their fiscal costs, such policies carry an indirect cost in terms of insufficiently
competitive markets arising from the lack of agglomeration, which reduces the
scope for economies of scale and choice. Indirect costs are difficult to estimate
with any degree of accuracy.42 Assuming that about half of the retail sector’s 8 per
cent productivity differential to Northern Europe can be explained by regionalisa-
tion effects then the associated costs would be about NOK 5 billion. This cost esti-
mate would be doubled if the cost of reduced choice amounts to something like
2 per cent of the sector’s value added. Consumer welfare is further reduced by
agricultural protection. If the latter were reduced to EU levels a conservative esti-
mate would indicate a halving of the price differential vis-à-vis the EU, adding
NOK 15 billion to consumer welfare, and somewhat more if one takes into account
the cost associated with the lack of choice. The increase in competitive pressures
should also lead to a more efficient agricultural sector, which alone in the dairy
sector could lead to efficiency gains on the order of NOK 2½ billion. The burden of
financing universal service obligation in the transport sector is to a large extent
carried by the consumers through higher prices and entry barriers, possibly
amounting to 5 per cent of value added (about NOK 5 billion). Adding up these
admittedly partial numbers, the indirect costs could easily be as much as 3 per
cent of mainland GDP. The direct cost of regional policies, using a broad interpre-
tation as those policies that preserve economic activity at the regional level (and
which may include sectoral objectives), in terms of subsidies and tax expenditures
and including price support to the agricultural sector, amounts to more than
2½ per cent of mainland GDP, boosting total costs to about 5½ per cent of
mainland GDP.43

Macroeconomic effects of regulatory reform

The macroeconomic benefits of reforms to increase competitive pressures
in the economy are substantial. The propagation and channels through which
product market reforms affect the economy depend on a number of factors
(Box 3.8). Obviously, assessing the impact of such reforms is a complex undertak-
ing, but at least two simple approaches are useful to provide some rough indica-
tions. First, including synthetic indicators of regulatory stance in regressions of
aggregate performance variables is a relatively straightforward method that does
not require assumptions about the character of reforms. Following this method,
Nicoletti et al. (2001) estimated that product market reforms in Norway in the 1980s
and 1990s have increased the employment rate by an around 1¾ percentage point
and if Norway moved towards best practices for product market liberalisation in
the OECD, then the employment rate could increase by another 1¼ percentage
point.

The second approach is to make explicit assumptions about the potential
for product market reforms to reduce price-cost margins and to enhance productive
© OECD 2004
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efficiency and performance. Following this approach Table 3.3 presents estimates
for the possible effects on sectoral and aggregate economic performance of
reforms in network industries, distribution and professional and community ser-
vices. The estimates presented suggest that the scope for regulatory reform in
these sectors may increase aggregated labour productivity by 3-4 per cent and
lead to a decline in producer prices of some 3-5 per cent. The estimates rely on
judgemental assumptions about the scope for reducing price-cost margins and
increasing labour and capital productivity within each sector based on realign-
ment with practices internationally. The economy-wide effects are obtained by
using the 1997 input-output tables. To avoid assessing the degree of labour mar-
ket flexibility, aggregate employment was conservatively left unchanged even
though dynamic effects of regulatory reform are likely to lower the NAIRU and
increase the labour supply. The reported estimates do not include the effects of
increased dynamic efficiency and an improved resource allocation.

Box 3.8. Economy-wide effects of sectoral reforms

In general, sectoral reforms change relative prices, which improve overall
resource allocation and consumer welfare – effects that are further enhanced by
dynamic effects. Reforms within a sector improve the sector’s economic perfor-
mance through a number of channels.

Reforms reduce output prices via a lowering of price-cost margins, which in
turn diminishes the scope for rent sharing, putting downward pressure on wage
premia in the sector. Aggregated real wages, however, will be increased as output
prices decline.

Reform forces firms to reduce slack in the use of input factors (boosting X-efficiency),
enhancing labour and/or capital productivity.

In addition to these static gains, a more competitive environment stimulates
efforts to innovate and adopt new technologies, which raises productivity growth.

Quantifying the possible magnitude of the effects of reforms on sectoral per-
formance, let alone their timing, is bound to be subject to considerable uncer-
tainty, which is only multiplied in the assessment of economy-wide effects. An
example is that a sectoral reduction in wage premia may have beneficial effects
on wage formation more generally. Furthermore, propagation of sectoral effects
into the wider economy depends on the labour market, as the initial effects of a
sectoral reform may be a reduction in employment, which has to be employed
elsewhere in the economy, highlighting the importance of a flexible labour market
in maximising the economy-wide effect of reforms.
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Overall assessment and scope for further action

The weakness of competitive pressures in Norway arises from a combina-
tion of factors. Historically, there has been relatively little enforcement of compe-
tition policy and the oil wealth may have diverted policy attention away from
dynamically oriented structural reforms and towards statically oriented regional
policies. Not surprisingly, economic performance in some sheltered sectors has
suffered and the manufacturing sector has been trailing the performance in other

Table 3.3. Assumptions and effects of pro-competitive regulatory reform 
in selected industries

1. ISIC74, Other business services.
2. Effects from improving public procurement policies and greater use of competitive tendering.
3. Resulting from the direct effect via productivity and the induced (offsetting effect via higher output).
4. Combines the direct effect of the fall in prices of the sector being deregulated with that resulting from the fall in

prices in other sectors due to lower input costs.
Source: OECD.

Energy
Post and 
telecom-

munication

Road 
transport 

and 
railways

Retail 
distri

bution

Profes-
sional 

services1

Community 
social and 
personal 
services2

Total 
economy

Assumptions 
(per cent change)

Costs of intermediate inputs 0 0 –5 –5 0 –5
Labour costs
Labour productivity –5 –10 –12.5 –7.5 –10 –7.5
Wages –10 –5 –5 0 –10 –5
Capital costs –10 –20 –15 –10 0 –10
Profits –10 –10 –10 –10 –15 0
Price elasticity of demand –0.5 –0.5 –0.2 –0.5 –0.5 –0.2

Sectoral effects (per cent)
Direct price effect –7.3 –8.6 –9.5 –6.4 –12.4 –9.2
Price-induced output effect 3.7 4.3 1.9 3.2 6.2 1.8
Employment, price-induced 

effect3 –1.3 –5.7 –10.6 –4.3 –3.8 –5.7

Economy-wide effect on 
(per cent)

Producer prices, direct effect –0.1 –0.2 –0.9 –0.8 –0.5 –1.0 –3.6
Producer prices, total effect4 –0.2 –0.3 –1.3 –1.1 –0.9 –1.0 –4.9

Labour productivity 
(weighted by share in total 
economy)gregate output) 0.1 0.2 1.2 0.9 0.4 0.8 3.7

Memorandum items
Share in aggregate 

employment 0.9 2.2 6.7 17.1 7.9 37.0
Share in aggregate value 

added 2.6 2.2 7.4 11.8 13.5 21.5
Share in aggregate output 1.9 1.9 9.8 12.5 4.3 11.3
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countries. Thus, the main thrust of reform must be to refocus policy attention on
the cost of static policies and the benefits of structural reforms. The latter should
aim at facilitating greater dynamism in the economy and at increasing rivalry in
protected markets. This requires a strategy that recognises the important links
that exist between the various policies that promote competition, as witnessed,
for example, in the air transport market.

For the competition authority and the sector regulators to carry out their
tasks effectively, it is important to ensure that they have the necessary instru-
ments and powers. Measures should be implemented to separate out the public
sector’s roles and functions as owner and regulator. This implies strengthening the
independence of sector regulators as well as establishing independent appellate
bodies for both the competition authority and the sector regulators. Specific mea-
sures should be introduced to make enforcement less time consuming and more
effective, such as powers to issue administrative fines, which would need to be
subject to legal scrutiny but without delays in implementation. Moreover, leniency
and whistleblower programmes should be introduced to combat cartel activities.
The proposed new competition law introduces powers to the NCA to issue admin-
istrative fines as well as a leniency programme, and is therefore important for
increasing the efficiency of the NCA. Other measures to create a level playing field
and promote competitive markets include measures to increase foreign competi-
tion and an expansion of the government’s privatisation programme. The latter
should be supplemented by clear and transparent regulation stipulating accept-
able public engagement in market activities as well as a more rigorous approach
for evaluating and financing the net cost of universal service obligations. Besides
these general recommendations, a summary of the more detailed recommenda-
tions is presented in Table 3.4.
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Table 3.4. Summary of recommendations

The competition framework needs strengthening
• A more pro-active regulatory stance is required. Thus, the NCA should be able to issue 

administrative fines for relatively minor infractions of the competition law. An additional measure 
would be to increase prosecution capacity, possibly by giving such powers to the NCA. 

• Sanctions need to be substantial and credible to secure deterrence. Moreover, the scope of criminal 
liability should be reduced to hard-core cartels. Such a rebalancing of sanctions could be 
instrumental in persuading courts to apply the law more severely. This would also allow the 
introduction of effective measures explicitly aimed at cartels, such as leniency and whistleblower 
programmes.

• Independent appellate bodies should be established to ensure that unwarranted special and 
vested interest groups do not have undue influences. Particularly, the possibilities for ministerial 
appeals should be constrained to exceptional cases of national interest.

• As a part of a comprehensive programme to expand the role of competition, remaining barriers 
to trade and inward FDI should be abolished to increase foreign rivalry.

• The economy-wide impact of regional policies should be included in their formulation, particularly 
with respect to improving the trend growth rate of the economy.

• In publicly owned companies – and more generally in network industries – formal separation 
between competitive and non-competitive activities should be introduced. A further step to level 
the playing field is to introduce measures to improve corporate governance of government-owned 
companies. However, only an extensive privatisation programme in the context of extensive 
regulatory reforms would solve the competition problems associated with publicly-owned 
companies.

Regulation in retail distribution should be relaxed
• Licence requirements for establishing shopping centres outside densely populated areas should be 

revised to facilitate new entry.

• Agricultural protection should be removed to increase competitive pressures from abroad.

• New entrants’ access to imported food supplies should be secured by relaxing imported food 
quota rules.

• The state monopoly in alcohol retailing should be removed to increase economies of scope.

Sector regulation needs comprehensive reforms
• The role of sector regulators should be reviewed to focus their activities on economic regulation. 

Moreover, their independence should be secured and independent appellate bodies should be 
established. 

• A common approach to universal service obligations needs to be introduced, entailing cost-benefit 
analysis to determine the net cost of such obligations, which should be financed through a fiscal 
transfer.

• The successful initial liberalisation of the electricity sector should be secured by expanding 
interconnection capacity within Norway and other countries. To stimulate private investment 
incentives, the asymmetric concession rules should be replaced with symmetric ones. Further 
measures to secure security of supply are to abolish the restrictions on generation technologies 
and pursue environmental objectives via market based instruments. 

• In the telecommunication sector, government ownership restrictions should be abolished. To stimulate 
the creation of network competition, the publicly-owned incumbent should divest its holdings of 
alternative networks. Interconnection and termination charges require continued regulatory 
attention. 

• In the postal sector, the incumbent’s monopoly rights should be abolished and the financing of 
universal service obligation should be based on a cost-benefit analysis and competitive tendering 
for the USO should be introduced. Moreover, charges should be cost based. 
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Table 3.4. Summary of recommendations (cont.)

• In the domestic air transport sector, cost-based user charges for airport services should be introduced.

• Terminate present cross-subsidies of regional airports, which should be privatised and finance 
unprofitable airports through a fiscal transfer.

• A market based system for slot allocation should be introduced to improve resource allocation.

• The liberalisation process in the railway sector should be accelerated, including setting non-
discriminatory rental charges for rolling stock.

• Inter-modal competition should be promoted through ownership separation between the 
incumbent railway company and its bus company. Local restrictions on long-distance bus services 
should be reviewed to promote inter-modal competition.

Public procurement can be used to promote competition
• Introduce clear dispute and settlement facilities in public procurement with sanction measures, 

such as fines for non-compliance or even the annulment of contracts. 
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Notes 

1. For a discussion of problems associated with an international comparison of productivity
performances in the manufacturing sectors, see Boug and Naug (2001). 

2. The very high productivity growth in the service sector is apparently also related to
some problems of comparability between data from the first and the second parts of
the period (Klovland et al, 2003). 

3. An additional factor that has boosted productivity in both sectors is the introduction of
new ICT technology, although the importance of this factor is difficult to quantify.

4. Comparing prices across countries is complicated by exchange rate movements. Using
PPP equilibrium exchange rates is a way to avoid being misled by short-term fluctuation
in actual exchange rates. An additional issue is that the price effects of exchange rate
movements vary depending on whether the goods in question are internationally
traded and the degree of product market competition. For example, with fully competi-
tive markets an appreciation of the krone would ceteris paribus lower energy prices in Norway
relatively to other countries. On the other hand, the same exchange rate movement
would increase price differentials for non-traded goods. 

5. Prices tend to increase with income levels as wages in low-productivity service sectors
may be determined by wages in high-productivity manufacturing sectors, resulting in
relatively high prices for services, which are relatively more in demand in high per capita
income countries. 

6. As a consequence, nearly 30 per cent of all tobacco consumed in Norway is bought in
other countries. (Finansdepartementet, 2003a).

7. Over the period there was a fall of about 5 per cent in the prices of imported goods.

8. Similar indications of market power have been found in the markets for non-food
branded goods, where the price differentials with Sweden are on average about 20 per
cent. (Finansdepartementet, 2003a).

9. An alternatively interpretation of these price developments could be that the relatively
faster price increases reflect a faster expansion of Norwegian costs, again pointing to a
lack of competition. This interpretation, however, runs counter of the finding that price
margins in the dairy sector have been constant in contrast to falling price margins inter-
nationally, which indicate a certain degree of market power for Norwegian dairy producers. 

10. The inward FDI position used to be dominated by investment in the off-shore sector,
but the importance of this factor has receded with the strong growth of inward FDI in the
financial sector since the mid-1990s.

11. Norwegian business evidently does not yet take the issue seriously: when two managers
of a Norwegian shipping company were recently fined and jailed in a US cartel case, the
company announced it would pay their fines and treat their prison time as paid leave.
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12. The substantial amount of government ownership reflects partly historical develop-
ments, but also other considerations, such as cost control as a criterion for keeping the
sale of alcoholic beverages in a state-owned monopoly; securing Norwegian headquar-
ters and research activities (financial markets, oil industry); securing universal service
obligations (telecommunication, postal services); and securing minimum standards
(social and health services). It should be noted that other countries have managed to
pursue similar objectives without resorting to public ownership.

13. An example of how other policy objectives are pursued is the March 2002 government
announcement that board membership of state-owned enterprises should be at least
40 per cent female. Similar legislation is intended to be implemented for private
companies in 2005.

14. The parliament did not endorse the white paper’s proposal of reducing state-ownership
in general or the proposal to concentrate state-ownership in sectors where such owner-
ship can be an instrument in achieving particular policy goals or be a sensible invest-
ment of the state’s savings. Instead, the parliament directed the government to improve
management of state-owned companies and pursue industrial policy objectives. The
parliament has also asked for an assessment of the benefits of transferring ownership to
holding companies with a committee expected to report in March 2004.

15. Some measures are in place to counter such problems, such as rules that prevent civil
servants and members of parliament from being board members of state-owned com-
panies and that require a clear statement of non-commercial goals with transparent
monitoring and reporting requirements. For a more extensive discussion see OECD
(2003d).

16. In a throwback to the era when it was the Price Directorate, the NCA still issues survey
reports about retail supermarket prices. The process might encourage competition
among the small number of national chains – but it may inform the competitors, too,
about how close they are to the industry consensus. 

17. Two of the largest chains in the Norwegian market are partly owned by the government
(Statoil Detaljhandel and HydroTexaco) and they have been fined in Sweden for partici-
pating in a price cartel (Konkurrensverket, 2003).

18. For example a law firm may hire accountants, but a merger between an accounting and a
legal firm is not possible.

19. See OECD (2001) which reviews the literature and adds evidence on the relationship
between regulation and performance in these sectors. In addition, the OECD Reviews of
Regulatory Reform constitute a rich source of information on the effects of industry-
specific reforms on performance.

20. Maintaining a certain degree of excess capacity may be socially beneficial as a measure
to reduce supply and price risks, but the cost of doing so becomes excessive unless the
market price structure reflects the society’s preference for security of supply (Newbery,
2002). For an overview of the liberalisation process, see IEA (2001).

21. Currently an option based system is in place to secure peak load capacity either by call-
ing in contracts on additional capacity or making very large consumers cease consump-
tion. However, if demand continues to grow without corresponding expansions of
generating capacity, the incidence of full peak load capacity utilisation will increase and
thus raise the cost of buying reserve capacity (Nilssen and Walther, 2002). 

22. A merger between hydro-power companies increases the possibility to exercise market
power through hydro-power’s ability to satisfy peak load demand. In addition, parlia-
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ment has provided NOK 16 billion to Statkraft in equity, loans and guarantees, allowing
the company to pursue an aggressive merger strategy. 

23. Each of the participating countries in Nordic Market have their own transmission system
operator, pointing to the need for replacing the current bilateral agreements on opera-
tions with the establishment of a single operator for the whole market to secure that
interconnector capacity is developed in line with market developments.

