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Prospects

1998 was a turbulent year for the Norwegian economy, with continued brisk
domestic growth, growing imbalances in the labour market and an accelerating rise
in costs. International financial unrest, a considerable fall in oil prices, a deterioration
in the current account and reduced confidence in Norway’s monetary policy, with in-
terest rates nearly doubling, also left their mark on the year under review. Towards
the end of 1998, there were also clear signs of stagnation or decline in both invest-
ment and household demand.

The cyclical upturn over the past six years has been broadly based, with a strong
growth impetus from private mainland investment, traditional merchandise exports
and household consumption. Gradually, public sector demand and, in particular, in-
vestment in the petroleum sector, have also influenced developments. A consider-
able mobilization of the labour force has been a precondition for the sustained and
strong period of growth without being accompanied by accelerating wage pressures.

This situation could not persist for a very long time. The pace of growth had to
moderate. At the beginning of 1998, manpowver reserves came under considerable
pressure in a number of labour market segments, and unemployment fell by a con-
siderably greater margin last year than in earlier years of the upturn. Growing imba-
lances in the labour market have during the past two-three years contributed to pro-
gressively higher wage growth. Following the wage settlements in 1998, the picture
of deteriorating competitiveness for mainland enterprises was clearly in evidence.

The fall in oil prices through 1998 came on top of this, thereby making it substantial-
ly more demanding to maintain a stable exchange rate against European currencies.
With reduced petroleum revenues and cost levels out of step with our trading part-
ners, the krone exchange rate was in reality perceived as overvalued, at least by
money and exchange market participants. In this situation, either costs or the nomi-
nal exchange rate must be adjusted to the new situation. So far the exchange rate
has borne the brunt even though interest rates have nearly doubled.

The involuntary tightening of monetary policy through the second half of 1998 will
undoubtedly contribute to a more pronounced cyclical turnaround than would other-
wise have been the case. In early 1998 there were signs of an imminent decline in
mainland investment, partly due to the completion of several, major public sector
construction projects. In addition, petroleum investment is expected to decline in
1999. Nor is it likely that the international economy will provide much stimulus this
year. All in all, it is therefore likely that the mainland economy will record zero
growth between 1998 and 1999, and a slight increase in unemployment.

With hindsight it can be said that we would have been better equipped to tackle the
fall in oil prices in 1998 and the necessary cooling off of the Norwegian economy in
1999 if we had managed to moderate the growth rate of the economy in the pre-
vious two years. A tighter fiscal policy, particularly in 1997 and 1998, and a mode-
rate tightening of the labour market could have resulted in cost inflation which was
more in line with the requirements for long-term stability. The fall in oil prices would
then have had a less dramatic impact on interest rates and the exchange rate than
we have witnessed.
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The experience of 1997 and 1998 underlines how important it is for the various
components of economic policy to function effectively. In recent years the plans
have called for a clear division of responsibility for the various policy components.
Monetary policy should be oriented towards maintaining a stable krone exchange
rate. Fiscal policy should be formulated with a view to stabilizing economic demand.
Incomes policy should, through close cooperation between the social partners, at-
tempt to keep price and wage inflation at a low level. This interplay functioned well
through large parts of the 1990s. Developments in the last few years, however, have
also demonstrated that the system is vulnerable, and that the burden on one policy
component can quickly become excessive when pressures arise. It must also be ad-
ded that the policy programme was not particularly well designed to cope with the
drastic changes in the operating environment, such as a sharp fall in oil prices.

There are obviously problems in restricting stabilization policy to the use of one sing-
le instrument. Analyses indicate that if fiscal policy is to bear the entire burden for
stabilizing the economy, this may require considerable budgetary changes. But fiscal
policy shall also contribute to covering the demand for government-financed goods
and the distribution between groups and generations. A shift in monetary policy
with a view to stabilizing inflation and cyclical fluctuations may, on the other hand,
require considerable interest rate changes in order to succeed. Interest rate policy
can in given situations help to alleviate fiscal policy, but for a small, open economy
like that of Norway, emphasis must in any case be placed on exchange rate conside-
rations and the effects on income determination. Petroleum investment can also be
influenced, but cannot be fine-tuned in a cyclical context to any great extent.

The experience of the recent period of expansion and the fall in oil prices last year
indicate that in the period ahead we cannot apply a strict division of responsibility
between the various instruments of economic policy. In a resource-based economy,
which will be heavily influenced by fluctuating commodity prices and markets and
can therefore come out of step with the situation among our main trading partners,
it will be particularly difficult to have low and stable inflation at all times and, at the
same time, low unemployment. We must be prepared for setbacks in the economy
and the possibility that the policy being conducted will again come under pressure.
In such situations, it is particularly important that the various policy elements under-
pin each other with a view to cyclical stability. Moreover, we should be prepared for
somewhat more pronounced short-term fluctuations in the exchange rate, interest
rates and inflation than the objective to date, but without relinquishing the require-
ments for long-term stability.

At the beginning of 1999 the Norwegian economy is at a turning point. The rate of
growth will decline, and we must adapt the use of instruments to lower oil prices
and a cost level that is out of step with that of our trading partners. However, high
employment, low unemployment, moderate price inflation and a solid financial posi-
tion for both the central government and for households are also part of the picture.
The Norwegian economy is out of balance, but not without some bright spots. The
possibilities for restoring balance should therefore be favourable.
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International economy

GDP growth among Norway’s main trading partners is
likely to be appreciably lower in 1999 than in the previous
two years. The turnaround is partly related to the Asian
crisis and its reverberations, which have generated a negati-
ve demand impetus to the world economy. It must also be
seen in the light of a more normal economic slowdown in
the US and the UK following six-seven years of expan-
sion. The growth outlook for Germany, France and Italy
has also been revised downwards during the past year. So
far it appears that the orientation of monetary policy in the
euro area is not compensating for the effects of several
years of fiscal tightening. In Japan, which has been severe-
ly affected by the Asian crisis and which itself has structur-
al problems in the financial sector, GDP is expected to con-
tract by about 1 per cent this year, following an estimated
decline of more than 2 per cent last year.

Lower economic activity on a global basis contributed to a
sharp fall in commodity prices in 1998, especially crude
oil prices. This is one of the reasons why consumer price
inflation has abated substantially among Norway’s main
trading partners, and the forecasts point to price inflation
of less than 1 per cent in these countries again in 1999.
Along with the prospect of lower economic activity, sub-
dued inflation contributed to interest rate cuts in a number
of countries through the second half of 1998. Three-month
euro rates now stand at about 3 per cent, and short-term
interest rates in the US have been reduced to less than

5 per cent.

The US gross domestic product probably expanded by
more than 3.5 per cent last year, almost on a par with the
unusually high growth rate for 1997. Negative trade effects
from Asia and Latin America, which combined account for
nearly half of US exports, were offset by a sharp rise in
domestic demand. Private consumption was stimulated by
high income growth, and a sharp rise in asset values contri-
buted to reducing current saving. The household savings
ratio has been declining throughout the ongoing upturn
and is now at an historically low level. This implies that
growth in consumption will not exceed income growth in
the near term, and also entails that US households may
react strongly should equity prices and prices of other
financial assets decline. This may well occur if internation-
al investors decide that they want to increase the propor-
tion of euro securities in their portfolios at the expense of
dollar securities (see separate box). Fixed investment has
expanded considerably throughout the upturn in the 1990s,
but there are now indications that investment growth will
slow in the period ahead. A tighter credit supply and stric-
ter risk assessment procedures from the financial sector are
expected, partly because banks have recorded sizeable
losses on investments in Eastern Asia and Russia, and may
experience the same in Latin America. After a prolonged
period of expansion, unemployment in the US is now at it
lowest level for 25 years, at about 4.5 per cent. In spite of

the tight labour market, consumer price inflation has re-
mained subdued during this upturn. Price inflation is pro-
jected at 2 per cent in 1999, moderately higher than in
1998 when a strong dollar and low rise in import prices
contributed to unusually low inflation. Low inflation in

Economic forecasts for Norway’s main trading partners.
1997-2000
Annual per cent change

1997 1998 1999 2000

USA

GDP 3.9 3.7 24 2.2
Consumer price 2.3 1.6 2.0 2.3
Unemployment rate’ (level) 5.0 4.5 4.8 5.0
Japan

GDP 0.8 -2.8 -1.1 0.1
Consumer price 1.8 0.6 -0.4 -0.3
Unemployment rate’ (level) 3.4 4.1 4.8 4.9
Germany

GDP 2.2 2.7 1.8 2.5
Consumer price 1.8 0.9 1.0 1.6
Unemployment rate’ (level)  11.4 1.1 10.8 10.5
France

GDP 2.3 3.0 2.2 2.7
Consumer price 1.2 0.7 0.7 1.2
Unemployment rate’ (level) 12,5 11.8 1.4 1.1
United Kingdom

GDP 3.5 2.5 0.5 1.9
Consumer price2 2.8 2.6 2.3 2.2
Unemployment rate’ (level) 5.5 4.7 5.3 6.0
Italy

GDP 1.5 1.5 1.9 4
Consumer price 1.7 1.8 1.4 1.6
Unemployment rate’ (level) ~ 12.3 12.2 12.0 1.8
Sweden

GDP 1.8 2.8 2.1 2.6
Consumer price 0.5 0.4 0.5 1.3
Unemployment rate' (level) 8.0 6.5 6.3 6.0
Denmark

GDP 3.3 2.6 1.7 2.0
Consumer price 2.1 1.8 2.1 2.2
Unemployment rate’ (level) 7.7 6.5 6.0 5.9
The Netherlands

GDP 3.6 3.7 2.4 2.4
Consumer price 2.2 2.0 1.7 1.9
Unemployment rate’ (level) 55 4.1 4.2 4.4
Memorandum items:

GDP trading partners 2.7 2.4 1.6 2.1
CPI trading partners 1.7 1.3 1.2 1.6
ECU interest rate 4.2 4.2 3.0 34

! Per cent of labour force.

