
Economic Perspectives

Address by Governor Hermod Skånland at the meeting of the Supervisory
Council of Norges Bank on 20 February 1992

At the time of my last annual address the international situation was infused
with fear of the possible consequences of the crisis in the Persian Gulf. A few
weeks later, after the swift military victory over Iraq, the mood swung from
fear to confidence. Then, once the initial enthusiasm settled, confidence was
reduced to hope, and, in the absence of an economic upswing, hope has
been tempered by a substantial element of doubt.

Although, of course, the Norwegian economy has been affected by events in
the international arena, it is equally affected by our failure to get the growth
process started through domestic forces. Our response has been to focus
economic policy on further stimulating such forces.

Neither the international nor the Norwegian economy appear to be functioning
in the accustomed manner, as a result of a number of factors which I will try
to elaborate on in the following.

Naturally enough, my starting point will be the international situation, and I
will focus particularly on capital formation and the various sectors' financial
position. Thereafter I shall turn homeward and consider how international ex-
perience can contribute to illuminating the situation in Norway. Since our inte-
rest in these issues is more than purely academic, I will view them both in
relation to the employment problem and the persistent crisis in the financial
system.

International economy caught between hope and doubt

During the period of adjustment after the oil price fall in 1986, the economy
benefited up to and including 1990 -- from reasonably sound growth in the
international economy, with diminishing budget deficits and current account
imbalances.

However, as a result of the protracted upturn, capacity utilisation rose to a
level which was incompatible with continued low inflation, and as from 1988
monetary policy was gradually tightened. In the United States the turnaround
arrived early in 1990 and was augmented by the Gulf crisis. In the wake of the
crisis followed an upswing which, however, was weak and for the time being
disappointingly short-lived. A more lasting upturn is now not foreseen until
after the summer. Parallels to this picture are to be found in Japan, albeit with
the fluctuations around a higher growth rate, and in the United Kingdom where
corresponding developments took place somewhat earlier.

In Europe as a whole the effect of tighter monetary policy and of the disquiet
engendered by the Gulf crisis were for some time offset by the strong demand
growth in post-unification Germany. Both the investment needs which unifi-
cation uncovered and the income transfers from western to eastern Germany
which it entailed prompted a highly expansionary fiscal policy stance. All the
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same, output growth declined substantially last year. It is a general expec-
tation that growth in industrial countries will gather momentum after the set-
back, but will be slower than is usual in this phase of the cycle.

The economic setback experienced by our neighbours Finland and Sweden,
two of our most important export markets, has been more dramatic, more on
a par with developments in our own country after 1986.

A disturbing sign is that despite the cyclical downturn, real interest rates have
remained high by historical standards. The yield on long-term government
bonds in the major industrial countries (the Group of Seven) fell from an aver-
age of 4.1 % for the 1980s to 3.7% in 1991, i.e. by only0.4%. In comparison,
the corresponding average in the 1960s was 1.8% and in the 1970s as low
as -0.2%.

The industrial countries' debt trap

It is natural to seek the explanation for an increase in real interest rates in the
relationship between capital supply and demand. Between the 1960s and the
1980s saving as a percentage of national income fell from 13.5 t0 10% in the
Group of Seven countries. Almost the entire decline, or 3.2%, was attribu-
table to government saving which averaged a negative 0.9% in the 1980s. In
other words the general government sector laid claim to private savings both
to fund its own fixed capital formation and to meet its revenue deficit. The
private sector saving rate remained more or less unchanged in the same
period with some increase in the household saving rate and some decline in
trade and industry.

Had there been a concurrent decline in investment activity, such a shortfall in
saving need not have led to an interest rate increase. However, the rise in
real interest rates is an expression of rather keener competition for savings,
which is probably more in line with our impression of an increased need for
investment. However, a need only has an economic impact when it translates
into demand. And the interest rate is the factor which limits the actual demand
for capital, thereby establishing a balance between demand and supply.

