








NORWAY

Appendix I. Debt Sustainability Analysis

Norway Public Sector Debt Sustainability Analysis (DSA) - Baseline Scenario
(in percent of GDP unless otherwise indicated)

Debt, Economic and Market Indicators */

Actual Projections As of March 10, 2014
2003-2011 ¥ 2012 2013 2014 2015 2016 2017 2018 2019 Sovereign Spreads
Nominal gross public debt 44.0 293 284 319 303 299 281 289 279 EMBIG (bp) 3/ 133
Public gross financing needs -84 -129 -9.8 -99 -39 -43 -19 -36 -09 5YCDS(bp) 180
Real GDP growth (in percent) 14 2.8 0.8 18 19 20 20 21 21 Ratings Foreign Local
Inflation (GDP deflator, in percent) 5.3 29 25 30 12 17 22 25 27 Moody's Aaa  Aaa
Nominal GDP growth (in percent) 6.9 57 33 4.9 31 3.7 4.2 4.7 48 S&Ps AAA  AAA
Effective interest rate (in percent) ¥ 34 34 31 32 14 17 18 16 18 Fitch AAA  AAA

Contribution to Changes in Public Debt

Actual Projections
2003-2011 2012 2013 2014 2015 2016 2017 2018 2019 cumulative debt-stabilizing
Change in gross public sector debt -0.7 0.9 -0.9 35 -16 -04 -18 08 -10 -0.5 primary
Identified debt-creating flows -131 -12.8 -9.0 -97 -84 -75 -66 -60 -53 -435 balance ¥
Primary deficit -114 -12.0 -9.2 92 -79 -69 -59 -51 -44 -395 -0.8
Primary (noninterest) revenue and grz 53.2 541 523 522 517 513 511 509 508 307.9
Primary (noninterest) expenditure 418 421 431 430 437 444 451 458 464 2684
Automatic debt dynamics * -17 -0.8 02 -05 -05 -06 -07 -08 -08 -39
Interest rate/growth differential -1.3 -06 00 05 -05 -06 -07 -08 -08 -39
Of which: real interest rate -0.8 0.1 0.2 00 00 00 -01 -03 -03 -0.6
Of which: real GDP growth -0.6 -0.8 -0.2 -05 -06 -06 -06 -06 -06 -34
Exchange rate depreciation -0.3 -0.1 0.2
Other identified debt-creating flows 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
General government net privatizatior 0.0 0.0 0.0 00 00 00 00 00 00 0.0
Contingent liabilities 0.0 0.0 0.0 00 00 00 00 00 00 0.0
Please specify (2) (e.g., ESM and Eurc 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Residual, including asset changes ¥ 124 137 8.1 131 69 71 48 68 43 430
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Source: IMF staff.

1/ Public sector is defined as general government.

2/ Based on available data.

3/ Long-term bond spread over German bonds.

4/ Defined as interest payments divided by debt stock (excluding guarantees) at the end of previous year.

5/ Derived as [(r - i(1+Q) - g + ae(1+r)]/(1+g+m+gm)) times previous period debt ratio, with r = interest rate; = growth rate of GDP deflator; g = real GDP growth rate;
a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar).

6/ The real interest rate contribution is derived from the numerator in footnote 5 as r - 1t (1+g) and the real growth contribution as -g.

7/ The exchange rate contribution is derived from the numerator in footnote 5 as ae(1+r).

8/ Includes asset changes and interest revenues (if any). For projections, includes exchange rate changes during the projection period.

9/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.
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Norway Public DSA - Composition of Public Debt and Alternative Scenarios

Composition of Public Debt

By Maturity By Currency
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(in percent)

Baseline Scenario 2014 2015 2016 2017 2018 2019 Historical Scenario 2014 2015 2016 2017 2018 2019
Real GDP growth 18 19 20 20 21 21 Real GDP growth 18 15 15 15 15 15
Inflation 3.0 12 17 22 25 27 Inflation 30 12 17 22 25 27
Primary Balance 9.2 79 6.9 59 51 44 Primary Balance 92 118 118 118 118 118
Effective interest rate 32 14 17 18 16 18 Effective interest rate 32 14 16 17 12 13