Exclusive interest rates.
Sources: Consensus forecasts. Unemployment rates for Sweden, Denmark and
The Netherlands and from OECD.
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GDP-growth forecasts for Norway’s main trading
partners for 1997 - 2000 given on different dates
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1998 and expectations of slower growth in economic acti-
vity in the period ahead prompted the Federal Reserve to
lower interest rates several times last autumn. In view of
the brisk growth in GDP at the end of 1998, further interest
rate cuts are not likely in the near term. The forecasts indi-
cate a GDP growth in 1999 which is close to trend growth,
i.e. a little less than 2.5 per cent.

The economic situation in Japan worsened substantially in
1998. GDP growth slowed through 1997 and 1998, and
preliminary estimates indicate that Japan’s GDP contrac-
ted by a good 2 per cent (annual rate) in 1998. The econo-
mic problems among some of Japan’s Asian trading part-
ners have had an adverse impact on both exports and finan-
cial institutions. Domestic demand has also moved on a
sluggish trend despite the increase in households’ real
after-tax income and a decline in interest rates (particularly
long-term). This must probably be seen in connection with
the problems in the banking sector and the weak trend in
the labour market. In an attempt to restore confidence in
the financial system, the authorities have supplied consider-
able liquidity to financial institutions. The recession has

6

also contributed to a substantial rise in unemployment, which
towards the end of 1998 stood at about 4.5 per cent. Employ-
ment, particularly in manufacturing, has declined consider-
ably, and the ratio of vacancies to job-seekers has fallen to its
lowest level since the index was established 1963.

Developments in the period ahead will partly depend on
the effects of the large fiscal stimulus packages launched
through 1998. Previously announced measures have only
been implemented in part and temporary tax cuts seem to
be having little effect on demand, probably because market
participants know that they will later be countered by a
tightening of policy. With money market rates close to
zero, there is little scope for further monetary policy stimu-
lus. In addition, the appreciation of the yen over the past
few months may contribute to making Japanese products
less competitive in relation to foreign competitors, thereby
curbing growth further in the period ahead. In other words,
there is little prospect of a positive turnaround in the
Japanese economy, and the forecasts point to a continued
decline in GDP this year. Consumer prices are expected to
fall in 1999 after rising by per cent from 1997 to 1998.

Economic activity in EU countries increased by an estima-
ted 2.8 per cent last year, or approximately the same as in
1997. Several factors point to slightly lower growth this
year. The reverberations of the Asian crisis and the outlook
for slightly lower growth in the US indicate a relatively
weak external growth impetus this year. Confidence indica-
tors in Germany and France show that firms have become
more pessimistic about future prospects. At the same time,
it appears that the decline in interest rates so far has not
fully compensated for the tight fiscal policy that was con-
ducted in the period up to the establishment of EMU.
While the level of activity in Italy may show slightly stron-
ger growth this year than in 1998, GDP growth in Germa-
ny and France is likely to edge down. The UK, which has
experienced a sustained period of expansion, is now set to
record markedly weaker growth in 1999 than in 1998.
Denmark, the Netherlands and Sweden, which account for
a relatively high share of Norwegian exports, will probably
also record lower GDP growth in 1999 than last year.

Consumer price inflation has slowed year after year in the
EU area over the past eight years, and was reduced to 1 per
cent last year. In Germany, France and Sweden, inflation is
now clearly below this average. Developments in consum-
er prices must be viewed in connection with the slower rise
in import prices in many countries as a result of the Asian
crisis and the fall in crude oil prices. In addition, the
domestic inflationary impetus is fairly weak. Despite a
slight decline, the unemployment rate remains at a high
level and wage growth is moderate in most EU countries.
Against this background, consumer price inflation is expec-
ted to remain subdued both in 1999 and next year.

On 1 January 1999, 11 EU countries joined European
Monetary Union (see separate box). This means that these
countries will have the same interest rate level, controlled
by the European Central Bank (ECB). In preparation for
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EMU a number of euro countries lowered their interest ra-
tes considerably through 1998. Since the beginning of the
year the common interest rate in EMU has been about 3
per cent, i.e. slightly below the German level at the end of
last year. The European Central Bank has announced that
the objective of monetary policy will be to keep inflation
(measured by the harmonized index of consumer prices) at
below 2 per cent. With the prospect of price growth well
below this in 1999, a further cut in the euro rate cannot be
ruled out.

Recent years’ endeavours to qualify for participation in
EMU have left a clear mark on economic developments in
continental EU countries. The 11 members of EMU recor-
ded an average general government budget deficit equiva-
lent to nearly 5 per cent of GDP in the period 1991-1995.
In 1997, the deficit was reduced to about 2 per cent of
GDP, and this figure was probably further reduced in
1998. With EMU in place, the economic and political moti-
ves for further fiscal tightening are somewhat reduced, but
not eliminated. Several countries are now planning to
maintain a relatively tight fiscal stance, and it is not likely
that the general government sector in euro countries will
generate a strong growth impetus in the period ahead.

Developments in the oil market

The spot price of Brent Blend averaged a little less than
$13 a barrel in 1998, compared with about $19 in 1997.
The oil price fell from a level of $20 in November 1997 to
around $11 a barrel in mid-June 1998.

There are several reasons for the sharp decline in the oil
price. First, OPEC increased its quotas in November 1997.
Furthermore, Iraq concluded a new and expanded agree-
ment with the UN, entailing that Iraq increased its exports
under the oil-for-food agreement by a little more than 1
million b/d in 1998. In addition, demand in Asia was redu-
ced as a result of the substantial economic problems in the
region, while a mild winter in 1997-1998 contributed to
low demand for heating oil in the OECD area. This resul-
ted in an increase in oil stocks of as much as 2.3 million
b/d during the first six months of 1998.

OPEC decided to reduce oil production by altogether 2.6
million b/d in March and June 1998. However, because the
cartel had previously raised quotas and the production cuts
did not include Iraq, OPEC’s production was actually 0.8
million barrels higher per day in 1998 than in the previous
year. Even though Norway, Mexico, Russia and a few
other non-OPEC countries decided to reduce production
by 450 000 b/d, the rise in production in OPEC countries
and the sizeable oil stocks entailed that these production
cuts had little effect on the oil price.

Oil prices drifted up to $15 in September 1998, but this
was ascribable to temporary factors such as high demand
for petrol in the US and a halt in production in Nigeria,
Colombia and the Gulf of Mexico. The spot price was
about $11 a barrel at the end of January 1999.

Spot price, Brent Blend. 1994-1999
Dollar per barrel
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With effect from 1 January 1999, eleven European curren-
cies were replaced by the euro. The French franc, Deutsche
mark, ltalian lira, etc. are now various denominations of the
euro, with a conversion rate that is now permanently locked
in. This last phase in the preparations for the EU’s monetary
union will be completed when the euro has replaced exis-
ting national currencies in all respects in the year 2002.

In economic terms, the euro area is comparable to the US,
i.e. the size of the labour force, the value of total produc-
tion, trade as a share of GDP, etc. are of comparable magni-
tude. The establishment of EMU has thereby given us a

new, large currency area, and the US dollar may experience
increased competition as an international reserve and invest-
ment currency. This may at first have consequences for inter-
est and exchange rates and in turn for production and trade.

It is likely that the capital market for securities denominated
in euros will be efficient and liquid. This means that the
spread between bid and offer prices for the various securi-
ties will be marginal, and that those who want to trade
swiftly and safely will find a counterparty. In such an event
the euro market may become just as attractive as the dollar
market, and more attractive than the market for those cur-
rencies being replaced by the euro. This entails that mana-
gers of substantial financial assets may want to shift their
dollar assets to euro assets.

Total outstanding financial claims, however, change slowly
over time. Changes in the desired composition of global

Will the introduction of the euro lead to an improved global balance?

securities portfolios may thus only be satisfied through a
change in the prices of financial variables, such as exchange
rates and share prices. It may thus be said that the desired
volume of securities must at any given time be equal to the
given volume. If market participants attempt to sell off US
government securities because they perceive their holdings
as too high, prices for such securities will fall and the inter-
est rate will immediately rise. If attempts are made to re-
place US securities with claims denominated in e.g. the
euro, the US dollar will also depreciate against the euro.

A shift in the composition of international investors’ port-
folios, as indicated above, will have real economic conse-
quences both for the US and for the rest of the world. The
US has an annual trade deficit of close to $300 billion, equi
valent to two years’ GDP for Norway. Compared with the
situation in the 1980s, the private sector now saves less
than it invests, while previously it was the public sector
which had financial imbalances. Higher interest rates will
probably stimulate higher household saving in the US. The
household saving ratio in 1999 is likely to be close to zero.
Higher interest rates will also contribute to curbing fixed in-
vestment in the private sector. The combination of higher
saving and lower investment means that the current acco-
unt deficit will be reduced. A slightly weaker dollar, which
will improve the competitive position of US enterprises, will
have the same effect. Changes in behaviour, as indicated,
may thereby contribute to reducing the imbalance in trade
between the US and other countries.

If some parts of the world continue to experience a relative-
ly cold winter, stocks may be reduced by about 1 million
b/d in the six-month period to end-March 1999. This reduc-
tion in stocks, however, only corresponds to about half the
increase in stocks which took place through the first half of
1998.