Increased credit demand may partially be met through achieving a more ef-
ficient mobilisation of private sector assets, thereby inflating both assets and
debt. Dismantling of controls, new modes of financing and keener competition
in financial markets made for easier access to credit, which had a significant
impact on developments in the United States, Japan and the United Kingdom,
resulting in higher indebtedness at real interest rates which were higher than
past experience would lead one to expect. Highly geared businesses and
households have been compelled to consolidate, reducing both consumption
and investment, with creditors retrenching. Consequently aggregate demand
has fallen, which in turn has led to surplus capacity and falling prices. The
property market has been especially hard hit, bringing down the value of finan-
cial institutions' collateral and adding to their losses. Moreover, tighter require-
ments imposed by the supervisory authorities have made financial institutions
more averse to extending new loans. However, credit demand has also fallen
as a result of falling prices and a poorer economic outlook, and no-one today
can state with certainty how far the slow growth in outstanding credit is due
to a credit crunch and how much to weaker demand.
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A similar trend in financial conditions has been witnessed in Finland and Swe-
den. Elsewhere in western Europe, there has been a far more moderate in-
crease in indebtedness, with no comparable slump in the property market.

If higher-than-expected real interest rates and a strong increase in private
sector net debt are an important factor underlying the present international
situation, one has a basis for judging the prospect of a revival of growth. The
public sector deficits can hardly be expected to diminish in the short term,
especially in the absence of a cyclical upturn. Hence, a marked fall in interest
rates is contingent on reduced demand for capital in the private sector. This
would be an undesirable development. It may give more reason for hope if the
process of financial adjustment in the private sector were soon to reach a
point where the need to consolidate is no longer so manifest.

Another potential for stronger demand could lie in the possibility that countries
in central Europe, and in time also countries farther east, will succeed in the
transition to a market economy. If more orderly and credible economic and
political conditions are achieved in these countries, high-yielding investment
opportunities may arise. However, free capital movements will tend to raise
the required rate of return in the established industrial countries too, with hig-
her real interest rates as an outcome, at least until higher economic activity
yields higher saving. Irrespectively, both Norway and the international com-
munity would be best served by a successful transition.

What, then, is the industrial countries' potential for achieving an upswing
through their own economic policies? In the United States the Federal Res-
erve has repeatedly lowered lending rates. This policy has virtually played out
its role, and its efforts are still unavailing. However, the time profile in monet-
ary policy is such that the effects could well materialise with greater force in
the period ahead. Japan has also lowered interest rates, albeit far more cau-
tiously. In Europe the fear of inflationary pressure has prompted Germany to
raise interest rates, and, in a world of free capital movements, the remainder
of western Europe, which is so highly dependent on the German mark, has
virtually no freedom of action in the conduct of monetary policy.

Not much more freedom of action is left in fiscal policy now that budget defi-
cits have become a lasting phenomenon which has only been combated with
immense effort in the 1980s. During the current recession they are at any rate
increasing, and there is little incentive to relinquish more than an absolute
minimum of what has been won through such great efforts.

Norway - more like others than we used to be

Our own country now differs less, for better and for worse, from other indus-
trial countries than previously. We have brought down inflation to a level below
the average for western European countries, and unemployment is no longer
as far below the European level as it once was. The household saving rate is
closer to the average of comparable countries, and the general government
budget deficit is approaching the European average. The financial position of
the central government is still far stronger than elsewhere, but with rising defi-
cits this special position may not last for very long.

We find the same increase in private sector indebtedness in Norway as in the
other countries I have mentioned, and around the mid-eighties it was even
more pronounced. However, it was interrupted earlier, because the oil price
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Chart 5 Household wealth as a share of
disposable income
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Source: Central Bureau of Statistics and
own estimates

fall in 1986- which provided a stimulus to other countries - compelled Nor-

way to retrench. Moreover, because the boom had gone so far, the slump in
domestic demand has been deeper and more protracted in Norway than else-
where.

In this period Norway dismantled both domestic credit controls and restrictions
on capital movements one of the last industrial countries to do so. The tax
system has been overhauled, first piecemeal and then through the more gen-

eral tax reform effective as from the current year. These measures bring Nor-
way closer into line with other countries, also in terms of the use of policy in-

struments. The measures have been prompted by the recognition that the
workings of the economy have changed. However, the new situation has also
meant that the expansionary fiscal policy of recent years has not yielded the

results which would have been expected on the basis of experience.

A nation averse to spending

This revision of fiscal policy was prompted by rising unemployment. Between
the spring 0f 1989 and the end of fiscal year 1992 such measures gave an
overall stimulus to private sector real income equivalent to 7.2% of GDP.

However, the expected impact on demand has failed to materialise, and

unemployment has continued to rise.