Constant Primary Balance Scenario Contingent Liability Shock
Real GDP growth 18 19 20 20 21 21 Real GDP growth 18 03 04 20 21 21
Inflation 3.0 12 17 22 25 27 Inflation 30 08 13 22 25 27
Primary Balance 9.2 9.2 9.2 9.2 9.2 92 Primary Balance 9.2 -5.1 69 59 51 44
Effective interest rate 32 14 17 18 14 15 Effective interest rate 32 16 28 27 24 25

Source: IMF staff.
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NORWAY

I FUND RELATIONS

(As of May 31, 2014)

Membership Status
Joined: December 27, 1945; Article VIII

General Resources Account SDR Percent Million Quota
SDR Percent

Millions Quota
Quota 1,883.70 100.00
Fund holdings of currency 1,515.80 80.47
Reserves tranche position 367.92 19.53
Lending to the Fund
New Arrangements to Borrow 511.09
SDR Department SDR Percent
Millions  Allocation
Net cumulative allocations 1,563.07 100.00
Holdings 1486.09 95.08

Outstanding Purchases and Loans
None

Latest Financial Arrangements
None

Projected Payments to the Fund
(SDR Million; based on existing use of resources and present holdings of SDRs)

Forthcoming

2014 2015 2016 2017 2018

Principal
Charges/Interest 0.04 0.09 009 009 0.09
Total 0.04 009 009 0.09 0.09
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Implementation of HIPC Initiative

Not applicable

Implementation of Multilateral Debt Relief Initiative
Not applicable

Implementation of Post-Catastrophe Debt Relief
Not applicable

Exchange Arrangements

The de jure and de facto exchange rate arrangements in Norway are classified as freely floating. The
exchange system is free of restrictions on the making of payments and transfers for current
international transactions other than restrictions notified to the Fund in accordance with Decision
No. 144-(52/51).

Article IV Consultation
Norway is on the 12-month consultation cycle.

FSAP Participation
A review under the Financial Sector Assessment Program (FSAP) was completed in 2005.

Technical Assistance
None

Resident Representative
None

INTERNATIONAL MONETARY FUND 3



NORWAY

I STATISTICAL ISSUES

Norway—STATISTICAL ISSUES APPENDIX
(As of June 6, 2014)

I. Assessment of Data Adequacy for Surveillance

General: Data provision is adequate for surveillance.

National Accounts: Breakdowns for oil-related parts of the mainland economy and other traditional
sectors would be useful, in light of growing needs to better understand the impact of oil and gas
activity on the mainland economy. Work is under way in this area, and the authorities are looking
into this issue.

II. Data Standards and Quality

Subscriber to the Fund's Special Data Dissemination Standard (SDDS) since Data ROSC

1996. Uses SDDS flexibility options on the timeliness of the general completed in 2003
government operations and central government debt. SDSS metadata are is publicly available.
posted on the Dissemination Standard Bulletin Board (DSBB).
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Norway: Table of Common Indicators Required for Surveillance
(As of June 6, 2014)

NORWAY

Date of latest Date Frequency | Frequency | Frequency of Memo Items:®
observation received | of Data’ of Publication’ | Data Quality — | Data Quality -
(For all dates in Reporting7 Methodologic | Accuracy and
9 e 10
table, please use al soundness reliability
format
dd/mm/yy)
Exchange Rates June 2014 June 2014 D D D
International Reserve Assets
and Reserve Liabilities of the
e May 2014 May 2014 M M M
Monetary Authorities
Reserve/Base Money April 2014 April 2014 M M M
Broad Money . . 0,0,0,LO 0,0,0,0,0
April 2014 April 2014 M M M
Central Bank Balance Sheet April 2014 May 2014 M M M
Consolldatgd Balance Sheet 30/09/11 07/11/11 M M M
of the Banking System
Interest Rates” June 2014 | June 2014 Q Q Q
Consumer Price Index April 2014 April 2014 0,0,0,0 0,0,0,0,0
Revenue, Expenditure, LO, LNO, 0,0 |LO, O, O, O, LO
Balance and Composition of
Fi .3 Apr. 2014 May 2014 A A A
inancing” — General
Government4
Revenue, Expenditure,
Balance and Composition of
. I Apr. 2014 May 2014 M M M
Financing™— Central
Government
Stocks of Central Government
and Central Government- Q12014 2013 A A A
Guaranteed Debt®
External Current Account
12014 May 2014
Balance QL 20 ay 20 Q Q Q
Exports and Imports of Goods 0,0,0,0 LO, O, 0, O, LO
and Services Q12014 May 2014 Q Q Q
GDP/GNP Q12014 May 2014 Q Q Q 0,0,0,0 0,0,0,0,L0
Gross External Debt Q4 2014 2014 Q Q Q
International Investment
.6 2012 2012 A A A
Position

! Any reserve assets that are pledged or otherwise encumbered should be specified separately. Also, data should comprise short-term

liabilities linked to a foreign currency but settled by other means as well as the notional values of financial derivatives to pay and to

receive foreign currency, including those linked to a foreign currency but settled by other means.

?Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.

3 Foreign, domestic bank, and domestic nonbank financing.
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*The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state
and local governments.

*Including currency and maturity composition.

® Includes external gross financial asset and liability positions vis-a-vis nonresidents.

! Daily (D); weekly (W); monthly (M); quarterly (Q); annually (A); irregular (I); and not available (NA).

& These columns should only be included for countries for which Data ROSC (or a Substantive Update) has been published.

° This reflects the assessment provided in the data ROSC or the Substantive Update (published on .., and based on the findings of the mission
that took place during...) for the dataset corresponding to the variable in each row. The assessment indicates whether international standards
concerning concepts and definitions, scope, classification/sectorization, and basis for recording are fully observed (O); largely observed (LO);
largely not observed (LNO); not observed (NO); and not available (NA).

19Same as footnote 7, except referring to international standards concerning (respectively) source data, assessment of source data,

statistical techniques, assessment and validation of intermediate data and statistical outputs, and revision studies.
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Press Release No0.14/406 International Monetary Fund

FOR IMMEDIATE RELEASE 700 19" Street, NW

August 29, 2014 Washington, D.C. 20431 USA

IMF Executive Board Concludes 2014 Article 1V Consultation with Norway

On August 28, 2014 the Executive Board of the International Monetary Fund (IMF)
concluded the Article IV consultation with Norway.*

The Norwegian economy slowed in 2013 with both mainland (i.e. non-oil) and offshore
growth below the 2012 pace. Mainland growth moderated to 2.1 percent in part due to weak
private consumption and mainland investment, while lower oil production kept offshore
growth down. The unemployment remains low, at around 3.5 percent, in spite of a growing
labor force due to immigration. House prices stabilized in mid-2013 although at high levels
and the housing market shows signs of cooling. Inflation rose to about the inflation target,
2.5 percent, partly due to last year’s exchange rate depreciation. The structural non-oil deficit
was 3.1 percent of Government Pension Fund Global (GPFG) assets and 5.1 percent of trend
mainland GDP. This is below the deficit permitted under the authorities’ fiscal policy rule,
but it still implies a positive fiscal impulse due to the strong growth in GPFG assets. The
overall current account surplus remains high at 14 percent of mainland GDP but declined in
2013 partly due to weaker petroleum exports.

Banks’ profitability has improved and capital ratios have strengthened. Banks continue to
rely on wholesale funding, mostly in the form of covered bonds, and many banks still have
some way to go before meeting the Liquidity Coverage Ratio (LCR) requirement. Norway’s
financial system is part of a tightly integrated Nordic-Baltic system. Inward links are mainly
from Swedish and Danish banks with a combined market share of a quarter to a third.
Outward links are relatively modest and concentrated in Nordic and Baltic countries and the
shipping industry.

The near-term outlook remains stable with moderate growth and inflation. However, the
medium and longer term present new challenges and uncertainties, particularly because of

! Under Article IV of the IMF’s Articles of Agreement, the IMF holds bilateral discussions with members, usually every
year. A staff team visits the country, collects economic and financial information, and discusses with officials the country’s
economic developments and policies. On return to headquarters, the staff prepares a report, which forms the basis for
discussion by the Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the Board,
summarizes the views of Executive Directors, and this summary is transmitted to the country’s authorities. An explanation
of any qualifiers used in summing up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.



http://www.imf.org/external/np/sec/misc/qualifiers.htm

expected slowdown in oil and gas investment. Steadily increasing oil and gas investment
over the last decade culminated in a 17 percent growth rate in 2013. With this investment
expected to flatten out in 2014-15 before beginning a slow decline, new sources of growth
are needed. Staff’s central forecast is a continuation of growth with only a modest rise in
unemployment in the next few years and inflation gradually rising back toward the target.
However, this is based on a scenario in which the sources of growth shift away from
supplying the oil and gas sector and toward other sectors of the economy or exports of oil-
related goods and services.