24. The effects of the restrictions on choice of technology are currently probably rather
small as three licenses for gas-powered generators have been granted but no invest-
ment has taken place due to the current low prices. A number of small hydro-power
plants are in the pipeline, although because of their limited capacity during winter peak
seasons, they are unlikely to be effective in meeting peak load demand.

25. Other members of the Nordic electricity markets – Finland and Sweden – require legal
separation and with the latter even requiring legal unbundling of distribution compa-
nies into a network company and a supply company.

26. Moen and Riis (2003) have even argued that as much of the historical cost was financed
by the government, the incumbent should only be compensated for its own investment,
i.e. investment costs since 1994 – when the incumbent was incorporated.

27. Many other EU countries have retained a system with multiple areas as well as peak and
off-peak price differentiation on the grounds that the marginal cost of telephony
increases with capacity utilisation. 

28. The lack of competitive pressures stem from the fact that the calling party has little
option, while the receiving party (the subscriber) is only concerned in so far as termina-
tion charges have a deterrent effect on the calling party.

29. Spiller and Ulset (2003) directly link the slow roll-out of DSL with Telenor’s previous
large investment in the slower ISDN technology, leaving room for the main competitor
(NextGen Tel) to exploit the new DSL market segment.

30. Post Norge is exploiting its network to provide private services, such as the selling of
mobile phone subscriptions.

31. Frequent flyer programmes are considered to increase prices for non-members and
lead to undesirable lock-in effects, thereby hampering new entry. 

32. These standards – set individually for each route – include seat capacities on planes,
minimum frequencies, maximum fares, non-stop flight requirements, etc. The only air-
craft with STOL capabilities that fulfil all the criteria is a De Havilland Dash 8 with a non-
standard high-power turboprop engine, which apparently is no longer produced.

33. Such clauses may reduce the cost risks for service providers, potentially leading to
higher bids for the tenders.

34. Until 1998 Widerøe ran all domestic routes with a government subsidy. Between 1998
and 2000, Widerøe won all tendering contracts, while the claims of predatory bidding
stems from the second tendering period 2001-2003.

35. OECD (2004) Non-commercial service obligations and liberalization. OECD: Paris.

36. The relevant EU regulation is The Council Regulation (EEC) No. 2408/92 on access for
Community Air Carriers to Intra-Community Air Services article 4, which stipulates that
contract terms shall not exceed three years.

37. Even the main airports tend to be fairly small in an international context, with only four
of them having a passenger volume larger than 1 million passengers per year. Moreover,
with 45 airports Norway appears well-endowed with airports when compared with the
© OECD 2004



152 OECD Economic Surveys: Norway
47 airports in Sweden (which is larger both in geographical and population terms) and
the 22 airports in somewhat smaller Finland. 

38. An additional problem is that aircraft handling in most airports is carried out by the car-
riers themselves – a costly solution for new smaller entrants – or purchased from one of
the three SAS owned handling companies. Independent handling is only secure at large
airports as part of EU regulation. The lack of competition in handling in itself raises
competition problems and outsourcing leads to asymmetric information problems. 

39. Goods transportation on the railway system was formally opened up to foreign providers
in early 2003.

40. The smallest public administrative units – the municipalities – are on average smaller
than in other Scandinavian countries, which may possibly explain part of the lack of
compliance. The average size of a Norwegian municipality is about 10 000 people as
compared with about 20 000 in Denmark and 30 000 in Sweden. 

41. Even before oil exploitation began, there was a tradition of conducting a wide range of
policies – such as education, communication and transport, social security, labour mar-
ket, health and general welfare – with a rather strong emphasis on regional objectives.
The budgetary cost of regional policies in 2000 was assessed to be nearly NOK 2 billion
for special programmes for regional development, NOK 14 billion for sectoral policies
with the explicit goals of equalising regional imbalances and another NOK 100 billion
for sector policy measures of vital importance to regional development, but without
explicit regional goals. See OECD (2003f).

42. Even the high number of municipalities is a problem with an estimated savings of
NOK 3 billion from halving the number of municipalities through efficiency gains in ser-
vice provision (Langørgen and Aaberg, 2003). 

43. The estimate includes subsidies to primary industries, but not around NOK 2 billion in
transfers to local governments in the outer regions arising from the fiscal equalisation
system in Norway. The source for the estimate is the recently approved National budget.
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4. Reforms to boost labour supply 
and human capital

Labour market outcomes in Norway are among the best in OECD coun-
tries in several important respects. Notably, the labour force participation rate is
one of the highest in the OECD and the structural unemployment rate one of the
lowest. But some disquieting features are emerging, which will need to be controlled
and, if possible, reversed, to ensure that the quantity of labour resources in future
will suffice to maintain high and rising living standards as oil revenues decline and
the population ages. Reforms to social benefit schemes are likely to play an
important role here. The quantity of labour resources is high on some measures,
but reforms are also desirable to raise human capital, especially in directions that
would contribute to faster economic growth.

The following sections review the strengths and the weaknesses of the
labour market, public benefit schemes and the education system in Norway. The
government has already taken a number of initiatives to reduce or eliminate the
current shortcomings and to reform and modernise these sectors. Fully imple-
menting these reforms and pushing them even further would be crucial for Norway
to respond to the challenges and to remain one of the best labour market performers.

Towards a more flexible labour market

The Norwegian labour market, as indicated in Table 4.1, is characterised by: 

– High participation rates overall (80½ per cent in 2002 compared with
around 70 per cent in the EU and the OECD).

– Very high participation rates for women and older workers (76½ and
69½ per cent respectively, compared with 61 and 43 per cent, respectively
for the EU).

– Low structural unemployment, estimated at 3.6 per cent, compared with
7.6 per cent on average in the EU.

Thus, an above-average proportion of the working age population is in the
labour force in Norway, and an above-average proportion of them is in fact working.
© OECD 2004



156 OECD Economic Surveys: Norway
Against this, the number of people of working age (including youth) who
are on sick leave or drawing disability pensions is both comparatively high and
rising, and the youth unemployment rate increased by two percentage points from
1999 to 2002 to reach the level of 11½ per cent. By adding to this a comparatively
high proportion of employees working part-time, relatively low “standard” full
time working hours, and four extra holidays introduced in 2001-2002,1 the average
hours worked per person of working age were only around 8½ per cent higher than
the EU average in 2002 compared with 13¼ per cent two years earlier.

On current trends, available labour resources may be heading down fur-
ther. A reversal of these trends could be achieved through reducing or eliminating
work disincentives from the sick leave, disability and pension schemes. Neverthe-
less, even if appropriate measures are implemented in these areas, there is less
scope for longer-term increases in labour resources, via lower unemployment and
higher participation, than for many EU countries and this has implications for

Table 4.1. Labour market performance

1. Refers to population aged 15 to 64.
2. Share of unemployment for 6 months and over.
3. Refers to population aged 15 to 24.
4. Refers to the population aged 55 to 64.
5. Refers to annual average per working age person, unweighted average for EU and OECD.
Source: OECD.
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Employment 
rate1 78.0 62.6 65.5 77.9 63.6 65.7 77.5 64.2 65.5 77.1 64.2 65.1
of which:
Men 82.1 72.2 76.1 81.7 73.0 76.3 81.0 73.3 75.8 80.2 72.9 75.0
Women 73.8 53.0 55.0 74.0 54.2 55.3 73.8 55.1 55.4 73.9 55.7 55.3

Unemployment 
rate 3.2 9.3 6.7 3.5 8.4 6.2 3.5 7.4 6.3 4.0 7.8 6.9
of which
Men1 3.4 8.1 6.2 3.6 7.2 5.8 3.6 6.5 6.0 4.2 7.0 6.7
Women1 3.0 10.9 7.3 3.2 9.8 6.9 3.4 8.7 6.7 3.7 8.8 7.2
Long term1, 2 16.1 63.8 47.2 16.6 63.8 46.9 16.1 61.8 44.0 20.0 59.0 45.0
Young3 9.6 17.4 12.5 10.2 15.7 11.8 10.5 14.1 12.2 11.5 14.7 13.2

Participation 
rate 80.6 69.0 70.1 80.7 69.4 70.1 80.3 69.4 69.9 80.3 69.8 69.9
of which:
Men 85.0 78.5 81.2 84.8 78.6 81.0 84.0 78.4 80.6 83.8 78.4 80.4
Women 76.1 59.5 59.3 76.5 60.1 59.4 76.4 60.3 59.4 76.7 61.0 59.6
Older 

persons4 68.0 41.1 50.7 68.0 41.4 50.4 68.5 42.0 50.8 69.7 43.2 52.1

Average hours 
worked5 1 023.0 880.0 1 137.2 1 010.0 891.6 1 138.6 983.5 894.6 1 128.5 969.4 893.0 1 117.9
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Norway’s potential growth and the sustainability of public finances (see
Chapters 1-2). This calls for a comprehensive reform strategy aimed at a better
allocation of resources between and within the private and public sectors, and a
rolling back of the State from market activities through privatisation of state
owned enterprises and a cutback in subsidies (see Chapter 3).

On the wages side, there is a significant measure of flexibility, as real
wages in aggregate respond quite quickly to changes in unemployment.2 Bargain-
ing is highly centralised, and manufacturing traditionally plays the leading role.
However, the relative decline of the manufacturing sector – as in most OECD
countries – and the rising calls from high-skill workers for more wage differentia-
tion poses a challenge to wage centralisation and coordination. 

As demand for labour fell more rapidly than supply from 1999, the unem-
ployment rate started climbing to reach 4½ per cent by mid-2003, well above the
estimated rate of structural unemployment. Also the share of long-term unem-
ployed (six months and over) started increasing and reached 20 per cent in 2002,
around 4 percentage points higher than at the end of the 1990s. While the share of
long-term unemployment is 25 percentage points lower than the OECD average, it
is still a matter of concern. The unemployment rate is particularly high for immi-
grant workers from outside the OECD area.

The drop in employment and participation rates hit mainly the male
labour force. From 1999 to 2002, the male employment ratio fell from 82 to 80 per
cent whereas the participation rate decreased from 85 to 84 per cent. For females,
these variables stabilised at around 74 and 77 per cent, respectively, remarkably
high by OECD standards. These developments might be the result of the contrac-
tion of the industrial sector – where the share of male workers is higher – relative
to the service sector, which was particularly acute in the last few years.3

Average annual working hours per person are declining from already low
levels. While decreasing average working hours are a feature shared by most
OECD countries, the pace of reduction in Norway has been relatively faster.
Because of the decline in average working hours, the labour input measured in
terms of person-hours has declined since the end of the 1990’s, despite the
increase in employment rates (Figure 4.1). The low level of average annual work-
ing hours is partly linked to a relatively large use of part-time employment, which
is associated with higher labour force participation by females and by the youth
who combine school and work. Nevertheless, collectively agreed full-time working
hours are relatively low and restrictions on overtime work have been relaxed only
recently (see below). Moreover, low annual average working hours could also be
the result of the combination of high wage compression with a markedly progres-
sive tax system, which could lead to relatively high substitution of household pro-
duction for work especially by high-skilled workers. More importantly, the steep
decline in more recent years is – besides the introduction of two more official holidays
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in 2001 and 2002 each – the result of increasing recourse to some of the schemes
of the public insurance and assistance system and these should be corrected (see
section on social policies below).

Wage setting and incomes policy

Norway has a long history of centralisation and coordination of its wage
bargaining system.4 Wage bargaining has often involved incomes policy, such as
tax reliefs or subsidies by the government to curb wage demands or lift employ-
ment.5 Strong wage centralisation and cooperation among social partners and with
the government saw only some exceptions in the past decades, notably in the first
half of the 1980s. The “Solidarity Alternative” initiative – launched in 1992 – rein-
forced the importance of the interaction between incomes, monetary, and fiscal
policy to improve external competitiveness and achieve sustained economic
growth. A central theme of the initiative is that centralised bargaining results in
lower structural unemployment, as at this level of negotiations the social partners
might have more incentives to internalise the harmful macroeconomic effects of
rising unit labour costs. In this respect, particular stress is given to the leading role
of the exposed sectors in wage settlements.

An important feature of the Norwegian bargaining system is that for low-
skill workers in the private sector and for some high-skill workers in the private

Figure 4.1. Employment, labour force and person-hours worked
 Seasonally adjusted, three months moving average, index, January 1994 = 100

Source:  Statistics Norway.
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service sector, wage rises agreed at the centralised level represent a minimum for
those bargained at the decentralised level.6 In the public sector, aggregate aver-
age wage growth is determined at the central level, although some funds are allo-
cated for bargaining in each single public institution. On the other hand, for high-
skilled workers in the manufacturing sector as well as in most parts of the private
service sector wage setting is completely decentralised. 

The high degree of centralisation and coordination in wage setting results
in wage compression, notably among low-skill workers and in the public sector.
Wages are not differentiated significantly across educational groups, reducing
incentives by individuals to invest in human capital.7 Moreover, wages set through
collective bargaining are not very sensitive to local unemployment and labour
market conditions.8

By internalising the effects of wage growth on unemployment, centralised
bargaining could increase real wage flexibility at the aggregate level, i.e. it might
facilitate downward real wage adjustments when the unemployment rate is above
its structural level or when competitive pressures are more intense.9 However, the
moderating effect on wages from incomes policy might have been at times the
result of imposed legislation on wage increases.10 Moreover, high levels of bar-
gaining centralisation and coordination seem to have coexisted with both low and
high unemployment rates, unit labour cost growth and competitiveness pressure. 

Starting from the 1990s, the Norwegian economy has been undergoing a
number of structural changes that could pose a challenge to the traditional bar-
gaining system. The sectoral shift from industry to services has accelerated (see
Table 1.2). At the same time, there has been an increasing share of white-collar
workers and of higher educational groups in the labour force.11 Furthermore, the
ongoing high level of wage centralisation in the public sector gradually led to a
significant compression of public-sector wages. These developments strengthen
the case for greater wage differentiation and flexibility in the labour market, one
which indeed becomes more evident during an expansionary period. In fact, wage
centralisation brought positive outcomes in terms of wage moderation during the
first half of the 1990s but did come under strain in the second half of the 1990s,
under the pressure of a tightening labour market. Wages in nominal terms started
increasing more rapidly than in main trading partners in 1997, and in real terms
they rose in excess of productivity. These developments affected competitiveness
only after 2000 when the krone stopped depreciating. In 2002, wages accelerated
further. In real terms, wage growth was approximately 4 per cent in the business
sector, around 2½ percentage points higher than productivity growth.12

These wage increases – coupled with nominal exchange-rate appreciation –
led to significant competitiveness losses in the exposed sectors (Figure 4.2). Ini-
tially, companies responded to competitiveness pressures by reducing profitabil-
ity. However, such pressures eventually resulted in a significant number of
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redundancies, especially in the information technology, telecommunications and
broader manufacturing sectors. Moreover, a number of companies relocated
abroad. On the other hand, sheltered sectors of the labour market remained tight,
for example the health sector. In the 2000-2002 period, employment in the manu-
facturing sector (number of employees and self-employed) decreased by
2½ per cent compared with an increase of ¾ per cent of total employment on
average in mainland Norway and of ¼ per cent in mainland Norway’s business
sector.

As a result of these developments, the government and the social part-
ners organised a series of meetings during autumn 2002 to discuss future coopera-
tion on incomes policy. In January 2003, the social partners committed to bring
wage growth more in line with that in trading partners and, to attain this objective,
they reaffirmed the leading role of the exposed sectors in future wage negotia-
tions. Therefore, settlements in industries under international competition were
expected to represent the benchmark for wage increases also in other sectors,
even if some room for relative wage changes among sectors was hinted at in the
joint statement. These objectives were confirmed in April 2003 by the conclusions
of the “Holden 2 committee” with representatives from the social partners and the
government.13

Figure 4.2. Labour market developments

Source:  OECD.
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In April and May 2003, collective agreements were finalised between the
main social partners, and were characterised by overall wage moderation. In man-
ufacturing and other exposed sectors, social partners agreed that only employees
with wages below 95 per cent of the average would be awarded pay rises at the
central level (with a stronger rise benefiting workers with wages 85 per cent below
the average). Moreover, it was agreed that these pay rises could be exceptionally
ignored or postponed in local negotiations. On the other hand, workers who did
not enjoy pay rises at the central level were not prevented from bargaining for
higher wages at the company level. Also in the retail sector, wage increases were
awarded only to lower-paid workers (around 25 per cent of total workers in the
sector). Only in the wholesale sector were increases awarded to all workers. In the
public sector, there will be little increase beyond the high carryover from 2002. On
its side, the government agreed to increase tax deductions on trade union mem-
bership fees from 2004, and to provide additional budget resources for labour
market programmes. The revised 2003 budget law also advanced the start of a
number of construction programmes for public universities in order to provide
more jobs.

The moderate settlements in 2003 contributed – together with the depre-
ciation of the Norwegian krone – to partially restore competitiveness. Nonethe-
less, wage moderation needs to be maintained in order to reverse more swiftly
the loss of competitiveness suffered in the past years. To this end, the exposed
sector, i.e. manufacturing, should continue to have the leading role in wage negoti-
ations, as parties in these sectors have a stronger incentive than in sheltered sectors
to maintain competitiveness.