Households have chosen to use their increased real income to increase
saving rather than spending, and in contrast to previous years saving is taking

the form of an increase of net assets rather than investment in own dwellings.

Several factors underlie the rising propensity to save. Although, in the period
1985-88, households decreased their ratio of net financial assets to dispos-
able income, their overall wealth position was sustained thanks to the rise in

the value of residential property. Since 1988 housing prices have fallen, and
households have endeavoured to offset the resulting drop in their capital as-
sets by increasing their financial assets. In many cases they are compelled

to do so because dwellings have lost their worth as collateral. Additionally, the

debt-servicing burden has grown, and financial assets yield a better rate of
return than previously as a result of lower inflation and changes in the tax

system. This has in turn affected housing prices and the value of residential

assets.

Other factors also seem to have pulled in the same direction. Experience sug-

gests that the increase in real disposable income witnessed in recent years
increases the propensity to save, and greater income and job insecurity also

increases the need for a financial cushion and reduced indebtedness. Doubts

about how future generations will support us through the social security sys-

tem have probably also played a part.

What happens ahead will be strongly influenced by the trend in housing

prices. If they settle at their present level or thereabouts, an increase in real
income in 1992 is far more likely than previously to be reflected in increased

demand. Although the effect of the tax reform on real after-tax interest rates

is an uncertain factor in this context, the reform has long been awaited and
should have had ample time to affect housing prices.

Since the value of the housing stock is such an important determinant of
household demand, housing construction as an employment measure may
easily be counter-productive. A larger housing stock would depress prices in
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the secondary market, and it would also take longer for such prices to rise to
a level on a par with the costs of new construction, thus making construction
of new housing commercially viable.

A household saving rate in the range 5-7%, as we expect for 1991 and 1992,
is not particularly high by historical standards and even less compared with
other countries. Saving rates in excess of 10% are fairly common outside the
Nordic area. It is too early to say whether there are permanent reasons why
people in our part of the world are less inclined than others to save, or whe-
ther our low saving rates are related to certain features of the tax system
which have been substantially modified of late. In the longer term a higher
saving rate should give no reason for concern. Indeed, a lower rate of net
capital formation in the public sector could make it a necessity.

However, the failure of activity to pick up is not only due to households' aver-
sion to spending: Mainland Norway's business and industry have also shown
a disinclination to purchase goods and services for investment purposes. In
part this is attributable to the surplus capacity in the commercial property
market (greater even than in the housing market) with the result that there is
little basis for investment in that area. But then neither is manufacturing in-
dustry showing any vigour of note. However, it should be added that there is
a shortfall in manufacturing investment only when measured against the mark-
edly high level of the mid-eighties. In relation to manufacturing industry's
gross product, and compared with other industrial countries, Norway is at
approximately mid-range. There is greater reason to be concerned over
manufacturing industry's failure to employ more labour than its failure to em-
ploy more capital.

Where does the money go?

When household and enterprise income exceeds spending on goods and
services, their net assets increase. Some of this increase, but still rather little,
refers to net claims on the government, but most of it translates into an in-
crease in net external assets. The country as a whole increased its net as-
sets by NOK 30bn in the first eleven months of the year. However, the govern-
ment concurrently increased its debt and Norges Bank reduced its external
assets by altogether NOK 14bn, bringing the increase in the private sector's
net external assets to all of NOK 44bn. This figure breaks down more or less
equally on enterprises and financial institutions. It is quite natural under pres-
ent circumstances for business and industry to consolidate their financial po-
sition. What is perhaps surprising is that so much of it takes the form of an
increase in assets rather than a reduction in external debt.

It is of course gratifying that Norway is now running a substantial current-
account surplus, in contrast to the period 1986-88. However, this surplus does
not in itself give the state increased freedom of action in economic policy. To
enjoy freedom of action the state must have funds at its disposal, and these
are being reduced by present government deficits unless they are augmented
by borrowing trom the private sector or externally. The surplus on the current
account has accumulated with private agents since they have retrained from
employing the funds to purchase goods and services. Had they not retrained,
the surplus would have been smaller and employment higher.

Any interest in higher employment prompts the following question: Why does
the private sector prefer to use its savings to increase its net assets rather
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than increase fixed capital formation? We have already given part of the
answer in pointing to the private sector's need to strengthen its financial po-
sition, which is a temporary phenomenon. To the extent that this explains
investment behaviour, fixed capital formation will again increase once the pri-
vate sector's financial position has become strong enough.