The IEA projects that total world oil demand will increase
by 1.1 million b/d in 1999 compared with 1998. North
America is expected to account for most of this increase,
while it is assumed that the economic problems in Asia do
not worsen and thereby reduce demand further. In contrast
to recent years, only a marginal increase in production in
non-OPEC countries is expected in 1999, primarily in the
North Sea and Latin America. The low oil price, which has
prevailed for almost one year, entails that fewer new pro-
jects are profitable and initiated. If OPEC extends its cuts
through the last half of 1999 and continues to fulfil about
80 per cent of the approved reductions, global production
may remain approximately constant this year. This
development is contingent on Iraq maintaining its current
level of exports. In such an event, this will mean that oil
stocks, which were increased by 1 million b/d in 1998, will
not increase further in 1999. It is possible, however, that
both global demand and production in non-OPEC countri-
es will be lower than the level now projected by the IEA.
In its publications, the IEA has for some time scaled back
its forecasts for both oil demand and non-OPEC produc-
tion. A reduction of the same magnitude in these two varia-
bles will result in stable stocks.

The low oil price has resulted in a considerable reduction in
revenues in a number of OPEC countries. One reason that
production has nevertheless not been reduced by a greater
margin may be that some member countries now perceive
this as an opportunity to increase their market share in the
long term, at the expense of high-cost countries outside the
cartel. In any case, it appears that the oil price will remain low
throughout 1999 if OPEC does not adopt new and extensive
production cuts. OPEC’s first ordinary ministerial meeting
will take place on 23 March in Vienna.

Commodity prices

Commodity prices, excluding energy, peaked in May 1997
and by autumn 1998 had fallen by about 25 per cent. The dec-
line must be viewed in connection with the Asian crisis and
its spread to other regions, resulting in reduced demand for
commodities in the global market. Prices for food and bevera-
ges and metals showed the steepest drop, falling by around 30
per cent, while prices for agricultural raw materials plumme-
ted by 20 per cent in the same period. Timber prices also mo-
ved on a weak trend through 1998, probably as a result of the
sluggish construction market in Western Europe, particularly
in Germany. Developments in the period ahead will partly de-
pend on to what extent the reduction in interest rates will off-
set the negative demand impetus from the housing market in
a number of countries. In its October 1998 report, the AIECE
projected that commodity prices would level off and gradual-
ly rebound in 1999. This estimate is based on the assumption
that GDP growth in the OECD area will remain approximate-
ly unchanged from 1998 to 1999, an assumption which
now seems optimistic.
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Norwegian economy

Developments in 1998

According to preliminary national accounts figures, main-
land GDP expanded by a little less than 3 per cent last
year. 1998 was thus the sixth consecutive year of expan-
sion in the mainland economy. Employment rose by

52 000 in 1998, with nearly 71 per cent of the population
in the age group 16-74 years gainfully employed. Unem-
ployment was reduced to 3.2 per cent of the labour force, a
good half a percentage point above the level at the cyclical
peak in the mid-1980s.

Growing imbalances in the labour market during the past
few years have contributed to strong competition for
labour and accelerating wage growth. Preliminary figures
show a rise in wages per normal man-year of 6.3 per cent
last year. With a rise in consumer prices of 2.3 per cent,
this means that real wages increased by 4 per cent. As a re-
sult of the decline in the oil price from NKr 136 a barrel as
an average for 1997 to a good NKr 96 in 1998, the current
account showed a deficit for the first time in the 1990s.

Over the past six years of expansion, mainland GDP has
risen by about 3.5 per cent a year. This is about one per-
centage point higher than the average of the previous 25
years, and approximately on a par with growth during the
cyclical upturn in the mid-1980s. The upturn has been
more broadly based than during the previous period of
expansion, with persistently strong growth impulses from
household consumption, private mainland investment and
traditional merchandise exports. In the past two-three
years, general government demand, but especially petro-
leum investment, have made a considerable contribution to
total demand growth.

Developments through 1998, however, indicate that Nor-
way has now passed a cyclical peak. Traditional merchan-
dise exports showed far slower growth than earlier, and
mainland investment has exhibited a falling trend since the
beginning of 1998. Household consumption also declined
towards the end of last year, probably as a result of the pro-
nounced rise in interest rates in the third quarter. There
were also some signs of a levelling off in employment and
stabilization of unemployment, while the percentage of
manufacturing enterprises reporting that output was being
limited by the supply of labour appeared to be declining.

Monetary policy generally had an expansionary effect in
the period from the beginning of 1993 until the end of the
first quarter of 1998. In order to counteract growing depre-
ciation pressures on the Norwegian krone, Norges Bank
doubled its key rates for banks between the end of March
and mid-August 1998. This orientation of monetary policy
thereby contributed to curbing growth in the Norwegian
economy. Money market rates rose to a level which was
nearly 4 percentage points higher than corresponding ECU

rates, and financial institutions’ lending and deposit rates
shadowed movements in the money market rate with a
slight lag. The average lending rate in private financial
institutions rose from about 6 per cent to nearly 9.5 per
cent between the second and third quarter of 1998, and this
level was maintained until the end of the year. This interest
rate level will, with price inflation in the range 2.5-3 per
cent, result in a real after-tax interest rate of about 3.5-4
per cent, i.e. about the same as in the period 1994-1996,
but double the level in 1997 and first half of 1998.

The sharp increase in Norges Bank’s key rates has not yet
been sufficient to bring the krone exchange rate back to its
initial range as defined in the Exchange Rate Regulation.
However, from a very weak level at the beginning of the
year, the krone appreciated slightly against the ECU/euro
through January, without substantial interventions by
Norges Bank. Against this background and the generally
weaker growth prospects for the Norwegian economy.
Norges Bank reduced its key rates by half a percentage
point on 28 January this year. Money market rates fell to
just above 7 per cent, resulting in an interest rate differen-
tial against the euro of about 4 percentage points.

The fall in oil prices has been cited as an important factor
behind the depreciation pressure on the Norwegian krone
last year. From a level of nearly $18 a barrel in the fourth
quarter of 1997, the spot price of Brent Blend fell to about
$14 in the first quarter of 1998, declining further to $11 as
an average for the fourth quarter. For 1998 as a whole, the
price was about $13, in real terms the lowest level for 25
years, and more than 30 per cent below the level in 1997
and 1996. Combined with falling exports of crude and
natural gas through 1998, the decline in crude oil prices
contributed to a sharp deterioration in the current-account
balance, from a surplus of nearly NKr 57 billion in 1997 to
a deficit of close to NKr 9 billion last year.

The exchange rate may also have been influenced by the
relatively sharp rise in labour costs over the past few years
because, in isolation, this contributes to a deterioration in
Norwegian producers’ cost competitiveness and thereby
lower current-account surpluses than would otherwise
have been the case. While hourly wage costs generally
rose at a slower place in Norwegian manufacturing than
among trading partners in the period 1989-1994, the situa-
tion in recent years has been the reverse. In 1998, the
difference appears to have been close to 2 per cent.

In contrast to monetary policy, fiscal policy has to some
extent contributed to curbing growth in the economy the
past few years. According to the Ministry of Finance’s
fiscal policy indicator, however, the tightening effect has
been steadily reduced during the upturn. The pattern is re-
flected in changes in general government consumption,
which during the first three years of the upturn expanded at

9
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Macroeconomic indicators. 1997-1998
Growth from previous period unless otherwise noted. Per cent

Seasonally adjusted

1997 1998 98.1 98.2 98.3 98.4
Demand and output
Consumption in households and non-profit
organizations 34 3.2 0.2 1.5 0.9 -1.5
General government consumption 3.0 2.8 0.9 0.3 0.6 04
Gross fixed investment 12.6 6.6 1.1 0.9 1.8 -0.8
- mainland Norway 9.7 2.0 -1.6 -0.3 -1.8 0.9
- petroleum activities' 15.5 223 -0.0 18.4 5.3 5.4
Final domestic demand from mainland Norway? 4.5 2.9 -0.0 0.9 0.3 -0.6
Exports 5.8 0.5 24 -2.5 -2.5 1.2
- crude oil and natural gas 2.3 -3.2 -0.7 -1.6 -7.8 5.0
- traditional goods 8.0 3.7 3.6 -4.3 2.7 0.9
Imports 12.3 6.9 4.0 -2.2 0.5 2.0
- traditional goods 8.6 9.5 1.8 1.0 0.4 1.7
Gross domestic product 34 2.0 -0.3 0.4 -0.0 0.2
- mainland Norway 3.7 2.9 -0.2 1.0 0.6 -0.2
Labour market®
Man-hours worked 2.3 24 0.4 0.3 -0.9 1.2
Employed persons 2.9 2.3 1.0 0.0 0.5 0.2
Labour force 2.4 1.4 0.6 0.0 0.2 0.2
Unemployment rate, level* 4.1 3.2 3.4 34 3.1 3.1
Prices
Consumer price index’ 2.6 23 2.1 2.2 2.3 2.3
Export prices, traditional goods 0.5 0.7 -0.6 -0.3 -0.4 -1.3
Import prices, traditional goods -1.1 1.3 0.5 0.8 0.2 -1.2
Balance of payment
Current balance, bill. NKr 56.8 -8.7 7.7 0.1 -5.1 -11.5
Memorandum items (unadjusted, level)
Money market rate (3 month NIBOR) 3.6 5.7 3.8 4.4 6.5 7.9
Average borrowing rate® 6.0 7.1 6.0 6.1 7.6 9.0
Crude oil price NKr” 135.6 96.3 106.5 100.0 95.2 84.1
Importweighted krone exchange rate 100.3 104.8 102.8 103.4 105.2 107.6
Norges Bank's ECU-index 100.3 105.9 102.5 103.5 106.7 110.3

! Figures for petroleum activities now covers the sectors oil and gas exctraction proper, transport via pipelines and service activities incidental to oil and gas extraction.
2 Consumption in households and non-profit organizations + general government consumption + gross fixed capital formation in mainland Norway.
3 Figures for 1996 and 1997 are from the national accounts. The quarterly figures are from Statistics Norway's Labour force survey (LFS), since the new quarterly national

account series for employment are too short for seasonal adjustment.
4 According to Statistics Norway's labour force survey (LFS).
5 Percentage change from previous year.
6 Households’ borrowing rate in private financial institutions.
7 Average spot price. Brent Blend.
Sources: Statistics Norway and Norges Bank.

a markedly slower rate than mainland GDP, but which
only expanded by about half a percentage point less as an
average for the years 1996-1997. Last year the difference
was even less, but general government investment increa-
sed far more slowly in 1998 than in 1997 when investment
related to the primary school reform resulted in a sharp rise
in this demand component.