In the medium term, a relaxation of the centralised and coordinated sys-
tem of wage negotiations and a move towards a greater decentralisation according
to sectors, skills and local labour market conditions could be beneficial to the Nor-
wegian economy for a number of reasons. As a case in point, pay equalisation of
lower-skilled workers across different sectors could pose a significant burden to
many companies, especially in the service sector where usually the capital-labour
ratio – and labour productivity – is lower than in the exposed sector.14 As these
companies have so far been less exposed to international and domestic competi-
tion, they can more easily translate higher labour costs into higher prices which
would harm both workers and companies in the manufacturing sector. A mild but
persistent wage-price growth spiral – and a subsequent gradual shrinking of the
exposed sector – cannot therefore be excluded in the medium term. 

Furthermore, wage compression combined with a markedly progressive
tax system might contribute to low working hours. Indeed, wage rates for house-
hold work professionals (plumbers, decorators, painters and so on) are high while
“do-it-yourself” is not taxed. Thus, workers – especially high-skilled – might find it
more convenient to carry out household work themselves rather than paying
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someone else to do it. In other words, the marginal tax rate schedule is much
steeper than the pre-tax wage schedule, giving rise to perverse incentives and
underutilised human resources. It is estimated that a Norwegian worker earning
1.67 times the APW wage would have to work 1.7 hours to pay a VAT-registered
professional and 1.3 hours to pay a casual worker for one hour, assuming that in
each case they were earning the average wage. These estimates are higher than for
a number of other OECD countries, although Norway seems better placed than
other northern European countries in this respect.15

More importantly, pay equalisation across skills can prevent individuals
from earning adequate returns from education, job experience or work effort. This
could discourage accumulation of human capital, with detrimental effects on
productivity and per capita income.16

Employment protection legislation and working hours

The main legislation concerning employment protection is the law on
worker protection and the working environment which dates back to 1977. The law
regulates a number of issues ranging from the terms of termination of employ-
ment, working hours, overtime and unfair dismissals. This legal framework was
mainly tailored to the then-dominant manufacturing sector and to traditional work
relations. The law is therefore less suited nowadays to deal with the flexibility
required by new forms of contracts, especially in the growing service sector where
such contracts are more widespread.

On working hours, the law determines a maximum of 40 weekly working
hours. However, collective agreements in all sectors determine the “standard”
working week as 37.5 hours.17 In February 2003, the law on worker protection was
amended in useful ways, extending the possibility for workers to work overtime.
The weekly and four-weekly restrictions on overtime work have been abolished,
and overtime work is calculated over a four-month average period, which could be
extended up to one year with the agreement of the trade unions. Moreover, the
number of overtime hours beyond 200 can now be agreed individually between
the company and the worker. These measures might help to raise the upward
response of the overall economy’s labour supply to wage changes.18

A committee comprising representatives from the government and the
social partners recently reviewed the law on worker protection and the working
environment, with its report targeted for publication in February 2004. Among
other issues, the committee was asked to provide proposals on simplification of
working time regulation to improve flexibility for both workers and companies,
rules concerning temporary employment, and the areas best suited to be dealt
with through individual agreements between workers and employers. It is clear
that labour market regulations in these areas need modernising in order to pro-
vide greater flexibility, improve competitiveness and maintain job prospects. 
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In the 2004 budget bill, the government proposed to ease regulations on
fixed-term contracts by removing restrictions on hiring on fixed-term contracts up
to twelve months within a period of three years. It also proposed to allow the use
of longer fixed-term contracts (more than twelve months) for specific projects.
After strong opposition from the trade unions, the measure was removed from the
budget bill and the issue was again under evaluation by the committee reviewing
the worker protection law. Fixed-term contracts are currently used quite exten-
sively in the public sector and much more so than in the private sector.19 One of
the reasons for this different use is that special legislation – less restrictive than
the 1977 worker protection law – regulates fixed-term contracts in the public sec-
tor. Another reason is that public sector officials in some cases are allowed to
spend prolonged periods (e.g. one year) working elsewhere (normally in the private
sector or in international institutions), but have legally binding guarantees of return-
ing to a post so that a number of vacancies need to be filled in the meantime. A
reduction of entry barriers though fixed-term contracts could ease the access to the
labour market for young workers and marginal groups also in the private sector. They
could also represent a flexible instrument for small enterprises when they start new
businesses. However, since firing costs on permanent contracts are considered rela-
tively low also by the employers, the impact of more flexible contracts on employ-
ment might be less significant than in other OECD countries. 

The measures recently implemented on working hours and those pro-
posed on temporary contracts are welcome and go towards the direction indicated
by some of the recommendations included in the 2002 OECD Economic Survey of
Norway. To further increase flexibility for both workers and employers, it would be
desirable to enlarge the range of issues concerning employment protection legis-
lation and working hours to be defined by individual agreements rather than by
law or collective agreements, including in the public sector.

Job placement services and active labour market programmes

The central role of the Public Employment Services (PES) is regarded as
an important feature of the Norwegian labour market. The bulk of the allocated
budget for Aetat (the PES agency) – amounting to around 1.2 per cent of GDP in
2001 – is used to finance unemployment benefits and vocational rehabilitation
schemes (almost 70 per cent of the total allocated budget). Around 20 per cent is
spent in active labour market programme (ALMP), with the remaining 10 per cent
used for administration. 

Since the end of the 1990s, Aetat has been subject to restructuring mea-
sures reducing the number of employees and introducing new IT tools to increase
efficiency.20 Performance measurements are being introduced, with fourteen input
and output objectives being set in 2002. However, budget allocations were not
directly linked to the attainment of these objectives. Moreover, no priority list was
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established for the objectives, making it hard to assess actual performance. More
recently, performance-related bonuses linked to a limited number of objectives
have been introduced.21 As a reaction to rising unemployment, the 2003 budget
law allocations for PES were increased to allow the hiring of 220 new employees.
A further increase of 200 employees has been subsequently approved by the
parliament as well as a rise of NOK 276 million in spending for ALMP. 

While cooperation with other institutions offering social services – the
National Insurance Authority and municipalities providing social assistance
schemes – is being improved, the number of workers having to deal with two or
three institutions remains at a high level. To raise efficiency in the provision of
labour market and social services, a parliamentary committee asked the govern-
ment to consider the establishment of a single agency dealing with all the
schemes. In response, the government recently published a White Paper listing a
number of options to reform the social and labour market institutions. The option
preferred by the government is to change and redistribute the responsibilities of
the agencies at the central level (the PES and the National Insurance Authority
which would also change their names) with no action taken at the local level. 

ALMP mainly consist of: job-search and skill-enhancing training pro-
grammes for adult unemployed and new labour market entrants; employment
subsidies; and, less frequently, temporary public employment (Table 4.2).22 Partic-
ipation to the programmes gives right to a training allowance or to the continua-
tion of unemployment benefits. Consequently, the inflows to ALMP increase
significantly when unemployment benefits are about to be exhausted.23 Contrary
to usual practice during the 1990s, job seekers are currently placed in labour mar-
ket programmes only if they are judged to lack the necessary qualifications to get
a job. For more qualified workers, the activity of the PES is rather directed towards
helping them to rapidly find a new job. Therefore, only 10-15 per cent of the
unemployed are presently being placed in training programmes compared with
around one third during the previous downturn in the 1990s.

As in most other countries, the cost effectiveness of Norwegian ALMP is an
unsettled issue. Røed and Raaum (2003) estimate that ALMP generally improves
job prospects for most participants – especially adult men and non-OECD
immigrants – after the programme is completed. Moreover, ALMP seems effective
in reducing long-term unemployment. Nonetheless, while the programme is ongo-
ing, the probability of finding a job of some groups – notably women and young
workers – is severely reduced and the consequent opportunity cost could out-
weigh the positive impact of programme completion because of the lower search
effort. In line with these results, Eriksson, Lilja and Torp (2002) find that participat-
ing in a labour market programme does not increase job search immediately but
induces participants to search more intensively after programme completion.
Raaum et al. (2002a) and (2002b) also show that labour market training improves
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earnings prospect for participants compared with non-participants, especially for
women with recent labour market experience. However, the impact of training is
procyclical, and in many cases – especially for labour market entrants – the bene-
fits in terms of relatively higher earnings for participants are lower than the cost of
providing the service.24 Overall, the available evidence suggests that the cost
effectiveness of ALMP in Norway is uncertain, and that more stringent targeting of
ALMP and lowering their duration could be cost effective.

Since 2000, the market for job placement services is being liberalised,
leading to increased choice for the unemployed. Moreover, labour market training
and job seeking courses are increasingly outsourced by Aetat. These measures
have improved flexibility of services and increased cost-effectiveness.25 More
recently, the government has also started outsourcing follow-up and placement
services as well as introducing bonuses for private providers, linked to the share
of ALMP participants finding a job.26 Moreover, private providers have recently

Table 4.2. Participant inflows as a percentage of total inflows

. . = Data not available.
– = Nil or less than half of the last digit used
1. The number of benefits could be higher than the number of participants since the latter can take part in more than

one programme.
Source: OECD.

1998 1999 2000 2001 2002

Labour market training 16.0 12.5 12.4 10.4 10.1
a) Training for unemployed adults and those at risk 16.0 12.5 12.4 10.4 10.1
b) Training for employed adults – – – – –

Youth measures 6.2 4.7 4.8 4.9 5.2
a) Measures for unemployed and disadvantaged 

youth 6.2 4.7 4.8 4.9 5.2
b) Support of apprenticeship and related forms 

of general youth training – – – – –

Subsidised employment 4.8 3.0 3.1 3.2 2.4
a) Subsidies to regular employment in the private 

sector 4.2 2.3 2.5 2.7 2.2
b) Support of unemployed persons starting 

enterprises 0.6 0.7 – – –
c) Direct job creation (public or non-profit) – – – – –

Measures for the disabled 23.1 22.4 27.0 30.7 27.8
a) Vocational rehabilitation 15.1 15.3 18.6 21.5 . .
b) Work for the disabled 8.1 7.1 8.5 9.2 . .

Unemployment compensation 49.9 57.3 52.6 50.8 54.5

Early retirement for labour market reasons – – – – –

TOTAL 100.0 100.0 100.0 100.0 100.0

TOTAL benefits (thousands)1 156.3 162.5 169.5 166.2 199.1
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been allowed to assist people losing their job in state-owned enterprises to find a
new one, and their payment will be performance-related. In 2002, more than
400 firms were providing job placement services. Also several municipalities have
started placement schemes. However, a level playing field among all actors is still
to be achieved. Indeed, private placement companies – contrary to municipalities
and trade unions – must hold a bank guarantee of NOK 100 000 (i.e. the minimum
share capital required) to stay in business. 

Further measures would be beneficial to ensure a smoother functioning of
job placement services and ALMP. In particular, a level playing field between pri-
vate and public agencies should be guaranteed. According to the government, the
current pre-selection of private providers by Aetat is deemed necessary to make
sure that the providers can offer services of high quality to vulnerable groups of
workers. However, this could be achieved though reinforcing performance mea-
surement and outcome-based financing for private providers also based on their
ability to cope with higher risk groups – such as low-skilled or older workers – as,
for example, in the case of Australia.27 Furthermore, the objectives of Aetat should
be prioritised, and a link between performance and budget allocations should be
introduced. Greater co-ordination between institutions providing labour market
and social services should be ensured and the possibility of merging activities
under a limited number of institutions while reducing overstaffing should be con-
sidered. The cost-effectiveness of ALMP should be regularly evaluated and strin-
gent targeting to workers with poor employment prospects should be continued. 

Removing work disincentives from the benefit system

Norway has a generous and comprehensive benefit system. The number
of beneficiaries started to grow especially rapidly in the early 1990s as a conse-
quence of the increase in unemployment at that time. The number of beneficia-
ries has increased further since the mid-1990’s – an expansionary period – in part
reflecting the rise of labour force participation rates for older workers and female
workers, who show a higher propensity to use these schemes (Figure 4.3). 

The stated objective of the social security system is not only to provide
financial support to the unemployed workers or the disabled but also to maintain
their skills and to attract into the labour force persons that might be less attached
to the labour market, for example for health or disability reasons.28 As a result, the
different schemes cover unemployment insurance, social assistance, sickness and
longer term disability benefits (including rehabilitation benefits), in addition to
family and childcare benefits.29 Also because of its generosity, the transfer system
appears to be effective in reducing relative poverty (Figure 4.4).30 However, the
design of the different schemes could introduce various work disincentives that
could take several forms, such as an unnecessary prolongation of unemployment
or recourse to disability for non-health reasons. The sections below review the
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Figure 4.3.  Beneficiaries of social security benefits

Source:  Ministry of Finance.
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main transfer schemes and highlight the measures recently implemented by the
government to reduce the size of the work disincentives. 

Unemployment insurance

A well-functioning and limited-in-time unemployment insurance system
should encourage many workers to enter or remain in the labour force and actively
search for a job rather than to operate outside the formal labour market and
devote their time either to household production or some informal activity. How-
ever, relatively generous unemployment insurance and other assistance schemes,
combined with high tax and contribution rates at relatively low wages, could lead
to strong incentives for many unemployed workers to prolong job search longer
than optimal.

In Norway, the replacement rate of the unemployment benefit system is
relatively low (62.4 per cent). The eligibility criteria are in general strict and bene-
fit sanction rates are high.31 However, net replacement rates could be significantly
high for some family types – in particular low-skill families with children – both
during the first month of unemployment and for longer-term unemployment
spells, although for all family types the replacement rates appear lower than in
other northern European countries.32 Lower replacement rates could speed the
transition from unemployment into employment.33 Perhaps of greater importance
for job search than the initial replacement rate is the duration of benefits. In this
regard, the two year entitlement period for unemployment benefits is relatively
long in international comparison.34 Finally, special regulations are in place for
older workers which allow them to lengthen their period receiving benefits, raising
further their disincentives to search for a new job.35

The government recently took some important steps towards improving
work incentives in the unemployment compensation system. The 2003 budget
reduced from three years to two the maximum period during which an unem-
ployed person can receive unemployment benefits. Moreover, the gross replace-
ment rate was effectively lowered for persons receiving benefits beyond eight
weeks. Eligibility requirements were tightened as the minimum previously earned
income was raised by 20 per cent and now amounts to around NOK 85 000,
i.e. around 28 per cent of the average production worker annual gross earnings.
Further eligibility restrictions were introduced for part-time workers as the mini-
mum loss of working hours to be considered for benefits was raised from 40 to
50 per cent. Finally, the waiting period before a newly unemployed person can
draw benefits was increased from three to five days. The 2004 budget reduced to
one year the maximum benefit period for unemployed individuals whose previ-
ously earned income is below a certain threshold. 

Other restrictive measures concern the unemployment benefits for tem-
porarily laid-off workers. The period during which these benefits could be col-
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lected was recently halved to 26 weeks, although for some industries temporary
lay-off benefits were allowed to be granted for up to 42 weeks until June 2004.
Starting from 2004, the period during which employers have to cover temporary
unemployment benefits has increased from 3 to 10 days, to reduce the incentive
of using the scheme as a wage subsidy.

These measures – in line with OECD recommendations – represent posi-
tive steps towards a proper incentive structure for the unemployment benefit sys-
tem. To further improve their effectiveness, the maximum duration of benefit
receipt should be further lowered to no more than one year for all workers.

Sickness benefits

As pointed out in the 2002 OECD Economic Survey of Norway, the combina-
tion of a generous sickness benefit system (with a 100 per cent income replace-
ment ratio up to one year), few incentives for the employers to discourage
absence beyond 16 days (after which the National Insurance Authority pays full
sickness compensation) and the tacit collusion of the treating doctors have con-
tributed to a very high level of sick leave absence. Indeed, 8 per cent of total
working days are lost because of sick leave. An excessive recourse to the sickness
leave scheme is harmful not only per se but also insofar as participation in the
scheme often represents the first step towards a longer-term period of work
absence including paid rehabilitation and, ultimately, disability benefits (see
below). To respond to the increasing trend of sickness leave take-up and the con-
sequent decline of average working hours, the government and the social partners
finalised an agreement in October 2001 with the objective of reducing the sickness
absence rate by 20 per cent from mid-2001 to mid-2005, i.e. back to the 1997-98
level.36

One instrument to achieve this objective has been the setting up of
agreements between individual companies and the National Insurance Authority.
Under these agreements, companies commit to monitor more strictly employees
on sick leave and also to adjust their workplaces to facilitate the return of older or
disabled workers. In exchange, companies could receive compensation for a share
of the related costs as well as special assistance from their local social insurance
office, e.g. the availability of a personalised contact person. Moreover, the moni-
toring activities of the social insurance offices towards sick employees have been
strengthened through the establishment of a specifically assigned service. By end-
2003, 50 per cent of total employees were progressively covered by these agree-
ments, with most of them working in the public sector. 