However, if the explanation is that the funds are expected to yield a larger and
safer return if invested abroad rather than in Norway, the problem is of a
more lasting nature. It may be worthwhile examining this question more
closely.

Searching for returns on investment

It is not easy to find comparable figures for rates of return on invested capital
in various countries. However, for our purpose we do not need figures for the
rate of return on all capital, which inter alia includes housing, roads and other
public utilities. It is the rate of return on cross-border capital which is of signifi-
cance, either in the form of direct investment in business and industry or port-
folio investment.
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Major disparities in yields in the bond market are unlikely to arise in the period
ahead because capital movements will tend to smooth out such disparities.
What disparities remain may be due to differences in liquidity in the various
markets and different assessments of the stability of the individual countries'
currencies. For instance, foreign bonds may be preferred to Norwegian bonds
because the market in Norwegian government paper is still small, and be-
cause financial institutions' problems have severely reduced the liquidity of
their bonds.

In the long run the rate of return on direct investment and share yields will be
determined by profit margins in business and industry. For an initial compari-
son we can look at capital income's share of value-added in the corporate
sector, i.e. that portion which is not used to cover labour costs. The figures
are on a gross basis, i.e. before deductions in respect of capital consumption.
The chart shows this as an average for the 1980s for Mainland Norway and
for a number of Norway's major trading partners. It appears that profit shares
in Norway were appreciably below those of other countries. The disparity was
greatest towards the end of the period, following a sharp increase in labour
costs in 1986-87, concurrent with an economic setback which affected Nor-
way earlier than other countries. Had Norwegian business and industry used
more manpower and less capital than other countries, this would explain such
a disparity. However, we know that the opposite is rather the case, and that
the disparity would be larger if the return could be measured directly against
productive capital.

Calculations of the value of the capital stock come up against new difficulties
and must be confined to sectors more amenable to comparison than business
and industry as a whole. The OECD has published figures for some countries
which enable us to calculate net investment income in relation to the value
of depreciated capital stock in manufacturing industry. They confirm the im-
pression that the rate of return on investment in Norwegian manufacturing
industry is markedly lower than in other countries with the exception of the
United Kingdom. If Norway is to increase employment in exposed activity,
manufacturing industry will occupy a key position, even allowing for the poten-
tial which is undoubtedly offered by shipping and other export of services.
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The rate of return in Norwegian manufacturing industry is not much higher
than the real interest rate on risk-free assets. A risk premium of 2% or so pro-
vides little incentive for venture capital.

However, the relatively low rate of return on investment is by no means a new
phenomenon in Norway, a country in which there was no shortage of invest-
ment in the 1970s and 1980s- even though we were in some doubt as to
whether the return was adequate. Why is the current situation so different?
To answer this question the household sector and business and industry
must be considered separately.

Right up to the end of the 1980s, housing investment was by far the best form
of saving for households. Inflation and tax rules meant that actual housing
costs for house owners were highly negative. At that time it paid to borrow
and invest in residential ownership. Inflation and the generous tax treatment
of interest payments repaid the mortgage. During the 1980s, inflation was
substantially reduced, resulting in higher real interest rates. However, the tax
rules continued to keep down housing costs, which did not rise to zero until
1988. A continued decline in inflation and adjustments of tax rules have con-
tinued to push up housing costs in subsequent years. The tax reform will lead
to some increase this year as well.

With today's real interest rates, housing costs would have been pushed up to
zero as early as at the beginning of the1980s, while today's tax system would
have resulted in positive housing costs from around 1987. Both factors could
have contributed to averting both the surplus housing stock which followed
when real housing costs were brought closer into line with the price of the
capital resources employed, as well as the subsequent slump in housing
prices.

Where corporate investment is concerned the "required rate of return" is a
useful concept. This is the rate of return required for a private sector invest-
ment to be profitable at the current interest rate level, rate of inflation and tax
rules, but without any risk premium requirement incorporated. Here we shall
confine our attention to the required rate of return on investment in ma-
chinery; however, the main features will be identical for investment in build-
ings.