As aresult of the cyclical turnaround in 1993 and vigorous
growth in the central government’s net cash flow from pe-
troleum activities, general government net lending rose
from a negative NKr 12 billion in 1993 to NKr 79 billion

in 1997. Net lending in 1998 is estimated at nearly NKr 50
billion, equivalent to 4.5 per cent of GDP. The decline in
net lending compared with the level the previous year is
ascribable to a reduction of about NKr 35 billion in the cen-
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tral government’s net cash flow from petroleum activities,
partly as a result of higher investment expenditure for the
central government, but primarily due to the sharp fall in
oil prices.

The central government’s non-oil deficit is provisionally
estimated at NKr 17 billion, NKr 3 billion less than in
1997 and an improvement of as much as NKr 55 billion
compared with the record deficit in 1993. Measured at con-
stant 1998-prices, the central government’s non-oil deficit
has averaged about NKr 35 billion the last 20 years. By
way of comparison, the central government’s share of per-
manent income from petroleum activities was estimated at
about NKr 70 billion in the National Budget for 1999. This
estimate is based on the assumption that oil prices rise to
NKr 120 a barrel in 2001.
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Household consumption continued to generate a consider-
able impetus to growth in total demand in 1998. However,
this demand component exhibited a noticeably weaker
trend towards the end of last year. Car purchases, in parti-
cular, declined markedly, but purchases of furniture and
other consumer durables also fell towards the end of 1998.
It is natural to view this development in connection with
the rise in interest rates, which makes it considerably more
expensive to debt-finance purchases of cars and other con-
sumer durables.

In isolation, the rise in interest rates contributes to redu-
cing the growth in household real disposable income be-
cause Norwegian households as a whole have far higher
debt than financial assets with a floating interest rate. How-
ever, as a result of the very sharp rise in wages and employ-
ment and higher transfers to social security recipients and
families with small children, the growth in household real
disposable income was just as high in 1998 as in 1997,
close to 4 per cent. The household saving ratio increased
by about half a percentage point, i.e. almost to the level at
the start of the recovery in 1993.

The increase in interest rates in the second half of 1998
also appears to have curbed the rise in house prices. For
1998 as a whole, however, the rise in house prices was ap-
proximately on a par with the level in the previous three
years. Despite the rise in house prices, housing investment
declined from 1997 to 1998. This may have been influen-
ced by delays in municipal processing of applications
following the introduction of the new Planning and
Building Act.

The sharp rise in house prices from the trough in early
1993 has substantially improved the household sector’s
ability to furnish collateral for loans. According to figures
from Norges Bank, household liabilities only rose in real
terms by 2 per cent from 1992 to 1996, whereas real
disposable income grew by more than 14 per cent in the
same period. In 1997, however, household liabilities in-
creased at about the same pace as income, and the same ap-
pears to be the case in 1998. Towards the end of last year,
it appeared that there was some levelling off in debt levels.
Household net lending is estimated at NKr 25 billion in
1998, slightly higher than the estimates for the previous
two years. The sharp drop in equity prices in 1998 may
nevertheless have contributed to a slight reduction in
household net financial assets at the end of 1998 compared
with one year earlier, after having risen continuously over
the previous 9 years. This notwithstanding, the household
sector’s financial position is on average far more favour-
able than at the end of the cyclical upturn in the 1980s.

In the four-year period 1994-1997, mainland fixed invest-
ment made an annual contribution to growth in total
demand equivalent to about 2 per cent of mainland GDP.
This investment component, however, showed a seasonal-
ly adjusted decline throughout most of 1998, and growth
on an annual basis appears to have been fairly moderate.
Investment in manufacturing industry and other goods-pro-
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ducing industries pushed up the growth rate, while the
opposite was the case for investment in private service
industries. In spite of the substantial rise in mainland in-
vestment in the years 1994-1997, this demand component
now accounts for a far smaller share of mainland GDP
than in the period up to the mid-1980s, which was charac-
terized by low real interest rates and credit rationing. Even
though the authorities called for postponing some field
development projects from 1998 until after 1 July this
year, petroleum investment made a substantial contribution
to growth in total demand in 1998, as was the case in 1997.

Traditional merchandise exports expanded by 3.7 per cent
in 1998 after showing an average annual growth of around
8.5 per cent over the previous four years. While exports to
the EU and the US continued to increase at about the same
pace as in 1997, exports to other markets declined after
expanding very sharply the previous two years. It now ap-
pears that Norwegian exporters lost market shares in 1998
following four years in which traditional merchandise ex-
ports showed an average annual increase that was 2.5 per-
centage points higher than merchandise imports among our
main trading partners. It is natural to view this in connec-
tion with the rise in relative hourly wage costs the past few
years.

Prices for traditional merchandise exports rose by a good
half a percentage point last year, about the same as in
1997. Measured in Norwegian kroner, prices for this com-
ponent of Norwegian exports were thus back to the level in
1995. Two factors help to explain why the sharp fall in pri-
ces for metals and industrial raw materials has so far not
been visible in the average export price: prices for some
Norwegian products are agreed for a certain period and
thereby shadow international market prices with a lag, and
the export-weighted krone exchange rate weakened by 5
per cent from 1997 to 1998.

The volume of both oil and gas production and exports dec-
lined from 1997 to 1998. The weak trend was partly rela-
ted to delays in the completion of several development pro-
jects on the continental shelf, but must also be viewed in
connection with the production limitations implemented
from May of last year.

Growth in the volume of traditional merchandise imports
slowed considerably through 1998, but due to sharp
growth through 1997 this import component still showed
an annual rise that was approximately on a par with the
average of the previous three years. Prices for traditional
merchandise imports have shown little change during the
last three to four years, with prices rising by a good 1 per
cent from 1997 to 1998. Even when we exclude imports of
refined oil products and metals, which declined sharply,
the rise in import prices was less than the depreciation of
the import-weighted krone exchange rate. This may be be-
cause this exchange rate index underestimates the impor-
tance of imports from Asian countries with currencies that
have depreciated sharply against the Norwegian krone, but
may also reflect price adjustments by foreign producers in
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step with changes in exchange rates in order to avoid
losing market shares on their export markets.

Developments in manufacturing industry help to explain
why mainland GDP growth measured at constant prices
was slightly lower in 1998 compared with the previous
year. Value added in this industry rose at a far slower pace
than in the previous five years. The growth in value added
in private service industries, on the other hand, remained
high. Value added in the petroleum sector showed a decli-
ne for the first time in 18 years. If the last six years are con-
sidered as a whole, however, value added in petroleum
activities has risen at a substantially faster pace than value
added in mainland Norway, while goods and service indu-
stries in the mainland economy have moved on fairly paral-
lel trend. By way of comparison, the growth in private ser-
vice industries was considerably stronger than the growth
in goods-producing industries during the cyclical upturn in
the mid-1980s.

Employment growth has been considerable the last few
years. In 1998, the number employed grew by 2.3 per cent
after expanding by 2.9 per cent the previous year. From
1992 to 1996 employment increased by 240 000, equiva-
lent to an average annual growth of nearly 2 per cent. This
is a slightly higher average growth than during the upturn
in 1983-1987. As during the upturn in the mid-1980s, the
growth in employment in private service industries has
been particularly high. Unlike the previous upturn, how-
ever, manufacturing employment has also risen sharply,
while the growth in public sector employment has been
more on a par with the average for the economy as a
whole. In 1998, nearly 71 per cent of the population in the
age group 16-74 years was gainfully employed. This is the
highest employment rate that has ever been registered in
Norway, and is also very high by international standards.

The bulk of the employment growth in the last five years
has its counterpart in an expansion of the labour force, part-
ly as a result of a growth in the working-age population
and partly as a result of a sharp rise in participation rates,
particularly for women. This was particularly in evidence
in the period to end-1997. As a result, the unemployment
rate only fell by a good half a percentage point a year,
from 6.5 per cent of the labour force in 1992-1993 (adjus-
ted for the revision to Statistics Norway’s Labour Force
Survey (LES) in 1996) to 4.1 per cent in 1997. The sharp
growth in the labour force tapered off during 1998, and
unemployment declined by 0.9 percentage point, to 3.2 per
cent, from 1997 to 1998.

Seasonally adjusted and smoothed monthly figures from
the LFS indicate slower growth in employment through
1998, and a certain levelling off in unemployment. The lat-
ter trend is also reflected in changes in the Directorate of
Labour’s figures for registered unemployed and persons
participating in ordinary labour market programmes up to
the end of January this year. The number of vacancies has
also moved on a slight downward trend over the last five
months, while the rise in number of persons laid off in

December and January appears to have been higher than
normal for this time of year.

The decline in unemployment the past few years and
bottlenecks in the labour market have contributed to accele-
rating wage growth. Preliminary figures show a growth in
wages per normal man-year of 6.3 per cent in 1998, or
more than one and a half percentage points higher than the
results for 1996 and 1997. Real wages increased by 4 per
cent last year, the strongest rise in 20 years. For the last six
years as a whole, real wages have risen by 2.2 per cent a
year, considerably more than the average during the cycli-
cal upturn in 1983-1987. While real wages probably grew
at a slower pace than productivity in the mainland econo-
my during the first three years of the upturn which is now
coming to an end, it appears that real wages increased
considerably faster the last three years. This may partly be
ascribed to high profits in parts of the business sector in
1995, which contributed to relatively high wage growth in
1996. Another factor may be that it takes time before the
entire wage effect of a tighter labour market is exhausted,
and that the wage effect of a further tightening is greater
the lower unemployment is at the start.