Despite the implementation of the tripartite agreement, total sick leave
rate is actually high and rising. Total sick leave has increased by 11.5 per cent
since October 2001, and it would have to drop by more than 30 per cent over the
next two years in order for the agreement’s objective to be met (Figure 4.5). The
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failure of the agreement so far could be due to the fact that it entirely disregards
the economic incentives facing employers and employees. Hence, the authorities
should explore other mechanisms to reduce absence rates, notably through a
tightening of the sickness benefit levels and of the scheme’s eligibility criteria.
Workers should receive less than 100 per cent wage compensation, at least after a
certain amount of sick absence days. Furthermore, the period paid by the employ-
ers should be lengthened, as they might have used the sickness and disability
schemes as a route for companies’ restructuring. In addition, enhanced monitoring
of the working capabilities of beneficiaries should be further strengthened by the
National Insurance Authority. Finally, the government could encourage the social
partners to establish a fund financed by employers and workers’ contributions
ensuring the payment of both short-term and long-term sick leave, while gradually
withdrawing its own financial support.

Disability benefits

In part as a result of high net replacement rates for low-income groups
coupled with loose medical eligibility criteria and controls, Norway witnessed a
strong increase of disability benefit recipiency rates among the working popula-
tion, reaching 9 per cent at the end of the 1990s, one of the highest in the OECD

Figure 4.5.  Sick leave 
As a percentage of contractual worker-days 

Source:  Ministry of Finance.
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(Figure 4.6). In addition, outflow rates from disability benefits are very low. More-
over, as in many OECD countries – but noticeably more so in Norway – the pro-
pensity to work among disabled persons drops significantly at older ages, while
disability benefit recipiency rates increase substantially. These trends suggest
that disability benefits are being used as a means for early retirement.

In 1998, the share of the working age population (20-64 age range) report-
ing to have a disability was 16½ per cent.37 Nevertheless, a remarkably high
61½ per cent of them were working (about 24 percentage points lower than the
non-disabled population average). In 1999, public expenditure on disability bene-
fit programmes was 4.8 per cent of GDP, the highest in the OECD.38 For the dis-
abled out of work, average personal income is 58 per cent of the income of the
working disabled, a figure higher than the OECD average. Recently, the benefits
for those receiving disability pensions actually increased since beneficiaries were
exempted from cost-sharing on many pharmaceuticals and other health-care arti-
cles from the beginning of 2003. On the other hand, starting from 2004, a new
scheme of temporary disability pensions has been introduced. The temporary dis-
ability pension will be granted for a renewable period from one to four years
whenever the future work capacity of beneficiaries is uncertain; permanent
disability pension will only be granted when the individual has no work capacity. 

Disability benefits are typically preceded by vocational rehabilitation
benefits, in which case the beneficiaries are also offered an educational or job
training programme, mostly lasting for more than one year. In fact, since the mid-
1990’s the highest share activity of the PES has shifted from ALMP for the unem-
ployed to measures targeted to the disabled. One reason for this shift could be
that rehabilitation is now compulsory after the sickness benefit period has expired
and that applicants for disability pensions are required to spend a period in voca-
tional rehabilitation before drawing a disability pension. The aim of the vocational
rehabilitation scheme is for beneficiaries to invest in improving skills so that dis-
ability out of work represents only a temporary status. Nevertheless, the probabil-
ity for a disabled person in rehabilitation of finding a new job is low, with only
around one third of the beneficiaries subsequently joining the labour force. This
outcome could be due to the excessively long period before a worker on sickness
leave is obliged to enter rehabilitation (typically two years). To address this prob-
lem, mandatory assessment for vocational rehabilitation at the end of the sickness
leave period at the latest has been introduced in 2004. This measure is likely to
reduce the period during which individuals passively receive benefits, and could
increase the likelihood of return to work.

The decision to offer vocational rehabilitation benefits is made by the
PES or social security offices, and is based not only on a recommendation of the
treating doctor but also on labour market prospects and social integration rea-
sons. Moreover, in most cases the interests of the beneficiaries could guide the
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Figure 4.6. International comparison of disability benefit indicators

1. The rate is corrected for persons receiving both contributory and non-contributory benefits (overlap for Canada
unknown).

Source: OECD.
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decision of the vocational rehabilitation caseworkers regarding which education
and training programmes to follow. These loose selection and eligibility criteria
might have induced some individuals capable of work to use this scheme to
attend free education or training while receiving benefits.39

Some recent measures have tightened the vocational rehabilitation
scheme. Starting from 2003, annual and overall ceilings of NOK 50 000 and 100 000
(around EUR 6 000 and 12 000), respectively, were introduced for benefits covering
educational fees. In the 2004 budget, the government reduced to one year the
maximum period before a vocational rehabilitation scheme is offered to a worker
on sick leave. Starting from July 2004, Aetat will be the sole authority assessing eli-
gibility for vocational rehabilitation. The period after vocational rehabilitation dur-
ing which a worker could continue to receive benefits was halved from 12 to
6 months. Finally, a maximum period of three years for benefits related to educa-
tion was introduced and individuals below 26 years of age are no longer eligible
for benefits to pursue education under the vocational rehabilitation scheme.

The objective of ensuring an adequate level of income security for the
disabled is commendable, but this objective should be attained while minimising
work disincentives and sustaining the disabled persons’ attachment to the labour
force. The recently proposed measures regarding the vocational rehabilitation
benefits and the introduction of a temporary disability pension are steps in the
right direction. However, these are unlikely to eliminate disincentives unless they
are accompanied by other measures. In this context, the government should accel-
erate the review of assessment procedures for disability benefits, as announced in
the 2004 budget bill. Moreover, independent medical specialists should be
involved in the assessment of the disability status alongside the treating special-
ists. When feasible, participation in rehabilitation and vocational training pro-
grammes should be accompanied by compulsory job search support.
Rehabilitation benefit payments should be conditional on completion of the
programme and the cost-effectiveness of the different programmes should be
routinely assessed.

Family benefits

 Many reforms were implemented during the 1980s and 1990s, leading to
a more generous benefit system for families with children. As a result, public
spending devoted to family support has shown a significant rise since the 1980s
and it is now one of the highest among OECD countries.40 The system was con-
ceived to attain greater gender equality and stronger involvement of parents in
the care of their own children, and to improve work opportunities for women. 

The schemes were such that work incentives should not have been
harmed. Indeed, in 2001 the proportion of mothers with 0-2 year old children actu-
ally at work remained practically stable compared with a decade earlier, the result
© OECD 2004
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Figure 4.7.  Employment by couples with children1

1. Parents with children under 2 years old.
Source: Kitterod and Kjeldstad (2003).
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of an increase of mothers’ labour force participation by 8.5 percentage points and
a similar rise of the share of mothers temporarily absent from work (Figure 4.7,
panel A). Furthermore, while both contractual and actual average working hours for
fathers marginally declined during the decade (an explicit policy objective of
the reforms), average actual hours for mothers remained basically unchanged
(Figure 4.7, panel B).

Nevertheless, some of these schemes might have introduced disincen-
tives for participating or supplying more hours in the labour market, especially for
females. In particular, in 1999 a “money-for-care” benefit was introduced for par-
ents not using publicly-funded childcare centres.41 The main objective of this
measure was to increase parents’ own care of their children. This would have also
released congestion in public childcare centres, which suffer from queues and
insufficient flexibility in opening hours.42 However, the measure would have intro-
duced work disincentives, especially for mothers, as well as being expensive.43

The available evidence after several years indeed points to a reduction of moth-
ers’ employment and working hours as a consequence of the new scheme and to
increasing specialisation within the family, mainly due to an increase of total hours
devoted to household production by the mothers.44

Subsequently, measures were agreed introducing a ceiling for fees in pub-
licly-funded childcare centres and building new public and private childcare cen-
tres by 2005. The estimated cost of the plan is NOK 2.8 billion. It is estimated that
the effect of these measures on labour supply would be to broadly recover the
female workforce lost as a consequence of the 1999 benefit scheme. Therefore, a
small part of the costs could be recovered through higher receipts from increased
labour input.45 Nevertheless, a net cost of the money-for-care and of the subse-
quent measures would remain.

While the attainment of non-economic objectives through family benefits
is commendable, the authorities should pursue them while minimising work disin-
centives. For example, the home care allowance could be substituted by a
voucher system for families to be spent in formal private or public childcare centres
reinforcing the current per-user public financing system.46 In addition, childcare
centres’ opening hours should be liberalised. 

Improving education to raise human capital

Primary and secondary education

Compulsory education in Norway starts at the age of six and lasts for ten
years, covering primary and lower secondary education. Education is free and
enrolment is close to 100 per cent. Most of the population attains upper secondary
education: 86 per cent of the 25-64 year cohort and 94 per cent of the 25-34 year
cohort had upper secondary education in 2001.47 Compared with other OECD
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countries, Norway performs well, as only Switzerland and the US have a higher share
with upper secondary education in the 25-64 years cohort, while in the 25-34 years
cohort only Korea shows a higher share (Figure 4.8).

Expenditures per student (measured in dollars and adjusted for differ-
ences in average price levels) are among the highest in the OECD. In primary and
secondary school, expenditures are around 45 and 55 per cent higher than the
OECD average, respectively (Figure 4.9). On the other hand, expenditures on edu-
cational institutions relative to GDP – at 3.7 per cent – are at the OECD average
and lower than other northern European countries (Figure 4.10). Resources distrib-
uted to this sector have been rather stable in the period 1997-2001 but declined
slightly in 2002. But expenditures on education are expected to rise during the
coming years because of an increase of students in upper secondary education.48

Municipalities are responsible for supplying and financing primary educa-
tion and lower secondary education, whereas counties are responsible for upper
secondary education. Spending differences are significant, with variations in per-
student spending of as much as 80 per cent in primary school across municipalities.
Also counties’ differences in spending on upper secondary education are remark-
ably high (Figure 4.11).

Figure 4.8. Population with at least upper secondary education
2001

Source: OECD.
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Figure 4.9. Expenditure in education in OECD countries
Per student, in 2000

Source: OECD.
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Figure 4.10. Expenditure on educational institutions1

As a percentage of GDP, 2000

1. Primary, secondary and post-secondary non-tertiary education.
Source: OECD.
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Figure 4.11. Local and regional expenditure on education
2001

1. Municipalities are grouped according to 3 criteria: size of the municipality, small (S), medium (M), or large (L)
amount of fixed expenditure per inhabitant, medium (ME) or high (HE); and amount of disposable income per cap-
ita, low (LI), medium (MI) or high (HI).

2. Average of the country excluding Oslo.
3. Large refers to large cities excluding the four largest. 3L is Bergen, Trondheim and Stavanger.
Source: Statistics Norway.

30

40

50

60

70

80

90
Thousands NOK 

30

40

50

60

70

80

90
Thousands NOK 

 

Large (3) 
Oslo

M.ME.LI
3L (3)

M.ME.MI
M.HE.LI

M.ME.HI
M.HE.MI

S.ME.LI
S.ME.MI

M.HE.HI
S.HE.LI

S.HE.MI
S.ME.HI

S.HE.HI

A. Local gross expenditure in primary education (1) 
    Per student

Average (2) 

50

60

70

80

90

100

110

120

130
Thousands NOK 
 

50

60

70

80

90

100

110

120

130
Thousands NOK 

 

Oslo

Rogaland

Vest-Agder

Akershus

Telemark

Hordaland

Møre og 
Romsdal

Buskerud

Aust-Agder

Vestfold

Sogn og
Fjordane

Oppland

Østfold

Sør-
Trøndelag

Hedmark

Nordland

Troms

Finnmark

Nord-
Trøndelag

B. Regional net expenditure in upper secondary education
    Per 16-18 year old population

Average (2) 
© OECD 2004



Reforms to boost labour supply and human capital 179
The low number of students per teacher might be the single most impor-
tant factor contributing to the high expenditure level. The student-teacher ratio is
indeed around two thirds of the OECD average (Figure 4.12). This low ratio could
inter alia be due to regional fragmentation, which also requires a comparatively
large number of small scattered schools, and high expenditures on transport.
Moreover, the Norwegian policy of integrating children with special needs as well
as the integration of children with a minority language may be a contributing factor
to high costs although in this case there are few indications that the impact is
strong.49

Quality in primary and secondary education

While Norwegian adults have relatively high scores in international liter-
acy tests,50 the youth population had only average scores in recent tests like PISA
and PIRLS.51 As many as 20 per cent of 10-year-old pupils (according to PIRLS) and
17.5 per cent of 15-year-old pupils (according to PISA) do not have basic reading
capabilities. Thus, a significant share of Norwegian students has reading weak-
nesses that may cause them severe problems in future education as well as in
working life. National tests indicate a similar situation, as well as decreasing
achievements in literacy and mathematics over the past decade.52 In addition,

Figure 4.12. Ratio of students to teaching staff in public and private institutions
2001

Source: OECD.
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PISA points to Norwegian students having poor learning strategies. In an evalua-
tion of the 1997 reform of primary and lower secondary education in Norway, three
groups of students are pointed out as fragile in the school system; male pupils,
students with a minority language and students with parents of low education.53

On the other hand, Norwegian students in general are reported to have a positive
attitude towards education regardless to their actual achievements in reading.
Moreover, the results from the Civic Education study show that Norwegian stu-
dents have above average scores in democratic knowledge and attitudes.54

Several factors have been implicated in the deteriorating performance in
some international tests. An OECD study noted that it is possible to maintain a
successful integration policy through education, as attempted in Norway, but this
may result in a lower overall quality if there are inadequate resources as well as
insufficient support to students with behavioural problems.55 Strand and Tjeldvoll
(2002) point out that the Norwegian “Unified School” system was successful in pro-
viding equal educational opportunity and easier access to higher education, espe-
cially in the third quarter of the past century. However, the increasing stress put on
equality of students’ achievements relative to quality of results might have pro-
gressively decreased students’ motivation. At the same time, as stressed by Haug
(2003) and Ministry of Education and Research (2003), the Norwegian school sys-
tem has not succeeded in reducing substantially the differences among pupils, as
students with special needs are not given enough specific attention and individ-
ual tutoring. Ministry of Education and Research (2003) stresses that Norwegian
educational policies – though ambitious – have so far not been concerned with
monitoring, follow-up and control of the working methods used and of the results
achieved by schools. 

Another challenge is represented by the quality of teaching. For most
subjects, there is no shortage of teachers in Norway for the time being. Neverthe-
less, a cohort of older teachers is set to retire over the next decade, whereas
young applicants for teacher education are decreasing over time in contrast to
developments in other northern European countries. Indeed, there is already a
shortage of teachers with full qualifications in mathematics, science and foreign
languages. In 2000, around one half of primary education teachers in mathematics
and science had no formal qualifications in these subjects.56 In upper secondary
education, relatively larger student cohorts in addition to the ageing teacher pop-
ulation will probably lead to a shortage of qualified teachers in the forthcoming
years. 

Some initiatives were taken recently to attract young students into the
general teaching education programme and to enhance teachers’ competency in
technical disciplines. Mathematics is now compulsory in all teaching education
programmes, new five-year Master courses for teaching education in mathematics
© OECD 2004
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and science were established and grants to teachers willing to upgrade their skills
in mathematics were offered.

Reforms of primary and secondary education

Both primary and secondary education went through reforms during the
1990s – in 1994 for upper secondary education and in 1997 for primary and lower
secondary education. Despite these reforms, a new comprehensive reform for pri-
mary and secondary education is being envisaged and a governmental working
group was appointed in October 2001 to provide recommendations for change,
which were presented in June 2003 (see Box 4.1).

Together with these recommendations, the government is increasing
decentralisation of decisions regarding education (e.g. regarding the number of
pupils per class and opening hours) and is introducing a result-based funding
scheme for education providers. Municipalities are now taking decisions regarding
the wage and career pattern of teachers and on the criteria used to evaluate them.

The proposed measures are extremely comprehensive and touch all
aspects of primary and secondary education. The proposals are likely to improve
the quality of education and the link between education and work opportunities.
However, all the proposals for reforms should be assessed in relation to the finan-
cial costs for implementing them, which are likely to be high. A priority list should
accordingly be arranged making clear what are the main objectives to be
achieved, the costs of attaining them, and how each measure should be phased in.

Tertiary education

Norway has the highest share of persons with advanced education among
the OECD countries, as 28 per cent of the 25-64 year-old population holds a ter-
tiary-type A or advanced university degree.57 In the 25-34 year-old group the share
reaches 35 per cent. On the other hand, only 15 per cent of the students each year
graduate in technical fields like engineering, manufacturing, construction, physical
sciences, mathematics and statistics compared with an OECD average of almost
25 per cent.

Measured in USD PPP, Norway’s total expenditure per student in tertiary
education is around 20 per cent higher than the OECD average, but around two
thirds of per-student expenditure in the United States, which is the highest in this
area. Measured as percentage of GDP, Norway’s spending has decreased from
1.7 per cent in 1995 to 1.3 per cent in 2000, which is lower than in the other Nordic
countries and the OECD average. This is mainly explained by the 11 per cent
reduction of nominal spending on tertiary educational institutions in the
period 1995-2000.
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Box 4.1. Recommendations for reform of the education sector 
by the governmental working group

The main recommendations of the governmental working group are:

– Strengthen basic competences, including reading, writing and mathematical
skills, English, digital knowledge, learning strategies and motivation, social
competence.

– Improve individual teaching for everybody by strengthening organisational
planning, differentiation and quality management systems.