At the very beginning of the 1980s investment in a piece of machinery would
have been profitable even without a real return, and it was only towards the
end of the decade that the required rate of return exceeded 5%. As in the
case of housing investment, current domestic or international - real inte-
rest rates would have pushed the required rate of return up towards recent
levels at a far earlier stage and thereby moderated the pace of investment at
a time when demand pressure was still high. The tightening of depreciation
rules entailed by the tax reform has also contributed to raising the required
rate of return; however, compared with higher real interest rates their impact
has been small.

Given low real housing costs and low required rates of return, it paid to invest
rather than to build up assets. Besides, foreign exchange controls provided
little scope for foreign investment. Even so, for large sections of business and
industry this did not represent any genuine limitation. It was of little conse-
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quence for households too, since, as mentioned, housing investments were
more profitable, and after the devaluation in 1986 financial investment also

yielded a better return at home than abroad.

But these conditions no longer apply, and will apply even less in times ahead.
The new tax system has rectified the uneven treatment of fixed and financial

assets, and free capital movement means that we have no scope for keeping
capital inside Norway. With higher rates of return offered abroad, Norwegian
enterprises will continue to invest abroad. However, the relative significance

of portfolio investments can also be expected to increase should foreign share
markets offer the prospect of a more favourable trend than Norway. Such

investments are made not only by a small number of major investors, but also
on behalf of hundreds of thousands of individuals who either leave it to the
banks and life insurance companies to invest their savings or invest by way

of unit trusts. And when domestic financial institutions come up against foreign
institutions in a more open competitive climate, they will have to compete with

the latter in offering the best investment opportunities.

We must face up to the fact that small depositors' capital has also been inter-

nationalised. Though some may find it regrettable, both practical consider-
ations and international agreements prevent us from re-introducing restric-

tions on capital transactions.

Timing of the tax reform

The recently implemented tax reform has undeniably increased the required

return on investment. Some people are therefore of the opinion that it should

have been postponed.

It is easy to agree that from a cyclical viewpoint the main features of the cor-
porate tax code should have been implemented at a much earlier stage when

demand pressures were still high. On the other hand, it would have been inex-
pedient at that time to combine the reform with significant tax reliefs - with-
out which it would have been difficult to revise the personal tax code, and this

was in itself a prerequisite for the reform of corporate taxation. Independently

of the business cycle, a tax reform implemented ten years earlier would not
only have dampened the impact of the deregulation of financial markets, but

also averted the present surplus capacity in the property market. With that

opportunity foregone, it would have been most unfortunate if we had not, this

time round too, implemented a tax reform in line with what has been or is
being implemented in other industrial countries, and the necessity of which

has been broadly agreed.

A reform involving a transition to a broader tax base and lower tax rates will

always have a different effect on different groups, which complicates its imple-
mentation. Following ten years of preparation, the political situation now made

its implementation possible. If this opportunity had not been seized and we

had returned to square one, it is not very likely that a tax reform would have

been achieved in this century.

Sometimes decisions must be adopted and implemented when the oppor-

tunity arises. In the long run the economy will have to adapt to the decisions
taken.
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Employment strategies

But not all the various facets of the economy show equal adaptability. Al-
though the cost level in Norway was also relatively high in the early 1980s,
inflation and the tax system produced a return on investments which was con-
sidered sufficiently high to make fixed capital formation profitable. Then, when
inflationary expectations abated, the reduction in working hours in 1987 fur-
ther raised the cost level, bringing hourly labour costs to a level above that
of all our trading partners, and 25% above their average. Despite the statu-
tory wage regulation of 1988-89 and what has been perceived as moderate
wage settlements, hourly labour costs remained around this level in the en-
suing years. A wage increase of around 5% in 1991 cannot have changed
this picture significantly. New economic framework conditions seem to have
had remarkably little impact on the wage level.

With our competitive position weakened, expanding market shares could
hardly be expected to compensate for the effects of weaker domestic demand
on employment. Instead the government turned to an expansionary fiscal pol-
icy. We have already discussed why these efforts to stimulate demand have
not been very successful. Had we succeeded, under the present system of
wage formation, in expanding demand in such a way as to approach full em-
ployment, we would again have experienced wage pressures resulting in a
weakening of our competitive position. For near full employment to be main-
tained, the state would again have to compensate for the shortfall in demand
resulting from the weakening of competitiveness. It should be evident that it
is only a question of time before a policy based not only on large but growing
deficits becomes unworkable. Oil revenues may allow us to extend the time
horizon, but oil dependence can just as easily put a sudden stop to this fiscal
policy approach today as in 1986. Moreover, there are fundamental objections
to relying on the use of a stock of wealth and calling it income.