There are risks to this scenario. A substantial decline in oil and gas prices could undercut
growth through a reduction in demand for mainland goods and services, and through a
reduction in private demand due to confidence and income effects. A significant reduction in
housing process would likely reduce household consumption with adverse consequences for
retail trade, construction, and commercial real estate and lenders to those sectors. Also, a
more difficult transition to a growth model less dependent on supplying the oil and gas sector
could result in slower growth and higher unemployment during the shift.

Executive Board Assessment?

Executive Directors commended Norway’s continued steady economic growth, moderate

inflation, low unemployment, and large current account and fiscal surpluses. Nevertheless,
challenges remain. Directors agreed that policy priorities and structural reforms should be
geared towards preserving financial stability, supporting the transition to an economy less
dependent on oil and gas, and improving productivity and competitiveness.

Directors concurred that the current stance of monetary policy, under the authorities’
inflation-targeting framework, is appropriate. Given that the economy is roughly at its
potential, inflation is close to target, and house prices are stabilizing, the argument for a rate
increase has diminished for now. Directors noted that the policy rate might eventually have
to normalize to a level above the inflation target to meet the objectives of monetary policy,
and to mitigate risks of overheating, particularly, in the real estate market.

Directors welcomed the authorities’ prudent fiscal policy, in particular the decision to keep
the spending of oil revenues well below 4 percent specified under the fiscal rule. While
acknowledging the availability of resources for additional investments, most Directors saw
merit in a more neutral fiscal policy stance as long as the economy remains near capacity.
Directors welcomed the stronger capital requirements for banks ahead of the Basel 111
deadlines, in particular the higher capital requirements for mortgage lending. Given that these

2 At the conclusion of the discussion, the Managing Director, as a Chairman of the Board, summarizes the views of
Executive Directors, and this summary is transmitted to the country’s authorities. An explanation of any qualifiers used in
summing up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.



http://www.imf.org/external/np/sec/misc/qualifiers.htm.

requirements are still in their early stages, they may need to be adapted as implementation
proceeds. Directors commended the agreement among Nordic authorities on aligning capital
requirements for mortgage lending by branches and subsidiaries to local economic
conditions. They agreed that tighter capital standards and loan-to-value limits on mortgages
should be maintained given the vulnerabilities stemming from high house prices and
household debt and banks’ reliance on wholesale funding, even if the housing market softens
further.

Directors emphasized the importance of further structural reforms to improve productivity
and competitiveness, and to promote the non-oil economy, and they looked forward to the
report of the Productivity Commission. Priorities include further reforms of the labor market,
pensions and public services, greater wage differentiation across sectors, and reducing
protection and subsidies in agriculture. Directors also recommended increased use of cost-
benefit analysis in the selection of infrastructure projects, and a simpler income tax system
with fewer incentives for promoting housing to encourage productive investment.
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Norway: Selected Economic and Social Indicators, 2008-15

Population (2013): 5.1 million

Per capita GDP (2013, USD): $100,318 Quota (1883.7 mil. SDR/0.79 percent of total)
Main products and exports: Oil, natural gas, fish (primarily salmon) Literacy: 100 percent
Projections

2008 2009 2010 2011 2012 2013 2014 2015

Real economy (change in percent)

Real GDP 1/ 0.0 -14 0.6 11 2.8 0.7 16 19
Real mainland GDP 1.5 -1.4 17 25 33 2.0 1.9 24
Domestic demand 11 -4.0 3.6 3.2 34 33 21 24

Private consumption 2.0 -0.1 37 26 3.0 2.2 18 23

Private mainland fixed investment -23 -184 -4.1 7.7 5.9 29 29 4.8

Government consumption 24 4.5 1.2 11 18 18 21 21
Unemployment rate (percent of labor force) 26 3.2 3.6 33 3.2 35 37 3.8
Output gap (mainland economy, - implies output below potential) 12 -11 -1.3 -0.9 0.2 -0.1 -0.3 -0.3
CPI (average) 3.8 2.2 24 13 0.7 2.1 2.0 2.0
CPI (end of period) 21 20 2.8 0.2 14 2.0 2.0 2.0
Gross national saving (percent of GDP) 40.4 34.0 352 373 39.2 375 373 37.5
Gross domestic investment (percent of GDP) 24.5 223 233 23.8 249 26.4 26.6 27.2