– Strengthen teaching in sciences, mathematics and languages.

– Eliminate the exam between lower secondary and upper secondary school.

– Introduce national tests as evaluation tools.

– Ensure a stronger link between primary and secondary education by letting stu-
dents in primary education take subjects in secondary education; provide the
opportunity for secondary school student to take subjects in tertiary education.

– Improve possibilities for teachers’ training at all levels in mathematics,
Norwegian and English.

– Increase use of ICT.

– Increase number of hours of teaching in mid-level (i.e. final years of primary
education).

– Give minority language students special attention during the first period of
reading and writing education.

– Introduce technology and design as a new subject in lower secondary education.

– Make a second foreign language compulsory in lower secondary education.

– Introduce eight fields of specialization in upper secondary education.

– Determine the content of the new fields of specialisation in cooperation with
social partners.

– Increase compulsory mathematics teaching, in certain fields of specialisation,
from 187 hours to 300 hours per year. 

The government would implement a financial system that:

– Ensures necessary resources in primary and secondary education and a level
playing field between public and private schools.

– Ensures students the same right to quality education independently of
where they live.

– Introduces differentiated teacher education by requiring study specialisation
relative to the subject where the teacher wants to teach.

– Introduces a master programme for teacher education in mathematics,
Norwegian and English.

– Ensures an increase in recruitment.

– Ensures the publication of a research based report about the situation in
Norwegian primary and secondary education every second year.
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In April 1998, the Norwegian government appointed a commission to
examine the higher education system in Norway. The commission’s work resulted
in a “Quality Reform of Higher Education” report, which was published in
May 2000. A White Paper for reform was submitted to the parliament in March 2001
and the measures were actually implemented starting from the 2003-2004 academic
year.58

The Quality Reform gives education institutions increased autonomy con-
cerning management and organisation of their activities. This includes significant
freedom concerning the choice of disciplines and subjects that the universities
and colleges wish to offer. The institutions’ performance, both in teaching and
research, will be closely monitored by the central authorities. The outcome of the
assessment will be an element in the new funding formula and will thus influence
the resource allocation to educational institutions. In fact, under the new system
resources are distributed in the following way: a) a “basic component”, which is
around 60 per cent of total allocation; b) an “education component” covering
around 25 per cent of total allocation and based on the number of completed stu-
dent credits, the number of graduates and the number of international exchange
students; and c) a “research component” covering the remaining 15 per cent of
total allocation, which is partly a result-based allocation. The reform introduces a
new agency to independently monitor and ensure quality in higher education
(NOKUT). The agency also has the important task of providing accreditation for
private learning institutions and of recognising the equivalence of foreign educa-
tion and diplomas.

A new degree structure is also being introduced consisting of a bachelor’s
degree (three years), a master’s degree (two years) and a Ph.D. (three years). This
facilitates the comparison of Norwegian degrees with foreign ones and thus the
integration of studies completed abroad into the Norwegian higher education sys-
tem. Moreover, the new structure reduces the expected advanced study period for
certain fields by one year. The new arrangement is accompanied by a more uni-
form structure of academic courses. 

The financial support to students is also changed by the reform. The indi-
vidual support package is increased to a maximum of NOK 80 000 per year
(around EUR 9 500). The package includes a 40 per cent grant, the remainder
being a loan. Starting from the 2004/2005 academic year, the grant will be made
conditional upon completion of the courses. The grant is means-tested to the stu-
dents’ income and is not distributed to students living with their parents. The new
financial support system is accompanied by a new student evaluation and assessment
system. In addition, students will be offered individual tutoring. 

Although not tackled directly by the Quality Reform, the government is
also taking initiatives to raise students’ competence in technical disciplines as
spelled out in the Ministry of Education and Research’s strategy 2002-2007. A
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National Centre for Contact with the Business Community on mathematical, science
and technology subjects (RENATE) has been introduced. It is mandated to estab-
lish contacts between educational institutions and the business community in
order to ensure the recruitment of students in technical subjects. Furthermore,
nine science centres were established at universities or museums with the aim of
disseminating science and technology among school students. From 2003 their
activities are financially supported by the Ministry of Education and Research.
Finally, additional financial support has been given to the universities during the
last three years to update their science equipment.

Greater autonomy to higher education institutions coupled with perfor-
mance-based funding could be a step forward towards improving the quality of
tertiary education in Norway. It is important to monitor the impact of the reform to
avoid unintended side-effects. For example, basing a funding system on students’
credits and number of graduates could push some universities and colleges to
ease requirements to reach targets. Another aspect to consider is how to take into
account differences in cohort sizes from year to year. As the number of students
will vary, the resource allocation could be quite variable. Since the universities
have a significant amount of fixed expenses linked to infrastructure and – partly –
teachers’ salaries, funding could be uncertain and education quality could vary
with cohorts’ size. Concerning research, it is also uncertain to what extent the new
funding system could improve the resource allocation. Indeed, a large part of
research is long-term and its results are often difficult to divide into annual instal-
ments and to judge in the short term. 

On the other hand, the conditionality of the students’ grant could be a
first step towards increasing students’ efforts towards finalising studies on time.
Consideration should also be given to the gradual reduction of loans subsidisation
while increasing their amounts and their repayment period, especially for students
from poor families. 

Finally, an assessment of the results of the financial efforts towards
increasing competencies in technical disciplines should be regularly carried out,
and the continuation of the programmes should be made conditional on their
cost-effectiveness. Indeed, in most countries the growth in the number of gradu-
ates in technical disciplines is actually conditional on rising returns from human
capital. As the latter are mainly pushed by flexibility and upward mobility in the
labour market, the priority objective should be to carry out reforms in these areas
as outlined in this and other chapters rather than through direct government policies
in the education sector.
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Box 4.2. Progress and recommendations on structural reforms

Area/Objective Recent/planned action Recommendations

I. Labour market
Increase flexibility 
in wage setting

Introduced wage 
decentralisation for teachers; 
social partners and the 
government recognising the 
possibility for relative wage 
changes, while reaffirming the 
leading role of the exposed 
sectors in wage negotiations.

Relax the centralised and 
coordinated system of wage 
negotiations and move towards 
a greater wage differentiation 
according to sectors, skills and 
labour market conditions.

Modernise employment 
protection legislation

Introduced less restrictive rules 
on overtime work; ad hoc 
Committee reviewing the 
worker protection law.

Enlarge the range of issues 
concerning employment 
protection legislation and 
working hours to be defined by 
individual agreements.

Enhance efficiency
of job placement 
services and ALMP

Introduced performance 
objectives and bonuses for 
public employment services; 
outsourcing on an experimental 
basis of follow-up and 
placement services as well as 
implementing performance-
related bonuses for private 
providers.

Ensure a level playing field 
among private and public 
providers of job placement 
services while introducing 
outcome-based financing to 
private providers based on their 
ability to cope with higher-risk 
groups; prioritise objectives and 
introduce performance-related 
budget allocations for Aetat, 
ensure greater co-ordination 
between institutions providing 
labour market and social services; 
regularly evaluate cost-
effectiveness of ALMP; continue 
targeting of ALMP to low-skill 
workers.

II. Social protection
Minimise work 
disincentives in 
the unemployment 
insurance system

Reduced from three to two 
years the maximum period 
during which an unemployed 
can receive benefits and cut to 
one year for workers with low 
previous income; lowered gross 
replacement rate for persons 
receiving benefits beyond eight 
weeks; tightened the eligibility 
requirement concerning the 
minimum previously earned 
income and the loss of working 
hours for part-time workers; 
increased the waiting period 
before benefits can be drawn.

Further lower the maximum 
duration of benefits’ receipt 
to no more than one year for all 
workers.
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Box 4.2. Progress and recommendations on structural reforms (cont.)

Area/Objective Recent/planned action Recommendations

Reduce sick leave Implementing the measures 
agreed in October 2001 to 
reduce the sickness absence 
rate by 20 per cent by mid-2005.

Tighten the benefits for long-
term sick leave; lengthen the 
period of sick leave paid by the 
employers; alternatively, create 
a fund financed by employers 
and employees to pay both 
short-term and long-term sick 
leave; strengthen the 
monitoring activity of the 
National Insurance Authority 
on the working capabilities of 
beneficiaries.

Tighten disability 
schemes

Introduced temporary disability 
pensions; determined ceilings 
for disability rehabilitation 
benefits covering educational 
fees; reduced to one year the 
maximum period before a 
vocational rehabilitation 
scheme is offered to a worker 
on sick leave; halved the period 
after vocational rehabilitation 
during which a worker continues 
to receive benefits from 12 to 
6 months; tightened benefit 
eligibility criteria for younger 
individuals; introduced 
maximum period of three years 
for benefits related to education.

Accelerate the review of 
assessment procedure for 
disability benefits; tighten the 
medical eligibility criteria; 
involve independent medical 
specialists in the assessment 
of the disability status; link 
participation in rehabilitation 
programmes to job search 
support; make rehabilitation 
benefit settlement conditional 
on completion of the 
programme; routinely assess 
the cost-effectiveness of the 
rehabilitation programmes.

Implement work-
friendly family policies

Building new public and private 
childcare centres and 
introducing a ceiling for fees in 
publicly-funded ones.

Substitute the “home care 
allowance” introduced in 1999 
with a voucher system for 
families to be spent in formal 
private or public childcare 
centres; liberalise childcare 
centre opening hours.

III. Education
Improve quality
of primary and 
secondary education

Proposing a comprehensive 
list of reform guidelines; 
decentralising decisions regarding 
education, i.e. the number of 
pupils per class, schools’ opening 
hours, and the wage and career 
pattern of teachers; introducing a 
result-based funding scheme for 
education providers; increasing 
teachers’ competencies in 
mathematics and science.

Assess recent proposals in 
relation to financial costs; 
prioritise measures that reward 
students’ achievements and 
provide specific attention and 
individual tutoring to students 
with special needs.
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Box 4.2. Progress and recommendations on structural reforms (cont.)

Area/Objective Recent/planned action Recommendations

Enhance teaching 
and research in tertiary 
education

Implemented the “Quality 
Reform” giving educational 
institutions increased 
management and organisation 
autonomy; introduced an 
university funding formula 
linked to teaching and research 
performance; introduced a new 
degree structure; increased the 
student support package, part 
of which is made conditional 
upon course completion; 
establishing contacts between 
educational institutions and 
business to ensure recruitment 
of students in technical fields; 
opening science centres; 
providing financial support to 
universities to update science 
equipment.

Monitor the impact of the 
reform to avoid easing 
requirements for students or 
neglecting longer term research 
objectives; consider gradual 
reduction of loans’ 
subsidisation while increasing 
their amounts and their 
repayment period; review cost-
effectiveness of the initiatives 
towards increasing 
competencies in technical 
disciplines.

IV. Financial market
Ensure competition in 
the banking sector

DnB and Gjensidge NOR merged 
to form DnB NOR; the 
Government Bank Investment 
Fund is buying additional shares 
in the financial group to 
eventually reach a 34 per cent 
stake (negative control); 
introduced new rules on 
ownership in financial institutions 
allowing holdings above 10 per 
cent conditional on authorisation 
by the Ministry of Finance 
(additional criteria required for 
holdings above 25 per cent).

Withdraw State participation 
from the banking sector; further 
relax acquisition and take-over 
regulation.

V. Quality of public finance
Raise the efficiency of 
public spending

Introduced performance-based 
budgeting in hospitals and 
higher educational institutions; 
implementing a new VAT system, 
designed to have neutral impact 
on municipalities’ decision on 
whether to produce services 
themselves or buy from private 
providers; introducing multiyear 
budgeting.

Further decentralise spending 
and tax responsibility and 
achieve more efficiency through 
performance-based budgeting.
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Box 4.2. Progress and recommendations on structural reforms (cont.)

Area/Objective Recent/planned action Recommendations

Tackle ageing issues Ad hoc pension committee 
published reform proposals in 
January 2004, the main 
proposals being to: 1) allow 
retiring from the age of 62 to 
70 while actuarially adjusting 
benefits in order to reward 
working longer, 2) consider all 
working years in the calculation 
of pension entitlements, 
3) adjust pension entitlements 
for all cohorts should life 
expectancy increase, 4) index 
pension benefits to the average 
of prices and wages, 5) withdraw 
State’s support to the early 
retirement (AFP) scheme, 
6) establish a Pension Fund 
based on the Petroleum Fund 
and the National Insurance 
Fund.

Implement the proposals of the 
ad hoc committee while clarifying 
the role and operation of the 
new Pension Fund; remove 
favourable tax rules for 
pensioners; reconsider 
replacement rates for the 
central government 
occupational pension system 
for new entrants.

Reform the tax system A tax committee reported in 
February 2003, and the 
proposals aim at: 1) reducing 
the marginal tax differential 
between labour income 
(reducing top marginal tax rates) 
and capital income (shareholder 
model), and 2) phasing out the 
net wealth tax while increasing 
the taxation of real estate.

Increase the real estate tax, 
while phasing out net wealth 
tax; reduce the marginal tax on 
labour, especially at the top and 
the bottom of the income scale; 
assess the benefits and costs of 
the shareholder model before 
its implementation.
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Notes 

1. EIRO (2003a) shows that in 2002 out of 18 European countries Norway has the fifth lowest
collectively agreed full-time working hours (37.5 hours). At the same time, EIRO (2003b)
reports that the threshold marking the beginning of overtime is 9 hours per day and
40 hours per week, in line with most European countries. While this second feature lowers
the cost of demanding additional hours up to 40 for employers, it might introduce further
disincentives to supply more hours beyond 37.5 and up to 40 by employees.

2. Another element of flexibility in the labour market is provided for by the swift reaction
to the cycle of labour force participation by some groups of the population – mainly
youth.

3. As pointed out by Kitterod and Kjelstad (2003), the share of female workers in the total
is particularly high in the public sector.

4. Barkbu et al. (2003) provide a short description of wage setting in Norway. The European
Industrial Relations Observatory (EIRO) website, www.eiro.eurofound.ie, contains a detailed
chronological account of industrial relations in Norway.

5. According to Barkbu et al. (2003), the government contributed to wage bargaining
through incomes policy in 28 out of the 39 years during the period 1961-1999. 

6. Askildsen and Nilsen (2003) note that, as union density is relatively high, the percent-
age of workers covered by the centralised wage increases is also high. These authors
also show that because of the strong bargaining power of the unions, the wage premium
from membership is significant.

7. High wage compression might be damaging for employment prospects of older workers,
as firms have strong incentives to dismiss them as their productivity declines relative to
younger and better-educated cohorts. This incentive is strengthened by the presence of
generous early retirement and disability schemes subsidised by the government (see
the section on social policies below and the section on the pension system in
Chapter 2). Bjornstad et al. (2002) show that the wage elasticity is high with respect to
average unemployment but low with respect to education-specific unemployment.
Salvanes and Forres (2003) report that the earnings gap for Norwegian high skilled work-
ers relative to medium and low skilled workers has remained stable in the 1980s and
1990s, thus representing an exception among most OECD countries where it has tended
to open up.

8. Barth et al. (2002) show that the wage elasticity with respect to local unemployment is in
general not significant. They find a significant elasticity only for non-union workers.

9. Barkbu et al. (2003) show that a more centralised level of bargaining could have contrib-
uted to reducing unemployment, whereas incomes policy and a more favourable “over-
all bargaining climate” could have decreased the wage share and through this channel
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lowered unemployment. On the other hand, their analysis suggests that union coordina-
tion could increase the wage share with a detrimental effect on unemployment.

10. See Nymoen and Rodseth (2003). These authors also argue that real wage flexibility is
statistically significant but quantitatively small. 

11. Salvanes and Forre (2003) show that Norway has witnessed positive net job creation
rates for medium and high-skill workers and negative ones for low-skill workers during
the 1980s and 1990s. These developments have mainly been due to technological
changes creating new jobs for high and medium-skill workers while the rate of job
destruction remained stable for all educational groups. On the other hand, international
trade might have led to a reallocation of low-skill workers from sectors with a higher
import penetration to others with better export conditions with an overall neutral
impact on net job creation.

12. See also IMF (2003).

13. The committee owns its name to its president Steinar Holden, professor at the Univer-
sity of Oslo. The committee stressed the risks for the Norwegian economy of the real
appreciation of the krone. To avoid it, the committee concluded that incomes policy
should remain a central feature of the Norwegian economy, and that the manufacturing
sector should remain the leading sector in wage negotiations. The committee also rec-
ognised the need to deal with the pressure for higher wages from high-skilled workers
(especially teachers) or to take into account local conditions. In this respect, a certain
degree of decentralisation could help in re-adjusting relative wages as long as the bud-
get constraints of local governments – that are now responsible for teachers’ salaries –
were internalised in the bargaining process.

14. This might be changing for ICT-using service sectors. In fact, recently productivity in
some service sectors like wholesale trade and banking significantly increased.

15.  In these calculations it is assumed that productivity for household work is the same for
“do-it-yourself” and professional workers, which might overstate the incentive to per-
form household activity. These estimates replicate the calculations in Table 22 of the
2002 OECD Economic Survey of Sweden, although the results presented here for Norway
refer to 2002 whereas the ones in the 2002 OECD Economic Survey of Sweden refer to 2000.