Fortunately this is not the only approach to remedying the unemployment situ-
ation. Employment growth can also be achieved through increased economic
activity in the private sector. But this presupposes that it is seen as profitable
to increase business fixed investment and production, and to do so in Nor-
way. This in turn requires an expectation of markedly higher returns on busi-
ness fixed investment than on financial assets and that the rate of return on
investment in Norway is on a par with the level abroad. The relatively low
profit share which I mentioned earlier reflects our relatively high labour costs.
So far, we have mainly focused on the significance of labour costs for our
market shares abroad and at home. Their significance in terms of our ability
to compete for capital may become equally important in the future.

What practical possibilities there are for increasing the non-labour share of
value-added and thereby the return on capital is another question. Nor can
we choose solutions which will reduce government revenues without corre-
sponding cuts in expenditure, since, as I have already stated, budget deficits
cannot in the long run continue to increase.

It appears that in practice the best we can hope for under the present system
is a growth path for labour costs that will slowly and gradually converge with
that of our trading partners, in which case we can only expect an equally
gradual and slow improvement in the employment situation. If, on the other
hand, it were possible to reduce the nominal wage level or hold it constant
over several years, the impact on employment would after a transitional period
be appreciable and growing. The workforce would sustain a temporary loss
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in real income, but the effect would be dampened through disinflation which
would bring consumer prices closer to what is found in other countries. Quite
a bit could be achieved through a decrease in real wages corresponding to
the increases we have bestowed on ourselves in the past two years. The job-
less who re-entered the labour market would naturally enjoy higher real inco-
mes.

Perhaps zero wage growth might not be quite as unrealistic as I have indi-
cated. In any event this year's wage settlement, with substantial growth in
real income thanks to the tax reform, offers a rare opportunity which will be
supported by lower inflation in the years to come as a result of international
integration. Employment will, however, suffer if the gain provided by such inte-
gration were translated into higher real wages for the employed.

The present low inflation rate and high current-account surplus may give the
impression of economic strength which provides little incentive for a radical
change in economic behaviour. It is easy to forget that these positive signs
are the direct result of the low level of activity and as far as the external
balance is concerned - record-high oil production. In the long run the ob-
jective of high employment cannot be achieved unless the price of labour is
geared to this end.
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Required rate of return and the crisis in the financial sector

Last year's bank losses and loss provisions reached record-high levels. The
losses in the business and household sector, which are at the root of the
banks' losses, are, however, not concentrated on that year alone. It is more
natural to view the losses in connection with the rising required return on
investment over a longer period which we pointed to as an explanation for the
sagging level of investment.

The chart repeats the trend in the required rate of return on investment in
machinery together with that for commercial buildings in central areas. The
estimates are based on debt-financed investments, although the trend would
remain about the same if other modes of financing had been used.

At the beginning of the eighties when the required rate of return was negat-
ive, quantitative credit control still functioned as brake on the amount of invest-
ment that could be generated by the low level of the required return. While the
effectiveness of credit regulation waned and credit control was finally phased
out, the required rate of return remained at a low level. As a result, invest-
ment boomed. But in 1988 the required return on investment rose dramati-
cally.

Companies with robust equity capital and high earnings in relation to debt
were able to weather this development, even if it meant that their most recent
investments were loss-bearing under the new circumstances. But recent
start-ups or firms having undertaken highly geared expansions were filing for
bankruptcy in growing numbers. When collateral was realised it had to be
sold at a value that would satisfy the new required rate of return. This in turn
reduced the value of other collateral held by financial institutions as security
for loans. The same conditions applied to fixed property held by financial insti-
tutions, whether it was for own use or repossessed for subsequent sale.
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No simple formula exists for estimating losses stemming from a rise in the
required rate of return. To some extent current loss provisions may be as-
cribed to the earlier tendency to underestimate losses and a somewhat short-
sighted perspective on property values. The relationship between the losses
and the dramatic rise in the required rate of return is nevertheless clear en-
ough, and it is hardly a coincidence that the losses have been particularly
heavy since 1988. Once the process is under way, individual losses will ap-
pear equally ascribable to falling sales, reduced earnings and unemployment.