Public finance
Central government (fiscal accounts basis)

Overall balance (percent of mainland GDP) 2/ 21.7 9.8 8.6 131 134 9.9 74
Structural non-oil balance (percent of mainland trend GDP) 3/ -3.2 -5.1 -5.1 -4.4 -4.9 -5.1 -5.8
in percent of Pension Fund Global capital 4/ -29 -43 -39 -3.0 -33 -31 -2.8
General government (national accounts basis)
Overall balance (percent of mainland GDP) 25.8 134 14.2 18.0 18.5 141 14.3 129
Net financial assets (percent of mainland GDP) 177.8 2023 2159 2160 2289 2694 2758 277.5
of which: capital of Government Pension Fund Global (GPFG) 122.0 1406 1547 1595 1741 2176 2263 2304
Money and credit (end of period, 12-month percent change)
Broad money, M2 3.8 24 5.2 6.2 3.8 6.0
Domestic credit, C2 12.0 29 6.1 6.9 5.9 6.8
Interest rates (year average, in percent)
Three-month interbank rate 6.2 25 25 29 22 1.8
Ten-year government bond yield 45 4.0 35 31 21 2.6
Balance of payments (percent of mainland GDP)
Current account balance 219 14.9 15.3 17.9 19.0 14.4 14.0 133
Balance of goods and services 237 15.6 15.3 18.1 17.7 14.0 144 12.9
Mainland trade balance of goods -7.8 -6.5 -6.8 -7.5 -8.0 -8.0 -94 -9.1
Offshore trade balance of goods 314 21.7 220 26.0 264 24.8 249 229
Exports of goods and services (volume change in percent) 0.7 -37 0.1 -14 11 -33 1.2 13
Imports of goods and services (volume change in percent) 41  -127 9.3 3.6 22 27 24 27
Terms of trade (change in percent) 131 -173 7.2 9.9 1.2 0.8
International reserves (end of period, in billions of US dollars) 50.9 48.9 52.8 494 51.9 58.3
Fund position
Holdings of currency (percent of quota) 88.4 80.6 76.6 714 711 78.2
Holdings of SDR (percent of allocation) 1690 1024 1020 97.5 96.1 95.1
Quota (SDR millions) 1672 1672 1672 1,884 1884 1884
Exchange rates (end of period)
Exchange rate regime Floating
Bilateral rate (NOK/USD), end-of-period 7.0 6.2 5.8 5.7 5.8 6.0
Nominal effective rate (2005=100) 87.5 99.8 999 1014 1054 95.3
Real effective rate (2005=100) 86.4 99.4 99.9 989 1024 93.2

Sources: Ministry of Finance, Norges Bank, Statistics Norway, International Financial Statistics, United Nations Development Programme 2011,
and IMF staff calculations.

1/ Based on market prices which include "taxes on products, including VAT, less subsidies on products".

2/ Projections based on authorities's 2014 budget.

3/ Authorities' key fiscal policy variable; excludes oil-related revenue and expenditure, GPFG income, as well as cyclical effects.

4/ Over-the-cycle deficit target: 4 percent.




Statement by Audun Groenn, Executive Director for Norway
August 28, 2014

On behalf of my Norwegian authorities, I would like to thank staff for a very well-written
report on the Norwegian economy. My authorities broadly agree with staff's findings and
analysis in the report, and welcome the recommendations.

Economic Developments and Main Challenges

The analysis of current economic conditions and the forecasts in the staff report are broadly
in line with those of my authorities. The status of the Norwegian economy is favorable and
the prospects for a balanced development in the medium term are good. However, my
authorities recognize that the economy faces some challenges, and the outlook is subject to
some key risks. These risks are clearly stated in the risk matrix on page 26.

Since the year 2000, the Norwegian economy has experienced significant terms of trade
gains. The oil price has increased substantially, whereas prices on imports have been more
stable. The high oil price has spurred a rapid increase in oil and gas investments, providing
persistent demand stimulus to the Mainland economy. High income growth and low real
interest rates have supported growth in household demand.

In 2013, Mainland GDP growth slowed to a level below its historical average. Despite the
slowdown there are signs that the economy is operating close to full capacity. The
unemployment rate has been fairly stable at a level well below the average for the last

25 years. Moreover, almost all of the net employment growth over the past five years can be
accounted for by net immigration.