16. Bjornstad et al. (2002) illustrate medium term scenarios for the Norwegian labour market
by extrapolating recent trends showing a significant increase of relative demand for
high-skill labour in the short to medium term. If the recent increase in the demand for
skilled labour continues, it might not be matched by a corresponding rise in supply and
this might force companies to move abroad.

17. Kitterod and Kjelstad (2003).

18. Rigid regulation of working hours – together with an already high participation ratio –
may explain the observed weak upward response of the overall economy’s labour sup-
ply to wage changes. Wage increases in one sector seem to result in higher employment
in the concerned sector at the expense of the other sectors, with no overall labour sup-
ply shift for the whole economy. Dagsvik and Strom (2003) show that this is true for mar-
ried females, whose labour supply is generally more elastic than for males. In a study
involving nurses, Askildsen et al. (2002) find that institutional variables – notably con-
tractual arrangements specifying standard hours of work and overtime compensation –
are important in estimating the wage elasticity of labour supply.

19. In the Norwegian private sector, fixed-term contracts are currently allowed only for train-
ing and replacement purposes and depending on the nature of the job. For a compari-
son of legislation on fixed-term contracts in northern European countries see
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Numhauser-Henning (2002). According to this author, the Norwegian legislation on
fixed-term contracts is the most strict among northern European countries.

20. For details see OECD (2003a).

21. The objectives are assessing disabled jobseekers to find an appropriate labour market
programme, processing unemployment benefit claims within a specified period, and
reducing the duration of the labour market programmes while raising the percentage of
participants getting a job.

22. See Røed and Raaum (2003) for a brief description of ALMP in Norway.

23. Røed and Raaum (2003).

24. In a macroeconomic framework, Nymoen and Rodseth (2003) show that the “equilibrium
total unemployment rate” – i.e. the sum of the unemployed and participants in labour
training – could actually be increased by a higher supply of ALMP. By using a panel of
OECD countries including Norway, Arjona et al. (2002) find that active social spending
could have a statistically and economically significant impact on per capita GDP growth.
Still, the authors point out that: 1) there might be decreasing marginal returns from
active social spending so that the marginal benefits are small when the level of active
social spending is relatively high as is the case for Norway; 2) active social spending
might be just an indicator of a growth-enhancing policy stance rather than a direct
instrument to raise growth through the employment channel.

25. OECD (2003a).

26. The PES are currently running pilot projects concerning outsourcing to private providers
of follow-up services for long-term unemployed and vocational disabled in three coun-
ties and for older workers in one county. The payment to private providers is partly
based on a fixed fee and partly on the number of persons finding a job.

27. See OECD (2003b).

28. Askildsen, Bratberg and Nilsen (2002).

29. For a description of the National Insurance System see www.dep.no/.

30. Bratberg, Nilsen and Vaage (2003) also estimate a low correlation of earnings of individ-
uals with those of their parents suggesting that the Norwegian welfare system does not
impede or might even favour a certain degree of intergenerational earnings mobility.

31. OECD (2003c).

32. OECD (2002).

33. The impact could be strong especially for men. Indeed, the latter often represent the
main family earners and a reduction in the replacement rate could raise their incentive
to search for a new job. Røed and Zhang (2003) estimate that a 10 per cent benefit
reduction could cut a 10-month duration by 1 month for men and by 1-2 weeks for
women.

34. Furthermore, the unemployed may access one of the social assistance schemes avail-
able giving the right to receive benefits for a further period of time. Røed and Zhang
(2002) show that the transition rate from unemployment to employment slightly rises
just before unemployment benefit exhaustion but that the probability of transiting to
sickness/disability programmes or to other labour market programmes rises much
faster. Røed, Jensen and Thoursie (2002) show that employment prospects for the
unemployed seem to fade away faster in Norway as unemployment duration rises than
in countries with a comparably generous unemployment benefit system, like Sweden.

35. See Eriksson, Lilja and Torp (2002).
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36. The agreement also included the stated objectives of reducing the flow into disability
and to increase the average retirement age. See the 2002 OECD Economic Survey of Norway
for more details on the agreement.

37. See OECD (2003c). Disability prevalence was higher for older individuals (26½ per cent)
than for relatively younger ones (13½ per cent), higher for females (20 per cent) than for
males (13½ per cent) and higher for individuals with lower educational attainment
(22½ per cent) than for the ones with higher education (14 per cent).

38. See OECD (2003e).

39. For a description of the procedures and eligibility requirements followed to obtain
vocational rehabilitation benefits see Aakvik and Kjerstad (2002). Aakvik (2003) shows
that employment rates of disabled persons following educational programmes are
higher than for the others, but that the probability of being employed for the former
would be higher still even without attending educational programmes. Therefore, the
author concludes that persons with good employment prospects even without training
are over-represented in these programmes. 

40. In 1998, public expenditure devoted to family was around 3.5 per cent of GDP, the second
highest in the OECD.

41. See the 1999 and 2002 OECD Economic Surveys of Norway for a description of this measure.

42. Kornstad and Thoresen (2002) show a significant difference between the childcare hour
distribution in public centres and the one agreed between families and informal private
providers, the latter not being regulated.

43. In the 2004 budget bill, the cost of this measure is estimated at NOK 2.9 billion in both
2003 and 2004.

44. See Kitterød and Kjeldstad (2003) and Naz (2002). These authors also point out that
fathers’ employment and working hours were only marginally affected despite the fact
that one of the aims of the reform was to increase the fathers’ hours devoted to child-
care. Kornstad and Thoresen (2002) estimate that the negative impact of this measure
on market work for women at fertile age is 7-8 per cent in the short run and could be
16 per cent in the long run.

45. Moreover, a marginal tightening of the benefits was carried out starting from
August 2003 when the supplement allowance granted to families with children under
the age of 3 was terminated. 

46. See the 2002 OECD Economic Survey of Norway as well as the web site odin.dep.nofor more
details on the financing schemes of childcare centres.

47. OECD (2003e).

48. Storting (2002).

49. Ministry of Education and Research (2003).

50. OECD (2000).

51. PISA stands for “Programme for International Student Assessment” and is coordinated
by the OECD. See OECD (2001). PIRLS stands for Progress in International Reading Lit-
eracy Study and is prepared by the U.S. Department of Education’s National Center for
Education Statistics. See http://nces.ed.gov/surveys/pirls/

52. Ministry of Education and Research (2003).

53. Ibid.
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54. The Civic Education Study is carried out by the International Association for the Evalua-
tion of Educational Achievement based in Amsterdam (www.iea.nl/).

55. See OECD (1999). These results have been confirmed by Ministry of Education and
Research (2003).

56. Ministry of Education and Research (2003).

57. Tertiary type A degrees refer to programmes that are largely theory-based and are
designed to provide sufficient qualifications for entry into advanced research pro-
grammes and professions with high-skill requirements. See the Glossary in OECD
(2003d).

58. See Nyborg (2002).
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5. Some aspects of sustainable development

There is growing concern that long-run sustainable development may be
compromised unless countries take measures to achieve balance between eco-
nomic, environmental and social outcomes. This chapter looks at three issues of
sustainable development that are of particular importance for Norway: containing
greenhouse gas (GHG) emissions, making a sustainable use of renewable and
non-renewable natural resources and improving living conditions in developing
countries. In each case, indicators are presented to measure the progress and the
evolution of potential problems, and an assessment is made of government poli-
cies that affect the issue. The section also considers whether institutional arrange-
ments are in place to integrate policymaking across the different elements of
sustainable development (see Box 5.1). 

Climate change

Main issues

Norway is participating in international efforts to limit GHG emissions
under the Kyoto Protocol that it ratified in May 2002. The treaty foresees that
Norway should keep its emissions in the period 2008-2012 below 101.1 per cent of
their 1990 level. In comparison with an initial overall goal of reducing emissions
from industrialised countries by 5 per cent, this target was set in consideration of
the relatively low carbon intensity of the Norwegian economy and of the expected
rise in emissions from oil and gas production. However, in 2000, national GHG
emissions were already 8 per cent above their 1990 level. The main issue is to
abide by the Kyoto target in a cost-effective manner.

Performance

The ratio of emissions to GDP is well below the OECD average because
almost all electricity is generated by hydropower which produces no greenhouse
gases (Table 5.1). Norway has had a stronger reduction of GHG intensity in GDP
than most OECD countries. The overall rise in emissions over the 1990s is prima-
rily attributable to oil and gas extraction and to the transport sector (Table 5.2).
Releases of greenhouse gases by the oil sector rose by one third over the 1990s, in
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line with the expansion of the sector’s activity. In the transportation sector, high
emission growth reflected a strong increase in activity.1 On current and adopted
policies, total emissions are forecast to exceed the Kyoto target by 17 per cent in
2010 (Ministry of Finance 2003). However, the authorities expect planned reforms
of their climate change policies to meet their commitment under the Kyoto Protocol
in a cost-effective manner.

Policies

Norway pioneered the use of carbon taxes in climate change policy in
1991 with a CO2 tax covering many sectors, several of which, such as domestic

Box 5.1. Integration across sustainable development areas*

Sustainable development has been high on the policy agenda for some time:
In October 2003 National Agenda 21, the national plan of action for sustainable
development, was published as a part of the National Budget for 2004. The
National Agenda 21 follows up on the national (2002) and Nordic strategies for
sustainable development and on the UN summit in Johannesburg in 2002. The
work on the National Agenda has been headed by the Ministry of Finance and has
involved broad segments of Norwegian society. There has been broad support for
presenting the National Agenda as a part of the National Budget, so as to include
the work for sustainable development in important policy processes and docu-
ments. Some horizontal links across sustainable development areas are well
established in Norway. Indeed, consensus building is a strong feature of the
Norwegian model, which places a very high value on equity concerns, leading to a
high degree of integration of social concerns in public policies (OECD, 2003). On
the economic-environment interface, Norway is a pioneer in green taxation, with
taxes levied on sulphur emissions since 1971, on pesticides since 1988 and on car-
bon dioxide emissions since 1991. However, cost-benefit analyses are not system-
atically made public prior to the enactment of environmental legislation. There is
a strong tradition of environmental impact assessment for public or private
projects, including the oil and gas sector. Effects on the environment must be
assessed by the agency sponsoring the project, and are then discussed with the
relevant authorities and with civil society. These extensive processes do not seem
to have hampered the development of the offshore petroleum sector. Onshore,
on the other hand, they have led to one fifth of the hydropower potential being
permanently closed to exploitation and another 13 per cent remaining undevel-
oped (Statistics Norway, 2002). 

* The sections in this report dealing with climate change, sustainable use of resources and
improving living conditions in developing countries are inputs into the Organisation’s fol-
low up on Sustainable Development as mandated by the Ministerial Council decision in
May 2001.
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Table 5.1. Main indicators: climate change
Indicators of greenhouse gas (GHG) emission intensity, grams of CO2 equivalent per $PPP of GDP, 

in 1995 prices

Source:  Greenhouse gas emissions: national submissions to the UNFCCC and national publications. Carbon dioxide
emissions for electricity and transport: IEA (2001). GDP: OECD, SNA database.

Total GHG 
emission 
intensity

CO2 
emission 
intensity, 
electricity

CO2 
emission 
intensity, 
transport 

GHG 
emission 
intensity, 

other 
sources 

Total GHG 
emission 
intensity

CO2 
emission 
intensity, 
electricity

CO2 
emission 
intensity, 
transport 

GHG 
emission 
intensity, 

other 
sources 

Level, 2000 Average annual percentage change 1990-2000

Australia 1 061 360 159 542 –1.82 –0.46 –1.52 –2.70
Austria 403 66 96 241 –2.05 –3.20 –0.02 –2.42
Belgium 600 105 97 398 –1.47 –1.27 –0.19 –1.81
Canada 888 156 183 549 –0.94 0.24 –0.85 –1.28
Czech Republic 1 082 468 100 514 –2.77 2.54 6.33 –6.58

Denmark 501 171 88 242 –2.38 –2.73 –0.84 –2.64
Finland 597 178 99 321 –2.56 –0.17 –1.83 –3.84
France 402 30 102 271 –2.00 –2.60 –0.02 –2.57
Germany 519 168 91 260 –3.92 –3.57 –1.05 –4.95
Greece 819 275 122 422 –0.16 0.07 –0.02 –0.34

Hungary 747 192 79 476 –2.60 –1.30 –0.24 –3.40
Iceland 398 0 84 314 –1.82 .. –2.47 ..
Ireland 643 152 98 392 –4.63 –2.97 0.23 –6.03
Italy 432 108 89 235 –1.06 –0.43 0.01 –1.70
Japan 441 132 81 229 –0.34 0.13 0.89 –0.99

Luxembourg 314 6 249 59 –12.47 –27.09 0.62 –23.13
Netherlands 553 138 80 335 –2.49 –0.95 –1.09 –3.34
New Zealand 1 078 82 179 817 –2.21 2.87 0.80 –3.12
Norway 454 3 97 354 –2.91 –1.57 –2.86 –2.93

Poland 1 109 458 74 576 –7.12 –6.48 –1.39 –8.08
Portugal 516 129 111 276 –0.06 0.85 3.47 –1.51
Slovakia 846 249 70 526 –5.21 0.98 1.98 –7.60
Spain 536 130 127 278 0.35 1.21 0.97 –0.28

Sweden 340 35 110 195 –1.91 –1.52 –0.77 –2.56
Switzerland 267 2 78 187 –0.94 –3.82 –0.40 –1.11
United Kingdom 512 137 106 268 –3.58 –4.30 –1.41 –3.94
United States 779 273 192 315 –1.86 –0.73 –1.30 –3.04

OECD total 639 201 137 307 –1.88 –0.79 –0.58 –2.90
EU 491 120 100 272 –2.43 –2.36 –0.40 –3.10

Non Annex 1 
countries
Korea . . 232 134 . . . . 4.49 1.08 . .
Mexico . . 150 124 . . . . 2.86 –1.88 . .
Turkey . . 178 84 . . . . 4.52 –1.26 . .
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transport by air and sea, are rarely included in carbon levies elsewhere
(Table 5.3). Despite quite high rates, the tax is estimated to have reduced inland
emissions by only 1.5 per cent from trend (Bruvoll and Larsen, 2002). The main
reason for this is that tax rates on inland activities tend to be lower in sectors
where energy demand is elastic (ibid.). In particular, land-based emission-inten-
sive industries such as metals and chemicals are exempted because they face
strong foreign competition although they account for one third of national CO2

emissions. In oil and gas production, the tax has been more effective, bringing an
estimated emission reduction of at least 3 per cent from the reference case (ECON,
1997). In this sector, the tax has spurred investment in innovative technologies, for

Table 5.2. Greenhouse gases emissions by sector
Million tonnes of CO2 equivalent

1. Projection on implemented and adopted policies.
2. Including heating of residential and commercial buildings.
Source: National authorities.

1990 1999 20101

Oil and gas production 7.7 10.2 12.8
Power generation 0.0 0.0 0.0
Industry 18.7 17.6 18.0
Transport 13.7 16.8 17.9
Agriculture 5.0 5.0 5.2
Waste disposal 4.0 4.1 4.1
Other sectors2 2.9 2.5 3.3

Total 52.0 56.2 61.3

Table 5.3. Rates of the CO2 tax by sector
NOK per tonne of CO2 in 2004

1. Including the supply of goods to activities on the continental shelf.
Source: National authorities.

Petrol 328
Diesel 194
Heavy oil

Normal rate 168
Pulp and paper 86-99
Fishmeal industry 86-99
Domestic shipping1 114
Foreign shipping 0
Fishing 0
Domestic flights 114

Natural gas used on shore 0
Process-related GHG emissions from chemical and metal industries 0
Fossil fuel combustion on the continental shelf:

Oil 282
Gas 325
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instance making it economic to re-inject CO2 from the Sleipner field into the Utsira
saline aquifer for a cost in the order of NOK 85 per ton of CO2 (Markussen et al.,
2002). Overall, the fact that the rates of the CO2 tax vary by fuel and by sector
results in an inefficient distribution of efforts. For the same cost to the economy,
larger emission reductions could be achieved with a uniform price of carbon. 

In the period 2005-2007 the authorities plan to put in place a cap-and-
trade scheme that would cover emissions of all six climate gases from sectors that
are currently exempted from the CO2 tax. Allowances would be allocated on a
grandfathering basis. The trading scheme has been designed to be complemen-
tary with the carbon tax, with the two instruments operating in parallel from 2005.
As from 2008, the trading regime would replace the CO2 tax, include all green-
house gases and cover most of the economy (80 per cent of emissions). At that
stage, the government will as a main rule sell the permits although it retains the
option to give some without charge to firms exposed to foreign competition at the
beginning of the period. This design is in contrast to the proposed EU-emission
trading scheme, which will at least initially limit trading to CO2 and will grandfather
at least 90 per cent of the allowances for the period 2008-2012. Norway’s projected
trading regime will be superior to the EU scheme in that it would cover not only
carbon dioxide but all GHG emissions and in that most of the quotas would not be
allocated free of charge but sold. This would allow the government to capture the
scarcity rent associated with the cap. The inclusion of sectors that are now fully
exempted from the carbon tax in a cap-and-trade scheme could lead to the clo-
sure of a few plants that are at the edge of profitability. This should not be seen as
an impediment to the implementation of the scheme but as a cost-effective
way of fulfilling the agreement under the Kyoto Protocol. It is still undecided
how the domestic cap-and-trade scheme will be linked to international trading
arrangements.