As mentioned in the section on the international economy, the rise in the re-
quired rate of return and the problems it creates for financial institutions are
not only a Norwegian phenomenon. The rise in the real interest rate level,
however, occurred at a later stage in Norway, and the adjustment to an econ-
omy with a reasonable degree of price stability was quite sudden and oc-
curred shortly after the deregulation of financial markets had made room for
a substantial increase in gearing ratios. It is, therefore, not surprising that the
impact on the financial industry was particularly severe in our country.

To what extent could a rise in the required rate of return have been avoided?
It could not have been curbed by an inflation rate in excess of that of other
counties. This would have necessitated further devaluations, and the nominal
interest rate would have reached higher levels. With free capital movements
our control over the real rate of interest is no greater over time than our con-
trol over nominal interest rates.

We could, however, have postponed the modernisation of the tax system. I
have already mentioned the attendant risks, and the effects would have been
limited anyway.

The root of today's difficulties lies in the imbalances of the past, rather than
in our efforts to rectify them. Throughout the post-war period we have been
disinclined to allow the real cost of capital to determine its market price to the
final user. The transition to more realistic capital costs would necessarily give
rise to problems. But these problems have only been deepened by postponing
the transition.

The problems are intensified by a situation in which the share of capital in-
come in business and industry is very low and lower than what was expected
when debt was incurred. It is from this low capital income that the debt is to
be served. As time passes, the crisis in the financial sector will increasingly
reflect the crisis in business and industry. This does not mean that the losses
sustained by business and industry, households or financial institutions were
bound to reach today's level. They are also the result of an unfortunate busi-
ness strategy and poor judgement. But this has been dealt with extensively
earlier and is likely to be examined anew in ongoing studies.

Undesired ownership

Shareholders and bank employees were the first victims of the banking crisis.
The banks' guarantee funds have also sustained losses, and so has the cen-
tral bank which is now providing low-interest loans in an effort to help the
banks increase their earnings. In 1991 the government also intervened
heavily with support totalling NOK 15.5bn provided via the Government Bank
Insurance Fund and the Government Bank Investment Fund. The government
is currently the dominant shareholder in Norway's largest commercial bank

Chart 13 Real interest rate differential.
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and has acquired in full the second and third largest Norwegian commercial
banks. Three of our savings banks are currently operating on the basis of
government-injected funds. The Government Bank Investment Fund is ex-
pected to supply additional capital to the banks in the course of 1992 in order
to bring their capital ratios into compliance with the relevant capital adequacy
requirements at the end of the year.

I
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The Postbanken will also be established this year on the basis of the Postal
Savings Bank. It will be given a larger degree of independence than its prede-
cessor and will expand its traditional banking activities. By the same token, the
Postal Giro will gain access to engage in some banking activity. Including
Postbanken, the state now controls over 50% of the entire banking system.
This situation is neither desirable, nor was it intended. The state will, how-
ever, only be able to withdraw if private investors are willing to take over. The
incentive to do so can only be provided by expectations of competitive returns
on bank shares and primary capital certificates. It is up to us, as the users of
banking services or as taxpayers, to put the banks back into private hands.
The burden we do not shoulder as users, we will have to bear as taxpayers.
The earlier discussion about what costs the banks should carry and what they
should pass on to the users is now of little relevance.

The government authorities face a staggering challenge with regard to devis-
ing an ownership strategy. A market economy relies on the assumption that
institutions operating under approximately equal conditions are owned by in-
dependent agents and that the institutions can go bankrupt. Recent ex-
perience indicates that these assumptions do not hold for banks: the frame-
work conditions are decided by the state itself in the case of Postbanken and
the Postal Giro, and by the two Government Bank Funds for a large portion
of the banking industry. If some institutions gain competitive advantages
under these conditions, they will attract funds from the private sector, thereby
diminishing the scope for other institutions to play their intended role in the
now fairly state-owned Norwegian banking system. Alternatively, they could
set prices and interest rates which are competitive with those set by insti-
tutions in a stronger position, thereby reducing profits and capital accumu-
lation. This would, in turn, entail higher costs for the government when it deci-
des to withdraw from the banking system, and we, as taxpayers, would have
to foot the bill.

I
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There is, however, no simple and permanent formula for defining equal frame-
work conditions. On the other hand, piecemeal adjustments cannot be made
if they weaken the incentives to increase profitability.