Looking ahead, the Norwegian economy faces some challenges. As pointed out in the staff
report, demand from the petroleum sector will commence on a downward trajectory in the
coming years. This implies that an important growth engine for the Norwegian economy will
lose its speed, and eventually be set in reverse. The latest investment survey indicates a
decline in petroleum investments already next year. Even if investment may increase
somewhat again over the next years, Norwegian businesses must adapt to the new situation in
order to maintain growth. High unit labor costs in Norway may make this transition even
harder, especially in a situation where productivity growth has slowed down compared with
historical trends.

Another challenge facing the Norwegian economy is the high house prices and the high debt
level among households. This makes some households vulnerable to shocks, and poses a risk
to financial stability. As pointed out by the staff report, a fall in the oil price or other shocks
to demand or confidence could lead to significant reduction in house prices, which would
amplify the negative impact on the Mainland economy. Solid banks and prudent lending
practices are crucial elements for maintaining financial stability.



Monetary policy

My authorities generally concur with staff’s assessment of monetary policy.

In the baseline outlook of Norges Bank’s June 2014 Monetary Policy Report, inflation is
expected to be somewhat below, but close to, 2.5 percent throughout the projection period to
2017. Capacity utilization may edge down in the coming year, but is expected to increase
towards a normal level at the end of the projection period. Both the objective of keeping
inflation close to target and the objective of sustaining capacity utilization in the years ahead
could, ceteris paribus, imply a somewhat lower key policy rate. A lower key policy rate today
may on the other hand increase the risk that financial imbalances build up again. Norges
Bank’s overall assessment in June was that the key policy rate should remain at today’s level
for a period ahead.

Fiscal policy

Norway’s fiscal framework, including the Government Pension Fund Global, is designed to
support a stable development of the economy in both the short and medium term. In addition,
it makes sure that the petroleum wealth also benefits future generations. The public revenues
from petroleum are large, volatile and temporary. A key feature of the framework is that it
delinks the earning of petroleum revenues from its use. This reduces the costs of future
structural changes and the risk of a sharp decline in industries exposed to international
competition.

On the earning side, Norway’s oil tax system and the state’s direct ownership in the oil
production are set up to capture the resource rents from the industry, to make sure they
benefit the entire Norwegian population. The government’s net cash flow from the petroleum
industry is transferred to the Government Pension Fund Global. This Fund is invested
abroad. This insulates the government budget from volatility in petroleum revenues, and
helps protect the krone against fluctuations in export income.

On the utilisation side, Norway has a fiscal rule for gradually phasing oil and gas income into
the fiscal budget. The fiscal rule was adopted in 2001 and received broad political support.
The design of the rule reflected that the issue was not whether more petroleum revenues
should be used in public budgets, but rather when and how quickly this should happen.

The fiscal rule specifies that the expected real return of the Fund, estimated at 4 percent, over
time shall be transferred to the central government’s budget. The rule is also intended to even
out economic fluctuations and support low unemployment. The spending of petroleum
revenues in a particular year must therefore be adjusted to the macroeconomic situation.

In a period with steep growth in the Fund’s capital, as is presently the case, to spend oil



revenues in line with the expected return on the Fund (the four-percent path) would have
provided the economy with a very strong boost in the short term. Therefore, spending of oil
revenues is at present held well below the four-percent path of expected return (with current
spending being at 2.8 percent of the Fund).

As long as the Fund’s capital increases relative to mainland GDP, the fiscal framework
implies an expansionary fiscal stance. Since the guidelines were introduced in 2001, the
structural non-oil budget deficit has increased from 1% to 5% percent of trend-GDP
Mainland Norway, or on average by 0.3 percentage points a year. While the fiscal impulse is
estimated to be above this average in 2014, this partly reflects that spending was lower than
anticipated in 2013. The Fund’s capital is expected to reach a peak at around 2 % times of
Mainland GDP sometime in the period 2020-2030. Once the peak has passed, the impulse
from fiscal policy to aggregate demand is expected to be negative.

The staff report suggests that a neutral fiscal stance would be preferable so long as the
economy remains near potential. How quickly petroleum revenue should be phased into the
economy is an important and legitimate question. In the view of my authorities, however, to
completely stop phasing in petroleum revenues in an economy performing near trend could
be seen as out of line with a framework that so far has served the country well and enjoyed
broad political support.