Official projections expect transport-related emissions to increase over
the next decade (Table 5.2). The main instrument of policy in this area is the CO2

tax on motor fuels. However, the impact of the CO2 tax on emissions in transporta-
tion is blunted by continued very high taxes on the purchase of cars. High taxes on
purchases of cars will lead to an increase in prices and may affect the number of
purchases of new cars or the size of new cars. Tax on purchase of new cars may
therefore act as a disincentive to motorists to replace their old cars with modern
vehicles, which will be more fuel efficient as a result of the commitments taken by
European, Japanese and Korean car manufacturers (ACEA-JAMA-KAMA accords)
(Figure 5.1). Even if the purchase tax were linked to CO2 emission characteristics,
as has been considered, its negative effect on emissions would remain, yet to a
lesser extent. Reducing this levy and relying more on the annual tax on vehicle
ownership would be more effective since an annual charge does not have the side
effect of slowing the renewal of the fleet. Besides, the climate change strategy sets
out other measures for this sector, which range from a purchase tax rebate for electric
© OECD 2004



202 OECD Economic Surveys: Norway
Figure 5.1. Taxes on motor fuels and road vehicles in 2002

1. For a new vehicle of about 9 500 euros, 1 200 cm3, 43 kW, 930 kg, in 1997.
2. 1999 for Norway, 1997 for other countries.
Source: IEA, Energy Prices and Taxes, 2002; European Commission: study on vehicle taxation in the member states

of the EU; Statistics Norway.
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cars to the priority goal of supplying more public transport. Such measures appear
likely to be ineffective and costly because opportunities to slow road transport-
related emissions at low cost have already been largely exploited as a result of
the high level of taxes on motor fuels (Figure 5.1). 

Conclusions

Norway has a long experience of using economic instruments to check
GHG emissions. The carbon tax has been effective in sectors where it introduced a
sizeable change in the cost of releasing GHG, such as in oil and gas production.
However, the large cross-sectoral variation in rates and the exemption of the most
pollution-intensive activities entails unnecessary costs. The project to introduce a
trading scheme encompassing those sectors that are currently exempt from the tax
appears to be an appropriate way to exploit untapped possibilities to reduce
emissions at low cost. The objectives to include every greenhouse gas and to sell
the permits in the 2008-2012 period are commendable, and are superior on both
efficiency and equity grounds compared with the planned EU trading regime.
Given that marginal abatement costs are likely to be higher in Norway than in
many other countries, it is important to allow participants in the trading scheme to
freely buy foreign emission permits. This would efficiently align the national price
of emissions with the international price. In turn, for those sectors remaining out-
side Norway’s cap-and-trade regime, the different rates of the carbon tax ought to
be replaced by a single value, regularly equalized with the price of carbon as
observed on the market. As regards the taxation of motor fuels, the induced incen-
tive to switch to more energy efficient cars will be amplified if the purchase tax is
replaced by a higher annual tax.

Making a sustainable use of renewable and non-renewable resources

Norway is abundantly endowed with both renewable and non-renewable nat-
ural resources, the oil industry and fisheries being the two major exporting sectors.
Even though both subsoil and sea are the common property of the people of Norway,
their resources are managed very differently and raise dissimilar issues. In oil and gas
production, the main issue is to make sure that the government captures most of the
scarcity rent from depleting the resource and that a sufficient share is set aside for
future generations. As regards the management of wild fisheries,2 the main issue is to
ensure the recovery of fishing stocks to their economically optimal levels.

Non-renewable resources: oil and gas

Despite high levels of production which make Norway the third largest
exporter of crude oil, the ratio of proven reserves over production has remained
broadly stable, in the order of ten years, thanks to advances in exploration. For
natural gas, proven reserves are equivalent to about four decades of current
© OECD 2004



204 OECD Economic Surveys: Norway
extraction levels. Even more oil and gas is expected to be found in other fields, or
extracted from existing ones.3 There is however a high degree of uncertainty over
future production levels, as is reflected by the wide margin between official sce-
narios (Figure 5.2, panel A). Future government receipts are even more uncertain
with production gradually moving towards areas with higher extraction costs. Pub-
lic policy in this area endeavours to get the largest possible share of the resource
rent and to invest it in financial assets (van den Noord and Vourc’h, 1999). The
government captures an estimated 80 per cent of the scarcity and oligopoly rent,
thanks to the direct state financial interest (SDFI) in oil fields and to taxes on
extraction activities (Van den Noord, 2000). The reform that accompanied the par-
tial privatisation of Norway’s foremost oil and gas producer Statoil should help the
authorities to improve their focus on maximizing their share of the resource rent.
Responsibility for managing the SDFI on behalf of the State has been transferred
from Statoil to a new wholly state-owned company that was created for this sole
purpose, named Petoro AS. 

Government receipts from oil and gas activities accrue to the Government
Petroleum Fund (GPF), which is invested exclusively in foreign securities. The
main guideline for the use of the Fund is that, over the medium term, the size of
the non-oil budget deficit, which is covered by transfers from the GPF, should not
exceed the equivalent of a 4 per cent real return on assets in the Fund. Nonethe-
less, the rules governing the use of GPF resources may still pose risks of over-
spending. The possibility to depart from the spending norm so as to smooth the
contribution of oil revenues to the budget may be used asymmetrically, resulting
in fiscal slippage. This provision has indeed been used in 2003 to spend more oil
revenues than indicated by the 4 per cent rule. It remains to be seen whether
transfers in the coming years will be below the 4 per cent rule as is currently
announced (Figure 5.2, panel B).

On unchanged policies, Norway’s capacity to save oil and gas receipts for
future generations will be severely tested by a huge increase in pension spend-
ing, which is set to rise more over the coming 50 years than in almost all OECD
countries. Pension spending will largely outweigh cash flows from petroleum
extraction (Figure 5.2, panel D). Even when asset accumulation in the GPF is
accounted for, pension outlays are still bound to exceed GPF receipts by a wide
margin (Ministry of Finance, 2003).

The institutional setting is in place to allow for the conversion of petro-
leum wealth to financial wealth which can later be used to sustain economic wel-
fare as oil and gas reserves run out. To ensure that the extraction of oil and gas will
continue to be accompanied by a build-up of income-generating assets, the
authorities should introduce the following changes:

– Upward deviations from the spending norm should be matched by sub-
sequent downward changes so as to avoid spending too much too early.
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– Besides, long-term pension spending ought to be reduced so as to reduce
the risk of GPF assets being depleted inefficiently early.

Renewable resources: fisheries

Stable levels of wild fish capture and surging aquaculture production over
the 1990s have contributed to making Norway the largest fish exporter in the
OECD area (Table 5.4). More recent long-term management plans for important

Figure 5.2.  Management of oil and gas resources 

Source: Ministry of Petroleum and Energy (panel A); Ministry of Finance (panels B and D); Norges Bank (panel C).
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commercial fish stocks have allowed these stocks to recover from over-fishing in
the past and to exceed precautionary levels, thus reducing the risk of fish stock
collapse. Nonetheless, even though most of the previously over-fished stocks are
now above precautionary levels, further increases would be desirable as it would

Table 5.4. Performance indicators: fisheries

Source: FAO, OECD and World Bank.

Fish catch 
(tonnes)

Fishing fleet
Transfers to 
the fishing 
industry

Aquaculture

Per cent 
change

Per cent change
Per cent of 

landed value
Per cent 
change

Tonnage Employment
Number of 

vessels

1985-2000 1985-1997 1999 1990-1997

Australia 39.6 78.1 11.6 –81.4 . . 319
Austria 22.7 –31
Belgium –33.9 1.6 –33.8 –31.2 . . 273
Canada –31.3 –17.2 –31.6 42.1 1 301
Czech Republic .. ..

Denmark –13.5 –29.9 –22 –46.1 7.4 80
Finland –9.8 140.4 –27 136.8 52
France –3.0 4.2 –39.2 7.2 18
Germany –43.8 –86 82 58.6 31.0 –2
Greece –11.8 –38.7 41.7 238.1 47.3 3 261

Hungary –61.8 –30
Iceland 18.0 62.7 –5.1 8.5 4.4 3 418
Ireland 24.8 –65.7 51.3 328
Italy –37.4 –12.3 –2.6 17.8 105
Japan –53.6 –42.1 –35.6 –12.6 23.7 15

Korea –19.2 15.6 –30.6 4.3 12.8 –18
Luxembourg
Mexico 9.0 29.5 102.5 . . 379
Netherlands 13.1 20 12.8 –0.9 . . –35
New Zealand 178.3 –45.7 –18.3 . . 624

Norway 29.7 –3.8 –22.5 –42.6 14.3 1 310
Poland –67.1 –47.5 . . . . 78
Portugal –40.3 –39.3 –32.7 8.8 18
Slovak Republic .. . .
Spain –19.8 –18.7 –2.6 13.8 17

Sweden 43.1 23.9 57
Switzerland –61.4 307
Turkey –12.5 21.4 159.2 . . 2 827
United Kingdom –14.1 –19.7 6.5 8 659
United States 2.3 –76.9 30.8 32
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give long-term rewards in the form of higher sustainable quotas. In contrast, the
North Sea cod stock is significantly below the precautionary level and the stock of
North Sea haddock is also a cause for concern.

Unlike policies concerning the oil sector, the authorities do not attempt to
capture the natural resource rent from the fishing sector. Policy relies both on a
number of technical regulations and on the setting of total allowable catches (TACs),
which are allocated to individual boats. Current restrictions prevent the transfer of
individual quotas between fishing vessel operating in different districts, so preserv-
ing fishing activity in remote areas. This restriction tends to preserve excess capacity
and productive inefficiency in the fishing fleet. The fishing authorities are reluctant
to make large changes in TACs from one year to another in order to protect the fish-
ing industry from adverse shocks, given considerable uncertainty about the pro-
jected state of fish stocks as a result of mis-measurement, forecast error, and natural
stock volatility. On several occasions over the past decade, the TACs set for various
stocks have been well above scientific advice, though (with the exception of North
Sea cod) not at levels that entail a high risk of stock collapse. However, allowing
TACs to be set above scientific advice runs the risk of seriously depleting stocks as
well as slowing the recovery of stocks to economically optimal levels, which would
ultimately benefit the fishing industry. The setting of a TAC in these cases is only
partly determined by Norway since fishing rights in the exclusive economic zone are
shared with Iceland, Russia, and the European Union. 

Figure 5.3. Northeast Artic cod: Recommendations and actual catch limits

Source: Statistics Norway.

1995 1996 1997 1998 1999 2000 2001 2002 2003
0

200

400

600

800

1000

1200
1000 tonnes
 

0

200

400

600

800

1000

1200
1000 tonnes 

 

TAC
Total catch
Recommended TAC
© OECD 2004



208 OECD Economic Surveys: Norway
To ensure a transition to stocks that are both economically optimal and
contribute to the functioning and productivity of the ecosystem, TACs should be
set in line with scientific advice. In balancing the short term interests of the fishing
fleet and attaining economically optimal stocks, a rule based adjustment proce-
dure, as recently introduced in Iceland, may be useful in limiting inter-annual
shocks to TACs while guaranteeing that quotas automatically adjust to target long
term stock objectives. Improved international co-ordination in setting TACs is
increasingly urgent if the two North Sea stocks most at risk from over-fishing are to
be protected. Some possibilities to transfer quotas exist for ocean-going and
larger coastal vessels but are limited and subject to various restrictions. Nonethe-
less, the efficiency of the Norwegian fleet could be improved by further relaxing
the restrictions on TAC transfers. 

Improving living conditions in developing countries

Main issues

Reducing poverty in the non-OECD area is essential to achieve globally
sustainable development. Although developing countries themselves have the
major responsibility to improve their living standards, OECD countries can help
them do so by giving them access to markets and by providing them with official
development assistance (ODA). Norway is strongly committed to international
development, devoting a comparatively large share of its national income to
development aid. The main issues are the allocation of aid amongst recipient
countries and the degree of openness of the Norwegian market to developing
countries, especially for farm produce.

Performance

Norway has the second highest ratio of official development assistance
(ODA) to gross national income amongst donor countries, well above the UN tar-
get of 0.7 per cent of GNI (Figure 5.4). Half of Norwegian aid is channelled through
multilateral institutions and a quarter through non-governmental organisations.
Bilateral aid gives priority to social development and governance, which represents
28 per cent and 17 per cent of the total respectively, while humanitarian relief
remains an important component (26 per cent). Assistance to economic develop-
ment and trade accounts for 17 per cent (MFA, 2002). In contrast to the high official
transfers, Norway’s imports from developing countries account for only 9 per cent
of the total (Table 5.5). Trade with least-developed countries (LDC) is particularly
low, amounting to a mere 0.2 per cent of non-energy imports, once reflagging of
vessels registered in Liberia is subtracted from commerce data (Table 5.6), but
comparable to some other small OECD economies.
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Figure 5.4. Official development aid: an international comparison

Source: OECD.
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Policies

Norway is committed to comparatively low bound tariffs on industrial
goods (Table 5.7), with 73 per cent of industrial tariff lines being zero-rated (WTO,
2000). In contrast to low tariffs on industrial products, Norway probably has one of
the strongest regimes of agricultural protection in the OECD (Tables 5.7 and 5.8).

Table 5.5. OECD non-energy imports from developing countries

1. The share of total imports from developing countries, including energy, is 8.6 per cent.
Source: OECD.

Least-developed countries Other low-income countries All developing countries

Share 
in total 

imports, 
per cent

Annualised 
nominal 
growth 
(dollar 
terms), 

per cent

Share of 
manu-

factures 
in total,
per cent

Share 
in total 

imports, 
per cent

Annualised 
nominal 
growth 
(dollar 
terms), 

per cent

Share of 
manu-

factures 
in total, 
per cent

Share
in total 

imports, 
per cent

Annualised 
nominal 
growth 
(dollar 
terms), 

per cent

Share of 
manu-

factures 
in total, 
per cent

2001 1990-01 2001 2001 1990-01 2001 2001 1990-01 2001

Australia 0.2 7.9 70.6 12.6 15.1 88.7 22.1 11.8 83.2
Austria 0.3 13.1 89.5 2.7 9.1 92.0 7.6 5.8 85.4
Belgium 1.6 5.7 87.1 4.5 9.9 90.6 11.7 8.8 79.3
Canada 0.1 5.1 79.7 4.8 17.0 93.1 11.9 13.0 84.5
Czech 

Republic 0.1 8.9 36.2 4.1 39.7 88.7 7.7 20.5 82.0

Denmark 0.3 0.9 72.4 4.3 9.6 92.4 7.4 5.9 72.5
Finland 0.5 16.6 33.5 4.5 13.7 88.4 9.2 8.4 70.7
France 0.6 1.0 59.3 5.4 11.2 87.1 13.0 6.3 79.3
Germany 0.5 5.6 79.1 5.5 9.2 89.9 11.3 4.6 80.0
Greece 0.7 7.0 67.9 5.1 13.4 88.3 13.4 7.9 80.9

Iceland 0.1 20.0 86.2 4.2 21.7 98.7 10.4 19.0 76.9
Ireland 0.3 5.6 34.4 2.9 17.9 88.8 7.6 18.1 85.6
Italy 0.4 –1.1 59.2 4.9 9.8 84.1 13.4 3.7 71.7
Japan 0.2 –4.7 37.3 24.6 14.0 81.4 39.0 9.9 75.3
Korea 0.1 –2.6 45.4 14.3 12.1 79.3 24.5 9.2 75.7
Luxembourg 0.1 88.7 0.7 57.3 1.5 72.7

Mexico 0.0 –6.3 68.4 0.6 13.5 91.8 4.0 14.9 85.8
Netherlands 0.4 5.9 62.0 7.7 12.3 82.0 16.2 7.5 70.4
New Zealand 0.1 4.2 32.4 10.2 18.6 92.9 17.2 12.6 84.3
Norway 0.4 –17.5 86.1 4.3 14.4 93.9 8.91 –0.2 66.8
Poland 0.4 12.4 70.9 4.9 22.7 81.3 10.3 18.5 75.8

Spain 0.5 3.2 34.3 5.5 13.9 79.5 13.1 9.3 61.6
Sweden 0.2 7.3 82.5 2.7 6.8 90.9 5.7 3.1 80.0
Switzerland 0.1 –1.2 63.1 2.5 10.2 89.5 5.8 2.7 80.6
Turkey 0.2 –2.4 49.4 5.7 11.4 83.3 12.7 6.7 73.5
United 

Kingdom 0.4 6.8 78.5 4.7 9.6 87.9 12.8 8.3 82.5
United States 0.5 9.1 87.3 12.6 16.8 94.3 35.2 13.3 88.9
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Table 5.6. Norwegian non-energy imports from developing countries
2001

World  LDC
Other 

developing 
countries

All

Annual nominal growth, 1990-2001

100.0 2.6 1.4 1.4
100.0 –8.9 0.2 –0.1
100.0 9.2 9.5 9.5
100.0 18.4 13.8 13.8
100.0 –22.2 –10.3 –15.6
100.0 . . 4.6 4.9
100.0 –17.5 3.2 –0.2

6.7
7.7
6.2

69.7
8.8
0.8

100.0
1. Excluding energy.
Source: OECD International Trade database.