There are a number of obvious drawbacks to the heavy state intervention in
response to the banking crisis. Yet there was no other alternative, and there
is little doubt that the Government's resolute action in October last year staved
off a confidence crisis that could have had serious consequences for the en-
tire Norwegian economy. Stability has been restored, but the crisis will remain
unresolved until the banks are in a position to raise capital on the private
market on normal market terms.

Times have changed

So far we have responded to economic difficulties with traditional instruments
or measures that we have been forced to take. But the economy no longer
functions in the traditional way, nor can it be expected to do so. There are in
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particular four factors which contrast the present situation with that which ap-
plied well into the 1980s.

Real interest rates have turned positive at an international level, post-tax
aswell as pre-tax

Capital movements have been liberalised

We have made a firm commitment not to respond with devaluations

Our labour costs have risen yet another notch compared with other coun-
tries, and we have lost market shares at home and abroad.

The foreign exchange regulations no longer had the intended effect, and we
could no longer retain a system that was being dismantled in trading partner
countries. As a result, Norwegian interest rates are determined by the interest
rates prevailing in international markets. Tax-based subsidisation of lending
has been reduced substantially, and, by the same token, the undesired distri-
butive effects of the former system have been corrected. The decision to
maintain a stable international value of the krone had already been taken
under the basket regime and is not the result of the linkage of the krone to the
ecu.

A common assertion is that recent developments have reduced our freedom
of action in economic policy decisions. Although true in a sense, this does not
mean that we could have continued on our previous path since we had
reached a dead end. We had to choose another avenue.

The question may be raised of what kind of benefits this freedom of action
conferred, and still confers, on us. The regulatory mechanism and the tax
system were helpful in protecting special interests and concealing the associ-
ated costs. The tax system still offers such shelter, and may offer even more
depending on what modifications are made to the system. Devaluations al-
lowed us to defer the problems at hand, and for another few years this can
still be done via our fiscal policy. Assessing the pros and cons of using such
freedom of action is just as important as determining what freedom of action
actually exists.

As I have already indicated, the current framework conditions have dampened
the impact of an expansionary fiscal policy stance on demand. Although some
factors may prove ephemeral, the higher real after-tax interest rate indicates
the emergence of a more permanent change, implying that an expansionary
fiscal policy will increasingly tend to raise private sector assets. A share of
this will be absorbed by the state's need to finance its deficit, and, as long as
low returns on capital yield low capital demand, a major share will be invested
abroad.

Furthermore, the demand generated through fiscal policy measures will create
fewer jobs than previously. For import-competing industries the share of
foreign imports increased from 38% to 48% in the period 1983-1991, or by
more than one fourth. An expansionary fiscal policy will, therefore, to a larger
extent than previously boost demand for foreign goods. Our export shares
have not kept pace. To the contrary, our share of export markets has de-
clined. Thus it would appear that the heavier import component of demand is
attributable to a weakening in our competitive position, rather than increasing
integration.
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Since we last pursued a countercyclical policy, rising iabour costs have further
undermined the intended impact of our own measures to improve employ-
ment. The situation could be exacerbated should the integration process en-
tail a further loss of domestic market shares, without a corresponding im-
provement in export markets. Fortunately there is no law of nature that rules
out an adjustment of labour costs to a change in economic conditions.

Since the external account is running large surpluses and inflation is lower
than in most other countries, it is understandable that unemployment is the
main focus of economic policy. Although the policy measures we have used
previously, and have again applied on an even larger scale, do not serve the
intended objective, there is no reason why the authorities should accept the
prevailing unemployment rate. However, the scope for combating unemploy-
ment by stimulating demand is limited. In the somewhat longer run this ap-
proach may only make things worse. The authorities have, however, other
means at their disposal, such as revising rules which cause rigidity in the la·
bour market or enhancing the efficiency and qualifications of the workforce.

Unemployment is nevertheless broadly unaffected by whether or not it is ac-
cepted by the authorities. With the framework conditions applying in our mixed
economy, it is developments in the private sector which in the longer run will
determine the level of employment.

Therefore, the question of whether or not the current unemployment level can
be accepted must first of all be put to the social partners and their organis-
ations. The answer must come in deed, not in words. The forthcoming wage
settlement offers a good opportunity to provide an answer.
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