Wage growth the past few years has so far not had a strong
impact in the form of accelerating price inflation. For 1998
as a whole, the consumer price index rose by 2.3 per cent
after increasing by 2.6 per cent the previous year. The con-
tribution to price inflation from changes in indirect taxes
can be estimated at 0.5 percentage point in 1997 and a litt-
le less in 1998. In the past two years, however, the consu-
mer price index has been heavily influenced by changes in
electricity and petrol prices. When these two categories are
excluded, price inflation showed a slight rising tendency
through the second half of 1997 and first three quarters of
1998. The rise can primarily be ascribed to changes in pri-
ces for Norwegian-produced goods (excluding energy) and
for services (excluding rent).

In the last six years consumer prices have risen by an aver-
age 2.1 per cent a year. This is on a par with the average
for Norway’s main trading partners in the same period, and
close to half a percentage point lower than average price in-
flation in the ECU area. Both in 1997 and 1998, however,
price inflation was about 1 percentage point higher than

the average for our main trading partners.

As noted, the deterioration in the balance of payments,
from a current-account surplus of nearly NKr 57 billion in
1997 to a deficit of nearly NKr 9 billion in 1998 must be
seen in connection with the sharp fall in oil prices. About
two thirds of the decline in the current-account surplus
from 1997 to 1998 is ascribable to the reduced value of
crude oil and natural gas exports, while the balance of
goods and services deteriorated by a good NKr 23 billion.
The deficit on the interest and transfers balance fell by
about NKr 1 billion, primarily as a result of a pronounced
rise in net interest income from abroad and reflecting the
accumulation of net foreign assets through 1997. Move-
ments in exchange rates contributed to a slight rise in
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Main economic indicators 1997-2000. Accounts and forecasts

Percentage change from previous year unless otherwise noted

1999 2000
Accounts _—
1998 SN MoF NB SN NB
Demand and output
Consumption in households and non-profit organizations 3.2 1.4 2.7 13/4 2.0 11/4
General government consumption 2.8 0.7 1.1 1 1.9 21/4
Gross fixed investement 6.6 -11.4 -6.6 -91/2 -6.4 -8
- petroleum activities 22.3 -17.7 -12.5 -15 -18.3 -15
- mainland Norway 2.0 -9.6 -4.9 -8 -2.5 -53/4
- firms 4.1 -11.9 -7.5 -8 3/4 -5.0 -91/2
- housing -0.7 -7.7 3.8 -10.0 3.9 -11/2
- general government -2.1 -3.6 -3.8 -33/4 0.0 2
Demand from mainland Norway" 2.9 -0.9 . -1/4 1.3 1/4
Stockbuilding? 0.6 0.0 0.2 " 0.0 .
Exports 0.5 5.2 6.6 41/2 6.9 5172
- crude oil and natural gas -3.2 8.3 10.5 6 1/2 13.9 9 1/4
- traditional goods 3.7 3.9 4.7 21/4 3.0 33/4
Imports 6.9 -2.5 0.5 -2 1/4 0.2 13/4
- traditional goods 9.5 -2.0 1.6 -2 -0.2 3
Gross domestic product 2.0 1.1 2.6 11/4 2.8 1
- mainland Norway 2.9 0.0 1.3 1/2 1.3 -1/4
Labour market
Employed persons 2.3 -0.4 0.7 1/2 0.4 -1/2
Unemployment rate (level) 3.2 3.8 3.2 31/2 3.9 41/2
Prices and wages
Wages per standard man-year 6.3 53 5 6 4 41/4
Consumer price index 2.3 2.6 31/4 2172 2.7 21/4
Export prices, traditional goods 0.7 0.2 1.9 3/4 2.9 2
Import prices, traditional goods 1.3 -0.1 1.9 1/2 0.9 1/4
Real price, dwellings 7.6 0.5 . . 1.9
Balance of payment
Current balance (bill. NKr) -8.7 14.4 32.5 17 65.9 35
Current balance (per cent of GDP) 0.8 1.3 2.8 1172 5.5 3
Memorandum items:
Household savings ratio 6.8 6.0 7.0 7172 6.6 8
Money market rate (level) 5.7 5.8 . . 4.5
Average borrowing rate (level)? 7.1 8.3 . . 6.7 .
Crude oil price NKr (level)* 96 87 110 90 101 91
International market growth 6.8 5.0 .. . 5.5
Importweighted krone exchange rate® 4.5 25 1.58 . -1.0

'Consumption in households and non-prifit organizations + general government + gross fixed capital formation in mainland Norway.

2 Change in stockbuilding. Per cent of GDP.

3 Households' borrowing rate in private financial institutions.
4 Average, Norwegian oil production.

5 Increasing index implies depreciation.

6 Effective exchange rate, manufacturing.

Sources: Statistics Norway (SN), Ministry of Finance, Nasjonalbudsjettet 1999 (MoF), Norges Bank, Penger og kreditt 1998/4 (NB).

Norway’s net foreign assets again in 1998 in spite of the
current-account deficit.

Outlook for 1999 and 2000

It now appears that the economy passed a turning point to-
wards the end of 1998 and domestic demand is projected
to contract from 1998 to 1999. A turnaround in invest-
ment, in particular, will contribute to the decline. High
interest rates and a somewhat tighter fiscal policy will also
contribute to lower domestic demand. The estimates for
the international economy imply weak economic growth
among Norway’s main trading partners, pointing to mode-
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rate growth in traditional merchandise exports in the pe-
riod ahead. All in all, the present conditions will result in
appreciably lower output and employment growth and lead
to higher unemployment. Along with high wage growth,
the depreciation of the krone will contribute to slightly hig-
her price inflation in the period ahead, while increases in
indirect taxes will generate a far lower inflationary impetus
in 1999 than in 1998. Real wage growth will remain high,
largely as a result of a high wage carry-over into 1999.
Even though lower domestic demand will curb imports and
contribute to improving the balance of payments position
in 1999, low oil prices entail that the current-account balan-
ce is unlikely to show a large surplus before 2000.
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Uncertain international prospects

Most forecasters expect an international cyclical downturn
in 1999. Developments in Asia are one reason, but a more
important factor is the likelihood that the growth rate in the
US and the UK will slow substantially, partly for domestic
reasons. Preliminary estimates for GDP in the fourth quar-
ter of 1998 indicate, however, that so far no turnaround has
occurred in the US. In Japan, the Government has presen-
ted a crisis package which may prevent a further fall in out-
put, but pessimism continues to dominate. It is uncertain to
what extent the measures in Japan will be able to resolve
the crisis in the country’s banking system. The Japanese
financial system, which has experienced a virtually perma-
nent crisis throughout the 1990s, is considered an impor-
tant factor behind the country’s low growth. So far, EU
countries have not been severely affected by the inter-
national economic problems. As expected, the new Europe-
an Central Bank is conducting a cautious interest rate poli-
cy where it appears that it does want to actively stimulate
the economy. Lower international growth is now contri-
buting to a decline in the EU’s exports, and growth in the
EU is expected to slow down. GDP growth among Nor-
way’s trading partners is estimated at about 1.5 per cent in
1999. Next year growth is expected to increase, particular-
ly in Europe, while the recession in Japan is projected to
come to a halt. GDP growth in the US is expected to be
about the same as in 1999.

Inflation among Norway’s trading partners is now down to
a year-on-year rate of 1.0-1.5 per cent. The inflation rate
varies slightly between different countries. The inflation
rate is expected to edge up through 1999 and into 2000,
but remain below 2 per cent. A weak rise in commodity
prices, and not least oil prices, is an important factor be-
hind the low inflation rate in the OECD area. With weaker
demand growth in 1999, it is not likely that oil prices will
rise sharply in the period ahead. We have, however, assu-
med that the oil price, measured in dollars, will drift up to-
wards the end of 1999 and into 2000 as demand gradually
picks up and the supply of oil continues to be limited.

Against the background of sluggish economic growth and
continued low price inflation, a number of central banks
reduced their key rates towards the end of 1998. Interest
rates are expected to fall further in the US and the UK. In-
terest rates have fallen to about 3 per cent in euro countries
and it is unlikely that this interest rate will change substan-
tially in the period ahead, unless there is a major inter-
national recession.

Interest and exchange rates in Norway

In recent months the money market rate in Norway was
fairly stable at about 8 per cent before declining to a good
7 per cent in the last week of January, partly as a result of
Norges Bank’s reduction in its key rates. The import-
weighted exchange rate has fluctuated considerably since
September 1998 and was at its weakest level in December.
The krone appreciated slightly in January.

Interest rate and inflation differential between NKr,
and the ECU/EURO. 1991-2000
Projections for 1999-2000 :
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Gross domestic product
Percentage growth
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As the high growth in domestic demand is gradually redu-
ced which contributes to lower growth or even a decline in
imports, the deficit on the current account in the second
half of 1998 may be reversed to a surplus, albeit small, in
1999. Slightly higher oil prices will have the same effect.
It is likely that exchange market participants now assume
that a turnaround has taken place in the Norwegian econo-
my. This also appears to have been one of the reasons for
Norges Bank’s decision to lower interest rates.

It is still assumed that the krone exchange rate will return
to the mid-point in the existing target interval against the
ECU/euro index in the course of the spring and that Nor-
ges Bank will continue to reduce interest rates. It is uncer-
tain, however, how quickly interest rates will fall. Accor-
ding to our projections, Norwegian money market rates
will decline through 1999, reaching 4.5 per cent at the
beginning of 2000. With a projected interest rate level of
about 3.5 per cent in the euro area, this will be approxim-
ately the same as the estimated inflation differential.