The government has emphasized the need to strengthen the growth capacity of the
Norwegian non-oil economy. This has bearings for the government’s budget priorities.
Lower taxes can improve competitiveness. Likewise, investments in infrastructure and
knowledge can support productivity. In the 2014 budget the government has started to
redirect the use of oil revenues along these lines.

A tax commission is currently reviewing the corporate tax system. Increasing taxes on
housing as a balancing measure to reduced corporate taxes is not a prioritized issue.

Financial sector issues

Norwegian banks have strengthened their solvency significantly in recent years, due to both
new capital requirements and demands from lenders and other financial markets participants.
Loan losses are low, but the banks must be prepared for the possibility of increased losses in
the next few years. Banks' financial position strengthened in 2013, but Norwegian banks
need to further bolster their equity capital position to tackle economic uncertainty and
forthcoming regulatory requirements.

My authorities generally concur with staff’s assessment of the risks and vulnerabilities
associated with households’ indebtedness, a possible house price reversal and financial
institutions’ reliance on wholesale funding. Uncertainty is a key feature in the international



economy, still being affected by financial imbalances. Banks must therefore continue to
strengthen their capital base, and assure more robust funding and improved liquidity.

A new capital adequacy regulation for banks adopted by the Norwegian parliament in June
2013 contains a set of macroprudential tools and powers. These are already in place to
increase capital levels in Norwegian banks. The counter-cyclical capital buffer, the buffer for
systemically important banks, and minimum floors for mortgage risk weights, are important
elements of the new capital adequacy regulation.

My authorities are pleased to note that staff recognizes one of the most important financial
sector policy issues for Norway. This is the need for tighter capital risk weights on mortgage
lending for both domestic and foreign banks, and the efforts to harmonize prudential
standards among Nordic countries through reciprocity. My Norwegian authorities believe
that different national circumstances may require different prudential policy responses, and
that a greater degree of host country regulation will contribute to securing financial stability
and leveling the playing field in national credit markets.

Structural policy

The Norwegian authorities welcome the emphasis on structural policy in the staff report.
Large terms of trade gains and rapidly increasing demand from offshore activities may have
masked the consequences of a decline in wage competitiveness relative to peer countries. As
demand from the petroleum sector will diminish at some stage, the Mainland economy needs
to shift to a growth model less dependent on the oil and gas sector. This calls for stronger
emphasis on structural policies and productivity growth.

In this context, the government has already introduced several structural policy measures.
The government has published a consultation paper on reforming the municipality structure
with the aim to increase the size of municipalities and make them more robust. Also, some
measures to increase efficiency in the agricultural sector are already taken. In order to reduce
costs and shorten the planning process in the construction sector, the government has
proposed changes in building and planning regulations. Furthermore, the government
recently published a consultation paper with proposals to soften labor market regulations on
working hours in order to increase labor market flexibility. In addition, a commission has
been appointed to explore how the regulations on working hours can be relaxed in order to
better mobilize labor resources without infringing upon important rights to health and
welfare. Measures to increase efficiency in road construction are also a main task for the
government.

As noted in the staff report, a Productivity Commission was appointed soon after the present
government took office. The Commission’s first report is to be presented in February 2015.
The government will consider all initiatives to increase productivity in the Norwegian
economy.



As mentioned above, a main strategy for the government to achieve a more growth-friendly
policy for Mainland businesses is to reduce taxes and to direct government spending towards
transport, research and development, and education. The bulk of future increases in spending
of oil revenues will therefore be on tax reductions, in combination with a broadening of the
tax base, and the mentioned expenditures items.

The Norwegian government wants to reduce taxes, especially taxes that hamper productivity
and economic growth. Several tax cuts have already been introduced in that regard, most
notably a cut in the personal and corporate income tax rate from 2014. My authorities concur
with the staff report that a simpler tax system would underpin productivity. Growth-
enhancing tax cuts in combination with simplifications and a broadening of the tax base will
be prioritized in the coming years. The relatively high corporate tax rate is an area of
particular concern.

In recent years, Norway has implemented comprehensive reforms of the old age pension in
the social security system, and of the early retirement scheme in the private sector. Benefits
can already be seen in the form of an increase in already high labor market participation rates
among elderly. However, as pointed out in the staff report, still there remains a need to
reform occupational pensions in the public sector, and more must be done to reduce the high
level of disability and sickness.