Low income countries Middle income countries

All
Rest of
worldLeast 

developed
Other Lower Upper

Per cent of total imports

By commodities
Food and beverages 0.2 1.9 6.0 4.2 12.3 87.7
Raw materials1 0.5 1.6 12.1 12.6 26.8 73.2
Textile and clothing 2.1 27.9 3.1 1.2 34.4 65.6
Other manufacturing 0.0 2.9 0.5 1.0 4.4 95.6
Vessels 2.1 3.7 0.0 2.5 8.3 91.7
Other 0.2 2.1 1.7 1.8 5.9 94.1

Total 0.4 4.3 1.9 2.3 8.9 91.1

By area
Food and beverages 4.0 2.9 21.0 12.5 9.2 6.4
Raw materials1 9.5 2.9 49.6 43.3 23.4 6.2
Textile and clothing 35.6 39.9 10.2 3.3 24.1 4.5
Other manufacturing 1.2 46.4 18.3 30.6 34.5 73.2
Vessels 49.2 7.6 0.1 9.7 8.3 8.9
Other 0.4 0.4 0.7 0.7 0.5 0.8

Total1 100.0 100.0 100.0 100.0 100.0 100.0
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In addition, high support payments (Figure 5.5) result in surpluses that are dis-
posed of on world agricultural markets. Export subsidies averaged $78 million
per annum in the period 1995-2000. In 2003 exports accounted for 5 per cent of agri-
cultural production.

Table 5.7. Tariffs on industrial and agricultural goods 
Post Uruguay Round

1. This is the maximum rate of tariffs aggregated at the six-digit Harmonised System level. Tariff rates on individual
products may be higher.

Source: OECD.

Simple mean 
of bound tariffs, 

per cent
Standard deviation

Per cent of tariffs 
greater than 
15 per cent

Maximum rate,1 
per cent

Industry

Australia 10.6 10.8 15.9 89.3
Canada 5.3 5.2 7.2 25.0
Czech Republic 4.5 3.3 1.0 31.5
European Union 4.1 3.6 0.6 22.0
Hungary 6.8 4.0 1.4 44.0
Iceland 10.0 12.1 30.0 107.0

Japan 3.6 3.8 0.6 49.0
Korea 11.4 9.0 18.9 110.8
Mexico 34.8 3.1 99.6 67.2
New Zealand 13.8 14.7 33.9 313.5
Norway 3.4 5.5 0.2 170.0

Poland 10.6 5.2 12.9 100.7
Switzerland 1.9 3.4 0.3 99.3
Turkey 40.7 34.2 77.3 360.0
United States 3.8 4.2 2.0 34.5

Agriculture

Australia 3.3 4.6 3.0 26.1
Canada 4.6 4.7 1.2 49.0
Czech Republic 13.3 19.2 23.4 146.5
European Union 19.5 22.1 33.9 198.3
Hungary 22.2 19.1 47.5 127.0

Iceland 48.4 85.7 58.9 563.0
Japan 11.7 12.6 17.5 126.4
Korea 62.2 108.8 74.1 800.3
Mexico 42.9 35.2 96.2 254.0
New Zealand 8.7 7.2 12.6 162.1

Norway 123.7 147.6 61.1 630.0
Poland 52.8 44.6 74.7 268.0
Switzerland 51.1 96.1 16.5 570.9
Turkey 63.9 55.4 86.7 225.0
United States 5.5 5.5 2.6 98.5
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Norway grants trade privileges to developing countries through its gener-
alised system of preferences (GSP) with differences between agricultural products
and other goods. GSP ordinary beneficiaries are entitled to duty free rates for
most industrial goods but many of their agricultural products are subject to high
tariff barriers, with rates that sometimes exceed those levied on similar imports
originating in the European Union (Table 5.8). Least Developed Countries (LDCs)
have enjoyed duty- and quota- free access to Norwegian markets since 1995 for
industrial goods and most agricultural products, and since July 2002 for all prod-
ucts. The regime includes GSP safeguard mechanisms aimed at protecting domes-
tic sectors if they were going to be seriously harmed by tariff-free imports from
LDCs.4 In world trade negotiations, Norway is advocating the generalisation of tar-
iff and quota-free access for LDCs and is willing to bind its GSP in this regard pro-
vided that other countries do the same and that sufficient safeguard mechanisms
are included. Safeguard mechanisms, which form part of the GSP system, do how-
ever, hamper the development goal of free market access as they can result in
abrupt and unpredictable restrictions on imports.

Table 5.8. Preferential tariffs in 2000

1. As of 1 July 2002 all products from LDCs are accorded duty free and quota free access to the Norwegian market
according to the GSP scheme.

Source: WTO (2000).

Analysis No. of lines
Origin

EC GSP-ordinary GSP-LDC1

Total 6 972 5.7 5.3 1.2

By WTO definition
Agriculture 1 267 36.0 31.0 7.2
Live animals and products thereof 111 186.5 164.6 16.5
Dairy products 26 81.6 81.7 22.6
Coffee and tea, cocoa, sugar, etc. 238 27.7 30.2 7.1
Cut flowers and plants 77 25.0 21.9 4.0
Fruit and vegetables 341 32.8 22.4 4.7
Grains 27 42.2 37.4 29.1
Oil seeds, fats, oils and their products 164 12.1 9.8 7.3
Beverages and spirits 67 10.0 7.0 0.0
Manufactures 5 685 0.1 0.4 0.1
Fish and fishery products 254 3.3 3.0 1.4
Textiles and clothing 981 0.0 1.6 0.0

By sector
Agriculture and fisheries 525 26.4 21.1 2.7
Mining 113 0.0 0.0 0.0
Manufacturing 6 333 4.2 4.2 1.1

By stage of processing
Raw materials 973 16.6 13.2 2.0
Semi-processed products 2 000 1.1 0.9 0.5
Fully-processed products 3 999 5.5 5.7 1.5
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Measures to decouple support to farmers from production levels would
be advantageous for developing countries because the measures would be less
trade-distorting. At present, 80 per cent of producer support to farmers is directly
linked to output or the use of farm inputs. Even with an unchanged envelope of
total aid to agriculture, a further decoupling of support from production would
improve the allocation of resources while improving the efficiency of income trans-
fers. Indeed, such a re-orientation offers the possibility of targeting the transfers
to less well off farmers or to smaller units although it still involves the risk of artifi-
cially maintaining the activity of uneconomic farms (OECD, 2003). 

Norway's financial commitment to development is strong with official
flows representing 0.93 per cent of GNI in 2002, a figure set to reach the target of
1 per cent by 2005. The high degree of untying of Norwegian ODA (Figure 5.4) sug-
gests that it can be used to fulfil recipients’ needs in a competitive manner. Bilat-
eral aid consists mainly of humanitarian relief and of development programmes.
The main focus of Norwegian developmental aid is on poverty reduction, an orien-
tation that has been endorsed by the Storting in 2002 following a cabinet report.
To be more effective in the pursuit of that objective, the list of partner countries
has been narrowed down since 2002 from eleven to seven LDCs: Bangladesh,
Malawi, Mozambique, Nepal, Tanzania, Uganda and Zambia. These seven coun-
tries clearly have strong poverty reduction needs while governance difficulties

Figure 5.5. Producer Support Equivalent: 1986-88 and 2000-2002 
 As a percentage of value of production at farm gate plus budgetary support

Source: OECD.
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would probably have limited the possibility of obtaining results in the four no
longer appearing on the list (Eritrea, Ethiopia, Sri Lanka and Nicaragua). The effort
to make aid more focused will require reversing the trend towards more disper-
sion that occurred over the last decade and led to more than 100 countries now
receiving bilateral assistance, including humanitarian relief. Indeed, the top five
recipient countries got only 29 per cent of bilateral flows in 2000-2001, against
50 per cent in 1987-88. Besides, Norway provides significant resources
(US$13.5 million in 2001-2002) to trade-related technical assistance and capacity
building activities. Although such efforts are helpful to prospective exporters in
developing countries, there is a lack of coherence between this policy and the
high degree of protection that characterizes Norway’s agricultural sector.

Conclusions

With one of the highest ratio of ODA to national income amongst donor
nations, and one set to rise further, Norway’s commitment to international devel-
opment is clearly strong, all the more so since its aid is almost entirely untied
from national suppliers. Nevertheless, there appears to be room for improving the
effectiveness of development assistance by increasing the concentration of bilat-
eral aid on Norway’s seven main partner countries.

Norway’s efforts to raise living conditions in developing countries are
hampered by a lack of policy coherence with an agricultural policy that contributes
to reduced export opportunities for farmers in the developing world. Opening the
Norwegian agricultural market and helping to build trade capacity in co-ordination
with other development partners in the context of the Doha development round
is an advisable option, which would improve social welfare both in developing
countries and in Norway. In the shorter run, while the recent policy to allow duty
and quota-free entry to agricultural imports from LDCs is laudable, associated
GSP safeguard clauses ought to be lifted (and the reforms cited earlier imple-
mented) so as to create more solid and durable export opportunities.
© OECD 2004
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Notes 

1. This average increase in emissions in transportation hides two diverging developments,
namely a 15.6 per cent increase in road vehicle emissions and a 13.6 per cent decrease
in the rest of the transport sector.

2. The section does not deal with fish farming because this activity does not raise the
issue of ensuring that a given stock is exploited in a sustainable manner. Fish farms
raise other sustainability issues, which are not discussed here, such as avoiding exces-
sive water pollution and making sure that farmed species do not irreversibly take over
from pre-existing wild ones.

3. These resources are not yet accounted for as proven reserves because of their contin-
gent nature.

4. For example, in the wake of soaring beef imports from Namibia and Botswana, and fol-
lowing complaints by Norwegian farmers, the government in 1998 decided that the safe-
guard mechanism of the GSP scheme should be invoked if imports of duty free beef
from the LDCs exceeded 2 700 tonnes per annum. Similar decisions were consequently
made for each of the three years from 1999 to 2001. From 2002 only imports of duty free
beef from Botswana and Namibia are to be included in the 2 700 tonnes. Actual imports
have remained below the threshold.
© OECD 2004
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Annex A 

Calendar of main economic events

2003

January

DnB takes over Nordlandsbanken, which went bankrupt in the wake of the Finance
Credit accounting scandal.

Norges bank lowers its key interest rates by 0.5 percentage points, the second of eight
interest rate cut between December 2002 and December 2003. The overnight deposit and
lending rates stand, after the January decrease, at 6 and 8 per cent, respectively. The
exchange rate starts to weaken after a pronounced appreciation over the previous two years. 

February

A softening of the Working Environment Act is adopted by parliament, i.e. allowed over-
time is expanded from 200 hours to 400 hours each year.

A tax committee, chaired by Arne Skauge, delivers its recommendations on tax reforms.

March

In a letter to ESA, EFTAs oversight, the government makes clear its intentions to maintain
zero employer’s social security contribution in Finmark and Nord-Troms and that it will pur-
sue the current system with regard to fishery and agriculture. Furthermore, the government
requests a three-year transitional period for zones three and four and an arrangement for
transport support. ESA approved in November.

Norges Bank lowers the overnight deposit and lending rates by 0.5 percentage points,
to 5.5 and 7.5 per cent, respectively. 

April

DnB and Gjensidige Nor enters into a merger agreement, making the new entity – DnB
Nor – the country’s largest financial corporation. The agreement is approved by the respec-
tive general assemblies in May and conditionally by The Financial Supervisory Authority of
Norway (August), the Norwegian Competition Authority (November), and the Ministry of
Finance (November).

Major changes are made to the ownership of two of Norway’s largest shipping compa-
nies. Bergesen is sold to Hong Kong based World Wide Shipping. Høegh is removed from the
stock exchange when the third generation of ship owners, Leif O. Høegh and Morten W.
Høegh, buy all outstanding stocks.
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May

Oslo city council’s desire to sell the energy company Hafslund attracts attention from
national politicians. The dispute centres around foreign ownership as Finnish company For-
tum stands ready to carry through the acquisition. The government is deeply divided on the
issue, but finally the foreign acquisition is rejected. 

Norges Bank lowers the overnight deposit and lending rates by 0.5 percentage points,
to 5 and 7 per cent, respectively.

June

The parliament decides that eight governmental supervision agencies, employing
900 people, should be moved outside Oslo.

Parliament decides that to provide sufficient places in kindergartens become a statutory
requirement for municipalities.

Core inflation is 0.8 per cent, the lowest in 40 years. Norges Bank responds by lowering
the overnight deposit and lending rates by 1 percentage points, to 4 and 6 per cent, respec-
tively.

July

Core inflation becomes even lower than in June and ends at 0.7 per cent.

August

Confronted with inflation far off the target interval, Norges Bank once again reduces key
interest rates by a full percentage point.

September

The Statoil board of directors was not informed on an agreement involving
NOK 115 million payments to Mehdi Hashemi Rafsanjani, the son of the former Iranian pres-
ident, via the British registered consulting company Horton Investment. Suspicion of corrup-
tion prompts the resignations of Chairman Leif Terje Løddesøl and CEO Olav Fjell.

The Progress Party (FrP) and the Social Left Party (SV) do best in the local elections, both
achieving their best results ever. The Christian Democrat Party (KrF) does poorly, eventually
leading to the resignation of party leader Valgerd Svarstad Haugland later that autumn. 

A committee appointed by oil companies presents its recommendations to a reformed
offshore tax system. The oil companies argue that the high marginal tax combined with few
remaining unexplored oil fields act as a substantial drag on the continental shelf petroleum
activity. 

Two managers in Odfjell shipping company must serve a sentence of seven months in
US prisons, while the company must pay a fine of NOK 300 million due to illegal price fixing.

Norges Bank lowers the overnight deposit and lending rates by 0.5 percentage points,
to 2.5 and 4.5 per cent, respectively.

October

The government presents its fiscal budget for 2004 and argues that the proposition
involves a neutral fiscal stance.

November

The Norsk Hydro board of directors proposes a demerger of Agri, the agriculture branch.
Thus, Norsk Hydro will henceforth focus on oil and aluminium, while the agricultural branch
will be listed on the stock market in March 2004 under the new name Yara.
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The government parties and the Labour party reach a budget settlement, implying the
first budget settlement between the Conservative Party and the Labour Party since 1945. 

December

Regulations concerning the parental cost of having children in kindergartens are sent on
hearing. The proposal involve a maximum monthly price of NOK 2750 and a maximum yearly
price of NOK 30 250 to be implemented 1 April 2004.

The government decides to re-open Barentshavet, but not Lofoten, to all-year petro-
leum activity. The oil companies, which regard Lofoten as the most attractive area of the two,
are not very enthusiastic.

2003 was one of the best years ever on Oslo Stock exchange. The main index grew by
74 per cent from February to December.

Core inflation is very low at only 0.5 per cent. Still, the subsequent 0.25 interest cut from
Norges Bank surprises the market by moving directly from neutral bias to rate cut. After the
cuts, overnight deposit and lending rates are 2.25 and 4.25 per cent, respectively. 

2004

January

Norges Bank lowers the overnight deposit and lending rates by 0.25 percentage point,
to 2 and 4 per cent, respectively. Since December 2002, key interest rates have been cut by
5 percentage points in total.

Consumer prices fell 1.8 per cent from January 2003 to January 2004, mainly because of
the development in electricity prices. In the same period, core inflation rose 0.1 per cent.

February

A committee chaired by Ingeborg Moen Borgerud, delivers its report on proposed revi-
sions to the Working Environment Act, proposing, inter alia, access to temporary (6 month)
contracts, greater flexibility concerning working hours, and greater ease of lay-offs. The dead-
line for the hearing is set to 10 June.
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Glossary of acronyms

ADSL Advanced Digital Subscriber Lines
ALMP Active Labour Market Policies
APW Average Production Worker
CPI Consumer Price Inflation
DSL Digital Subscriber Lines
EIRO European Industrial Relations Observatory
EU European Union
EUR Euro
FDI Foreign Direct Investment
FDC model Fully Distributed Cost Model
GDP Gross Domestic Product 
GNI Gross National Income
GSP Generalised System of Preferences
ICT Information and Communications Technology
IMF International Monetary Fund
ISDN Integrated Services Digital Network 
LDC Least developed countries
LRIC model Long Run Incremental Cost model
MFP Multi-factor productivity
NIS National Insurance System
NOK Norwegian kroner
NOKUT Norwegian Agency for Quality Assurance in Education
NCA Norwegian Competition Authority
PAYGO Pay-As-You-Go
PES Public Employment Service
PIRLS Progress in International Reading Literacy Study
PISA Programme for International Student Assessment
PPP Purchasing Power Parity
PSO Public Service Obligation
RENATE National Centre for Contact with the Business Community
RISK Regulering av Inngangsverdi med Skattlagt Kapital
SMP Significant Market Power 
STOL Short Take Off and Landing
Økokrim The prosecutor for economic and environmental crime 
VAT Value Added Tax
WTO World Trade Organisation
© OECD 2004
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