The US dollar and pound sterling are expected to depreci-
ate against the euro in the period ahead. Projected lower
economic growth and falling money market rates in these
two countries are important factors behind this assumption.
This influences the estimate for the import-weighted krone
exchange rate, which depreciated by about 4.5 per cent
from 1997 to 1998, but which is expected to appreciate in
the period ahead and return approximately to the 1996
level in the course of 1999. This is expected to feed
through to Norwegian import prices with a slight lag.

The underlying annual rise in prices for Norwegian impor-
ted goods, measured in foreign currency, can be estimated
at a little more than 0.5 per cent a year in 1997 and 1998
based on estimates for export prices from the OECD. For
1999, the OECD has estimated this rise in prices at about
zero, increasing to 1 per cent in 2000. As import prices for
traditional goods only rose by 1.3 per cent in 1998, it is
likely that at the beginning of 1999 there are considerable
latent import price pressures measured in Norwegian
kroner. A swift appreciation of the krone, as has been
assumed, is therefore necessary if substantial increases in
import prices are to be avoided in 1999 and our projection
of approximately unchanged import prices from 1998 to
1999 is to materialize. Since the import-weighted krone
exchange rate is assumed to be approximately the same in
2000 as in 1996, Norwegian import prices for traditional
goods are expected to shadow the increase in prices for
exports of goods from the OECD in the period as a whole.
This is estimated at 2.5 per cent by the OECD. The esti-
mate for import prices in Norwegian kroner has not been
changed to any noteworthy extent since the last quarterly
report. The effects of a sustained depreciation of the krone
exchange rate are estimated in a separate section below.

Moderate tightening of fiscal policy in 1999

The approved government budget for 1999 entails a tighte-
ning of fiscal policy in relation to 1998. The budget entails
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that indirect tax increases will make a smaller contribution
to price inflation in 1999 than in 1998 and that the volume
of public sector expenditure on goods and services for con-
sumption and investment will be approximately unchan-
ged. The estimates for 2000 are based on unchanged real
tax rates and public spending growth that is assumed to be
cyclically neutral.

Substantial decline in petroleum investment ahead

The growth in petroleum investment in 1998 is now estima-
ted at about 22 per cent. In 1998, this investment accoun-
ted for a fourth of total fixed investment and was double
the level of general government fixed investment. In 1999,
petroleum investment is expected to return to the level rec-
orded in 1997. Measured as a share of mainland GDP, this
decline in demand corresponds to 1.4 per cent.

Low oil prices and sizeable cost overruns for many pro-
jects have reduced profitability in petroleum activities con-
siderably during 1998. Against this background, there is
reason to assume that oil companies will reassess their
investment plans for 1999 and, not least, for subsequent
years. Continued low oil prices may prompt companies to
postpone investment projects, which may result in a con-
tinued sharp decline in investment in 2000. We have there-
fore assumed a further decline in petroleum investment
from 1999 to 2000.

Norwegian oil production exhibited a sluggish trend in
1998, partly due to approved production limitations, but
also as a result of delays in the start-up of new fields. Oil
production is expected to be higher in 1999 as capacity in-
creases. Gas production is also expected to rise, with
growth continuing into 2000, while oil production is then
expected to show little change.

Zero growth in the mainland economy in 1999?

According to preliminary national accounts figures, main-
land GDP expanded by a little less than 3 per cent in 1998,
while total GDP growth is estimated at 2 per cent. As in
the previous quarterly report, growth in the mainland eco-
nomy is expected to be substantially lower in 1999, and
perhaps close to zero. Growth will be reduced as a result of
a tighter fiscal policy and a weaker growth stimulus from
the international economy, but particularly as a result of
the fall in investment in petroleum activities and the main-
land economy. The increase in interest rates in the second
half of 1998 has contributed to reducing the growth in
household demand. Even though interest rates may now be
declining, interest rate movements through 1998 and 1999
will entail that consumption and housing investment will
grow at a slower pace in 1999 than in 1998.

Even though only parts of the mainland economy have so
far shown signs of a decline in investment, we project that
investment more generally will be the main factor behind
the cyclical downturn. A fall in general government invest-
ment, housing investment, manufacturing investment and,
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not least, petroleum investment will contribute to this.
Gross fixed investment is now projected to decline by
about 10 per cent in 1999, or approximately the same as
projected in our last report. For petroleum activities, manu-
facturing and the power supply sector, our projections are
generally in line with the companies’ own investment esti-
mates, but we have assumed a slightly smaller investment
decline in manufacturing than the level indicated by the
companies. Housing investment has already fallen through
1998, and figures on housing starts imply a further fall in
1999. As a result of the increase in interest rates, residen-
tial construction is not expected to show any increase until
the second half of this year. Housing investment may then
resume an upward trend in 2000. Investment in private ser-
vices is also projected to decline substantially in the period
ahead. The completion of a number of major projects will
contribute to this, but the decline will level off somewhat
through 2000 as the downturn in the economy is curbed
and production again increases.
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The investment projections for 2000 are more uncertain,
particularly for the petroleum sector. Low oil prices have
prompted oil companies to review their projects with the
aim of cutting costs and possibly postponing projects. The
longer oil prices remain low in 1999, the more projects
will be postponed and the more difficult it will be to avoid
a substantial decline in investment also in 2000. All in all,
however, investment is expected to decline by a much
smaller margin in 2000 than in 1999.

Household consumption expanded by a good 3 per cent in
1998, but showed clear signs of levelling off towards the
end of the year. Car sales have fallen noticeably in recent
months and retail sales were lower in the fourth quarter
than in the third quarter of 1998. According to preliminary
estimates, the household saving ratio increased by about
half a percentage point in 1998 to an historically high
level. Markedly lower growth in households’ real income
will curb consumption growth in 1999. High interest rates
will also contribute to reducing consumption growth next
year. Compared with our last report, the estimate for con-
sumption growth shows little change.

Traditional merchandise exports exhibited little growth
through 1998 and are showing clear signs of stagnation.
This was not unexpected in view of sluggish international
economic developments. The weak growth in traditional
exports is expected to continue through 1999. The depre-
ciation of the krone since the summer of 1998 has enhan-
ced competitiveness for export-oriented industries and is to
some extent offsetting the effect of relatively high wage
growth in Norway the last few years. However, an appre-
ciation of the krone, as we have assumed, will in isolation
contribute to a loss of market shares and reduced export
growth in the short and medium term.

Our projections for mainland GDP for 1999 show a slight
decline compared with preliminary estimates for 1998, but
in general it may be said that the estimates entail a “pause
in growth” for the mainland economy this year. Total GDP
is projected to expand by a good 1 per cent this year, based
on the assumption that oil and gas production will be hig-
her than in 1998. Growth in the mainland economy is ex-
pected to pick up again later in 2000, partly as a result of
the projected decline in interest rates through 1999 and the
assumption of a cyclically neutral fiscal policy in 2000.
International growth is also expected to be slightly higher
next year. All in all, this results in a turnaround, with hig-
her consumption growth, growth in housing investment

and a slightly smaller decline in other mainland investment.

As a result of the sharp fall in investment, the construction
industry in particular will notice the effects of the turn-
around in the Norwegian economy in 1999. This sector has
been one of the “winners” during the past upturn. A lower
growth in consumption, however, will also have a negative
impact on retail trade and other service industries. The pro-
jected sharp fall in petroleum investment will, in isolation,
contribute to reduced manufacturing production. The loss
of market shares may therefore be accompanied by a slight
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fall in manufacturing production in the period ahead,
following sustained growth through most of the 1990s.

Higher unemployment in 1999

Without the prospect of output growth in 1999, employ-
ment growth will come to a halt, and both man-hours
worked and the number employed may edge down this
year. With a weaker labour market, growth in the supply of
labour will also decline, while unemployment will proba-
bly start to rise as early as this winter. Experience shows
that a shift towards higher unemployment pushes up unem-
ployment more quickly than the decline recorded during a
boom. Our projections for 1999 thus entail that unemploy-
ment as an annual average will be higher than in 1998.

However, there is considerable uncertainty associated with
how much unemployment will increase. This is partly be-
cause the decline in production will have a severe impact
on the construction industry where the proportion of for-
eign labour has increased during the upturn. When the
downturn starts, it is conceivable that foreign workers are
the first to be dismissed so that the decline will have less
of an effect on observed unemployment in Norway. The in-
troduction of cash grants in 1998 to parents with small
children who are not in a daycare centre, and the expan-
sion of the scheme in 1999 may reduce the supply of
labour somewhat. In addition, the early retirement scheme
is being used by an increasing number of employees,
entailing that labour force participation for persons over
the age of 62 is falling. The quantified relationships for
labour force participation by sex and age only capture a
small part of such policy changes, entailing that the estima-
tes for the labour force, and therefore unemployment, are
particularly uncertain this year.

Continued relatively high price and wage inflation
ahead

Consumer price inflation was 2.3 per cent in 1998, i.e.
slightly lower than in 1997. Low electricity prices and
reduced price inflation internationally were important
reasons for the low rate of inflation in 1998. So far, there
have been few signs that the weak krone exchange rate has
fed through to consumer prices. An important factor here
is that the import-weighted exchange rate has not deprecia-
ted as much as the ECU/euro rate. Furthermore, high wage
growth in 1998 has so far not had much impact on con-
sumer price inflation, even though some prices for services
are now rising sharply. However, this is consistent with
previous experience which shows that it takes time before
higher costs feed through to consumer prices. Strong wage
growth in 1998 will therefore influence price inflation both
in 1999 and next year.

The government budget for 1999 entailed that excise
duties would be adjusted by expected inflation at the begin-
ning of this year. This means that the contribution to infla-
tion from indirect tax changes are reduced by about half a
percentage point compared with last year, which in isola-
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tion indicates that consumer price inflation should decline
in January 1999. Cost impulses, however, will gradually
feed through to price inflation, and it is unlikely that elec-
tricity prices will continue to fall. Hence consumer price
inflation may edge up through 1999. Consumer price infla-
tion is therefore projected at 2.6 per cent for 1999 as a
whole and about the same next year. This is again based on
the assumption that real indirect tax rates remain unchan-
ged. The price impetus from higher costs will gradually
decline, while the impetus from underlying price inflation
internationally will increase.

Wage growth in 1998 is estimated at 6.3 per cent. Wages
increased sharply through 1998, with a high carry-over
into 1999. It is assumed that higher unemployment and the
fact that the spring wage settlement is not a main settle-
ment, will contribute to a slightly lower wage growth than
in 1998. Wage growth in 1999 is now projected at 5.3 per
cent, a little higher than in the last quarterly report. All in
all, our projections entail that real wage growth will be
about 2.5 per cent in 1999. In 2000, a main settlement will
again take place, which in isolation will push up wage
growth. On the other hand, the labour market may gradual-
ly be less tight, a factor which will moderate wage growth.
The same also applies to projected, weaker profitability in
manufacturing industry, entailing that the scope for wage
increases will be reduced. All in all, this results in notice-
ably lower wage growth next year.

Current-account surplus despite low oil prices

As a result of low oil prices last autumn, it now appears
that Norway’s current-account balance will show a small
deficit in 1998. There is considerable uncertainty concer-
ning oil prices in the period ahead and the possibility that
oil prices will remain low in 1999 cannot be ruled out.
However, we project a slight rise in oil prices through
1999 from the current level of about $11. An increase in
oil and gas production, weaker domestic demand and a
slower rise in import prices imply that Norway will again
record a current-account surplus this year. This is con-
sidered as an important precondition for an appreciation of
the krone and a decline in interest rates through 1999, an
assumption which is embodied in our baseline scenario.
With a projected increase in oil prices up to $14 in 2000,
the surplus on the current account may be substantial in
2000 even though the dollar exchange rate is assumed to
depreciate slightly. The projected high growth in oil and
gas exports will make a major contribution to this.

What will happen if the krone exchange rate
remains weak?

In our baseline scenario, which is described above, it is
assumed that the krone exchange rate appreciates during
the first quarter of 1999 and returns to the estimated target
interval of 103-105 for the krone exchange rate against the
euro. This is one of the preconditions for a considerable
decline in interest rates through 1999. If, in particular, oil
prices remain at about the current level of $11 a barrel, this

Effects of a persistent weak krone. 1999-2000
Percentage deviation from the baseline scenario unless other-
wise noted

1999 2000
Household consumption 0.0 0.1
Gross fixed investment 0.1 0.6
Traditional merchandise exports 0.6 1.3
Imports -0.1 -0.2
Mainland GDP 0.2 0.5
Employed persons 0.1 0.3
LFS unemployment (level) -0.1 -0.2
Consumer price index 0.3 1.1
Wages per standard man-year 0.1 1.1
Current-account balance, NKr bn. -7 -31

Source: Statistics Norway.

may be perceived as an optimistic projection. What hap-
pens to our projections for developments in 1999 and 2000
if the krone does not appreciate and remains at approxi-
mately the current level against the euro? In order to
answer this, it is necessary to make some assumptions con-
cerning interest rates in this situation. As a simple solution,
we allow the real interest rate to shadow developments as
described in the baseline scenario. A continued weak
krone will result in a faster rise in import prices and there-
by higher price inflation in Norway. The assumption of a
constant real interest rate therefore entails that the nominal
interest rate level must be higher in this alternative scen-
ario than in the baseline scenario. In both scenarios, the
nominal interest rate differential between Norway and ot-
her countries corresponds to the inflation differential in
2000.

It is assumed that a weaker-than-projected krone exchange
rate will result in higher import prices with a brief lag.
This means that prices rise at a faster pace than in the base-
line scenario. This will particularly be the case next year
when the persistently weaker krone exchange rate is as-
sumed to feed fully through to import prices. Higher price
inflation will have further effects on wage growth. A
weaker krone improves the internationally exposed sec-
tor’s relative cost position and results in higher exports of
traditional goods and a smaller loss of domestic market
shares than in the baseline scenario. This means that manu-
facturing production rises and has further positive effects
on investment and employment. Household demand shows
little change inasmuch as household income will not be
particularly affected and the real interest rate is assumed to
remain unchanged.

All in all, the mainland economy will grow at a slightly
faster pace than in the baseline scenario, but the increase is
only a quarter of a per cent each year in 1999 and 2000.
The current account of the balance of payments, excluding
export revenues from oil and gas, improves as a result of
higher export revenues in Norwegian kroner and market
share gains. This, however, is not sufficient to offset the
negative effect of lower oil prices, which results in a de-
terioration in the current account. On the whole, the cur-
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rent-account surplus will be reduced by half compared
with the projections in the baseline scenario.

These assumptions imply that consumer price inflation
will be almost 3 per cent in 1999, rising to between 3.5 and
4 per cent in 2000. This is more than two percentage points
higher than the inflation projection for Norway’s trading
partners. Wage growth will also be somewhat higher than
in the baseline scenario. It may perhaps be maintained that
this is not a particularly realistic scenario in the sense that
nominal interest rates decline at the same time that the
krone exchange rate is weak. The assumption of the same
real interest rate as in the baseline scenario entails, how-
ever, that the fall in interest rates from 1998 to 2000 is less
than in the baseline scenario. The table shows the percent-
age deviation from the baseline scenario for some key
variables.

A further look at economic develop-
ments in the period 1997-2000

The projections for the Norwegian economy that are pre-
sented above show that mainland GDP may return to its
trend level in the course of 2000. It is then natural to pose
the question: what factors contributed to the cyclical up-
turn that is now behind us? An exhaustive analysis shall
not be presented here. Many observers, however, have
pointed to some factors as potential candidates in this
causal analysis. In the following, we shall study the effects
of three factors. What would be the effect on economic
developments if
e petroleum investment had been constant from 1996 to
2000
e public sector expenditure on goods and services had
been constant from 1996 to 1998 and increased in such a
way in 1999 and 2000 that the level in 2000 was the
same as in the baseline scenario
¢ the money market rate had increased so much in 1997
and the first half of 1998 that output growth in the main-
land economy shadowed an assumed trend.

These three factors have been selected partly because they
have a considerable impact on the Norwegian economy,
entailing that changes in these can make a significant con-
tribution to fluctuations in the Norwegian economy. As
noted in the previous discussion of the baseline scenario,
major changes in petroleum investment play an important
role in the current economic situation. Many are also of the
view that fiscal policy should have been tighter. We have
chosen to show the effects of a different time profile for
some public sector expenditure, but with an unchanged
level in 2000. Finally, it has been maintained that interest
rate policy has had a destabilizing effect on cyclical de-
velopments because it has been constrained by the objec-
tive of maintaining a fixed exchange rate instead of being
linked to domestic conditions.
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Effects of unchanged petroleum investment.1997-2000
Percentage deviation from baseline scenario unless otherwise
noted

1997 1998 1999 2000

Household consumption -0.1 -0.5 -0.9 -1.0
Gross fixed investment -0.5 -1.6 2.7 -2.5
Petroleum investment -13.4 -29.2 -13.8 5.4
Traditional merchandise exports ~ -0.1 0.3 0.6 04
Imports -1.0 -2.9 -1.6 -0.3
Mainland GDP -04 -1.3 -1.0 -0.5
Employed persons -0.2 -0.7 -0.8 -0.5
LFS unemployment (level) 0.2 0.4 0.2 0.1
Wages per standard man-year -0.1 -0.7 -1.3 -1.4
Consumer price index -0.0 -0.1 -0.4 -0.5
Current-account balance, NKrbn. 3.8 13.7 8.9 4.3

Source: Statistics Norway.

The contribution of petroleum investment to
cyclical developments

Whereas investment related to the production and pipeline
transport of crude oil and natural gas (petroleum invest-
ment) declined at the beginning of the recovery which
started in 1993, thereby curbing the expansion in the
Norwegian economy, it increased considerably from 1996
to 1998. In the two years as a whole, this investment in-
creased by about NKr 20 billion at constant 1995-prices. In
1998 alone, investment rose by NKr 12.5 billion, or 1.4 per
cent of mainland GDP. These figures do not include oil-
related investment on land, such as the plant at Tjeldberg-
odden. In the projections for the Norwegian economy that
were presented above, it was assumed that petroleum
investment will fall sharply in 1999 and 2000. The level of
investment projected for 2000 is about the same as the
level in 1996 measured at constant prices. Against this
background, the question may be raised as to how the
Norwegian economy would have evolved in the period
1997-2000 if petroleum investment in real terms had been
constant from 1996 to 2000. What importance did petro-
leum investment have for economic developments in this
period?

To study this, calculations have been made with the help
of macroeconomic model KVARTS where petroleum
investment is kept at the 1996 level throughout the period
1997-2000. This investment path would have generated a
negative demand impetus in 1997 and 1998, but a positive
impetus thereafter. For the sake of simplification, we have
disregarded the possibility that changes in production capa-
city as a result of the change in the level of investment
might have resulted in a production path that differs from
the baseline scenario. The effect on some key macroecono-
mic variables is shown in the table as a percentage devia-
tion from the baseline scenario (actual for 1997 and 1998
and our projections presented earlier for 1999 and 2000).

The effects in 1997 of unchanged petroleum investment in
relation to the 1996 level are relatively modest because the
change compared with the baseline scenario is not so great
and, second, it takes time before the effects spread in the
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economy. Lower demand results in lower employment,
wages and consumption, but also leads to a noticeable dec-
line in imports inasmuch as petroleum investment is an
import-intensive demand component.

In 1998, the additional demand impetus from petroleum
investment is considerably greater and thus the effect on
the mainland economy is also substantial. Part of the effect
in 1998 reflects the multiplier effect of what took place the
previous year. Without the increase in petroleum invest-
ment after 1996, GDP growth would have been 2.0 per
cent in 1998 compared with the actual level of 2.9 per
cent, according to preliminary quarterly national accounts
figures. LFS unemployment would not have been 3.2 per
cent in 1998, but 3.6 per cent, and wage growth in 1998
would have been 5.7 per cent instead of the actual level of
6.3 per cent.

The current account, which showed a deficit of about

NKTr 9 billion in 1998, would have shown a surplus with-
out the demand impetus generated by petroleum invest-
ment. Most of the improvement in the current account is
due to lower investment, which would have resulted in
lower imports, but as the table indicates petroleum invest-
ment would also to some extent have supplanted tradition-
al exports. According to our calculations, lower price infla-
tion and a more favourable current-account position would
have resulted in slightly lower interest rates in 1998 and
1999, but not more than a few percentage points a year.
This would nevertheless have contributed to offsetting the
effect of lower household disposable income on household
consumption in this scenario.

Beginning in 1999, the negative demand impetus genera-
ted by lower petroleum investment gradually wanes, but
lags in adaptation entail that e.g. mainland investment is
still lower in 2000 even though petroleum investment is
then a good 5 per cent higher than in the baseline scenario.
It also takes time before changes in the labour market feed
through to prices and wages. We see that while unemploy-
ment in 2000 starts to return to the level in the baseline
scenario, this is still not the case for prices and wages.

To what extent have developments in petroleum invest-
ment contributed to amplifying cyclical movements in the
mainland economy? Using trend growth in mainland GDP,
which is about 2.5 per cent a year (approximately equal to
the average growth the past 20 years) as a basis for com-
parison, the mainland economy expanded by 1.2 percent-
age points more than the trend in 1997. 0.4 percentage
point of this can thus be ascribed to changes in petroleum
investment. In 1998, actual GDP growth was 0.4 percent-
age point higher than the trend, and the contribution from
petroleum investment was as much as 0.9 percentage
point. If we look at 1997 and 1998 as a whole, mainland
GDP growth was thus 1.6 percentage points higher than
trend growth. According to our calculations, most of this,
i.e. 1.3 percentage points, is ascribable to changes in petro-
leum investment.

Effects of an alternative scenario for public sector
demand. 1997-2000

Percentage deviation from baseline scenario unless otherwise
noted

1997 1998 1999 2000

Government consumption and

investment -4.0 -6.0 -1.0 0.0
Household consumption -04 -1.3 -1.7 -1.3
Gross fixed investment,

mainland firms -1.2 -2.5 -3.1 -2.2
Traditional merchandise exports 0.0 0.2 0.5 0.5
Mainland GDP -1.0 -2.0 -1.1 -0.6
Unemployment rate (level) 0.6 1.1 -0.1 0.0
Wages per standard man-year -0.5 -1.6 -2.1 -1.9
Consumer price index 0.0 -0.3 -0.6 -0.7
Current-account balance, NKrbn. 4.9 10.0 9.8 8.7

Source: Statistics Norway.

Effects of a different time profile for fiscal policy

In this scenario we first look at the effects of zero growth
in 1997 and 1998 in public sector expenditure on goods
and services for consumption and investment, but without
making any changes (tax rates, transfers, etc.) in the fiscal
policy programme. This entails a fiscal policy tightening
of about NKr 10 billion in 1997, while there would have
been a further tightening of about NKr 5 billion in 1998. It
is assumed that only small changes in interest rates would
have resulted in the same exchange rate movements as in
the baseline scenario. In the following two years public
sector demand increases to the extent that its level in 2000
is approximately the same as in the baseline scenario.

According to the calculations, zero growth in public sector
demand in 1997 and 1998 would have reduced mainland
GDP growth by 1.0 percentage point, to 2.7 per cent in
1997 and 1.9 per cent in 1998. At constant 1995-prices,
public sector consumption and investment would have
been NKr 10 and 15 billion lower in 1997 and 1998,
respectively, than was actually the case. Growth would
thereby have approached the previously mentioned annual
trend growth of about 2.5 per cent. Unemployment would
have been appreciably higher than the actual level these
years, but would still have declined by 0.2 percentage
point from the previous year both in 1997 and 1998. The
negative direct and indirect demand effects would to some
extent have been curbed by higher production in inter-
nationally exposed sectors as a result of an improvement in
cost competitiveness.

In this alternative scenario we eliminate in 1999 most of
the reduction in public sector demand in relation to the
baseline scenario. This entails a growth in public sector
consumption and investment of 5.9 per cent compared
with the previous year. Mainland GDP is then almost one
percentage point higher than in the baseline scenario.
Higher public sector expenditure contributes to higher
employment growth than in the baseline scenario and the
unemployment rate would have been reduced sharply from
1998 to 1999. In this scenario we have increased public
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Effects of monetary policy tightening in 1997 and first
half of 1998

Percentage deviation from baseline scenario unless otherwise
noted

1997 1998 1999 2000

Money market rate (level) 3.5 1.8 0 0
Exchange rate' 36 -0.5 0 0
Household consumption -1.4 -4.8 -0.9 -0.2
Gross fixed investment,

mainland firms -1.1 -3.7 -2.6 0.3
Traditional merchandise exports ~ -1.0 0.1 0.3 0.5
Mainland GDP -1.1 -2.6 -0.7 0.3
Unemployment rate (level) 04 0.5 0.1 -0.1
Wages per standard man-year -0.6 -1.7 -1.9 -1.6
Consumer price idex -0.6 -0.1 -0.7 -0.9
Current-account balance NKrbn. 3.7 15.7 7.1 2.7

! Negative sign denotes appreciation.
Source: Statistics Norway.

sector expenditure further in 2000. The level of public sec-
tor consumption and investment is then at about the same
level as in the baseline scenario. The effect on mainland
GDP is such that it almost reaches the trend growth level,
while unemployment is the same as in the baseline scena-
rio.

With this time shift in public sector expenditure on goods
and services, the rapid growth which took place in the
Norwegian economy in 1997 and 1998 would thus largely
have been avoided. Furthermore, this would to some extent
have counteracted the strong downturn which, according

to our projections, the Norwegian economy is facing. Com-
petitiveness would also have improved, making it easier to
achieve the objective of full employment in the period ahe-
ad due to the increased scope for manoeuvre in the exter-
nal account.

These results may seem rather obvious. What is not so ob-
vious, however, is that a more stable level of unemploy-
ment would have provided a basis for higher current-
account surpluses than when unemployment first rises and
then declines, as is the case in the baseline scenario. This

is because the loss of competitiveness through lower unem-
ployment from a given level is greater than the gains in
competitiveness with the same increase in unemployment
from the same starting point.

Effects of monetary policy tightening

For a number of years the result of the orientation of mone-
tary policy has been that the money market rate has been
closely linked to European rates. Because EU countries
have been at a different stage of the business cycle com-
pared with Norway, this has entailed that Norwegian inter-
est rates up to the first half of 1998 were declining, while
for stabilization purposes they should instead have risen in
Norway, at least after 1996. In this alternative scenario we
allow the authorities to increase interest rates without
taking account of the objective of a stable exchange rate.
The money market rate is increased by 3.5 percentage
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points compared with the level in the baseline scenario in
1997 and the first half of 1998 (i.e. in relation to the actual
level). Beginning in the second half of 1998, interest rates
in this scenario are the same as in the baseline scenario.
The exchange rate moves in line with the theory of un-
covered interest parity (UIP) so that foreign investors’
profitability in investing in the Norwegian money market
is the same as in the baseline scenario. We assume that the
exchange rate and money market rates from the third quar-
ter of 1998 would have been back to their historical levels.
If the UIP assumption is to hold true, the Norwegian krone
must immediately appreciate by a good 5 per cent after in-
terest rates increase so that the currency can depreciate
over the next six quarters to the extent that the increase in
interest rates is matched by the depreciation (both in rela-
tion to the baseline scenario).

A 3.5 percentage point increase in interest rates over the
six quarters reduces mainland GDP growth by 1.1 per cent
the first year. Even though the increase in interest rates is
only in effect in the first half of 1998, the effect in 1998 is
2.6 per cent, entailing that growth in 1998 is 1.5 percent-
age points lower than in the baseline scenario. Deposit and
lending rates for the private sector are changed with a brief
lag in relation to the money market rate and along with
other lags in adaptation, this contributes to the relatively si-
zeable impact in 1998. The change in the exchange rate in
this scenario is assumed to have an immediate effect on
import prices. In the first year, internationally exposed
industries are affected by the appreciation of the krone.
This results in a loss of cost competitiveness, and activity
in exposed sectors is reduced. In the second year, the
exchange rate effect is negligible, but a smaller decline in
unemployment than in the baseline scenario results in
lower wage growth. Cost competitiveness therefore im-
proves compared with the baseline scenario even after the
exchange rate is back to the path in the baseline scenario.

As will be seen by the calculations, money market rates
would have had to increase considerably in 1997 and 1998
in order to achieve growth in mainland production on a par
with the annual trend growth of 2.5 per cent. The interest
rate differential against the ECU rate would in this period
have been about the same as the current interest rate
differential.

This variant of monetary policy tightening has in 1997 and
1998 about the same tightening effect as the fiscal policy
tightening discussed above. Mainland GDP is reduced by a
slightly greater margin, while unemployment shows less of
a change than is the case with fi