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Chapter 1: Introduction

1.1 Topic and research questions

The tax reform that came into effect in 1992 repnes the most wide-reaching reform of the
tax system in Norwegian history. The reform lowetled tax rates for both individuals and
businesses drastically, cut down a whole forestezfuction schemes, and established new
governing principles for tax policy. This instarmfefundamentaipolicy change is the subject

of the present study.

Since the tax system pays for the welfare systeen1992 tax reform is part and parcel of the
modern transformation of Norway’s social democratielfare state regime. Yet, our
understanding of the outcome of the tax reformndemndeveloped. Did these policy changes
represent the death of egalitarian social demactatx policy or rather its resurrection?
Couched in more analytical terms, the first questmmosed by this study iDid the
Norwegian tax reform of 1992 imply a liberal policy shift or arational updating of social

democratic policy?

Within the literature on institutional change invadced political economies, a central
argument is that these substantive outcomes ofgehame somehow contingent upon the
process of change. Wolfgang Streeck and Kathleesbehh(2005) argue that liberalization is
usually the product of small, incremental changegalicy. Conversely, one would expect

that non-liberal reforms are most often the restllarge changes in policy.

This gives rise to the suspicion that the largdeso&the tax policy changes in 1992 shaped
the outcome of the reform, i.e. whether it ledib@ialization or rational updating of policy.
The second question explored by this study is thsy was the outcome of the 1992 tax

reform conditioned by the large scale of policy change?

This potential relationship raises yet another tjoes What made large-scale reform
possible? The institutionalist literature emphasiitee difficulty of such authoritative policy
change, due to the status-quo bias of politicatituteons. However, | suspect that the

! To denote policy changes of large scale, | usetpeessions ‘large-scale’, ‘fundamental’, ‘authatiite’,
‘large’, ‘deep-seated’, ‘wide-reaching’ and ‘profadi inter-changeably.



consensual Norwegian political system representsingtitutional setting that is more
conducive to fundamental policy change. Hence thirel and final question of this study is:

What wer e the preconditionsfor large-scale tax reform?

In other words, this study poses one descriptive @vo explanatory questions about the
Norwegian tax reform of 1992. The first questiomaerns theoutcomeof the reform,

whereas the two latter questions are abouptbeesghat led to this outcome.

Expressed more schematically, the first questioabisut determining the value of the tax
reform on the dependent variable ‘outcomes of gatitange’, which is either liberalization
or rational updating of policy (or a combinationtbé two). The aim of the second question is
to explore the linkages between the value on tipemigent variable and the value ‘large-scale
reform’ on the independent variable ‘process oigyothange’. The third question takes us
one step further backwards in the causal chairkihgoto explain large-scale reform. This
means both identifyingvhich variables account for the reform ahdw these variables
produced large-scale policy change. | look at ¢$tma¢, ideational and institutional
explanatory variables. Figure 1.1 provides a simiilistration of the assumed connection
between the major variables in this study.

Political
institutions )

Structural : Process/scale Outcomes
factors of change of change

|deational _J
factors

Figure 1.1: A model for studying reform

This study has a meso-level focus, as it investgg@blicy evolution in one particular area,

that of taxation. | understand the more or lesepatt set of policies in this area apdicy



regimé. The tax system it treated as a whole, implyirgf the study isiot limited to any

specific part of tax policy or type of taxes, ortaxes collected at any particular level of
government. This choice is justified by the amitto examine the total outcomes of the tax
system in terms of revenue-raising, redistribuaod efficiency. Moreover, the different parts
of tax policy are closely inter-connected, meartimgg an analysis of one element in isolation

can easily be misleading.

At issue in this study is the transformation of Wegian tax policy since the 1980s. The study
focuses on the 1992 tax reform, as this was the mgsificant policy change of the period.
To understand the background for the reform, wiafothe development of tax policy back
to the mid-1970s. My in-depth investigation of fi@itical process concentrates on the years
from the release of an important public commissieport on taxation in 1989 until the
passage of the reform in 1991. To shed light onrti@ications of the reform, the study also

scans the developments in policy and outcomes 11®92 up until today.

1.2 Substantive motivation

The primary motivation for this study is substaatiihe study springs out of an interest for
the transformation of the Norwegian welfare statgime since the 1980s. Did Norway

abandon its social democratic welfare state modehd these decades, or was the model
rather updated to the political and economic emwitent of a new era? This question has
been widely debated, and some works have atteniptemhalyze the issue in its entire

breadth. In particular, Dglvik (2007) offers a caoetpensive analysis. Yet, somewhat
surprisingly, one of the integral elements of thenhegian welfare state regime has been

neglected in both public and scholarly debatetaixesystem.

Simply, our understanding of how Norwegian tax gplhas changed in recent decades is
very limited. There is a dearth of political andipoal-economic research on the character of
the major Norwegian reforms of tax policy, of whitie 1992 reform was the most important.
We do know that the 1992 tax reform virtually rematie entire tax system, but we are
ignorant about the implications of these changed.tibe tax reform put an end to egalitarian

social democratic tax policy and replace it withb&ral regime? This could be connected to

% This understanding of a ‘policy regime’ rests oraker assumptions about coherence and stabilitglinyp
than the notion of ‘institutional equilibrium’ ofteemployed in rational choice scholarship.



less redistribution, a weaker capacity to raiseemee, or more lenient taxation of business
and capital. Such an evolution could have threate¢he financial (and political) basis of the

welfare state, providing pressures for retrenchment

Or did the reform rather represent a successfulitimpgl of social democratic tax policy to
new political-economic realities? It is possibleatthfundamental policy changes were
necessary for the tax system to better achieveoits objectives in an increasingly complex
economy. If this were the case, the 1992 tax refwoaold be regarded as a prerequisite for the
survival and return of the social democratic moéek. instance, a reform that reinforced the
capacity to raise revenue would be consonant Wweintaintenance or continued expansion of

the welfare state.

Thus, determining the outcomes of the 1992 Norweggx reform is the first goal of this
study, expressed in the first research questioratWbes the existing literature tell us on this
point? In Norway, tax policy issues have been é@aimost exclusively by economists and
law experts. As a consequence, the existing knayeledbout the 1992 tax reform is limited in
its perspective. While its legal aspects and econaffects are well covered, its broader
political-economic implications are not. In the abse of such research, superficial analyses

have shaped the perceptions of the 1992 tax reform.

An oft-repeated view is that the tax reform produeedramatic growth in capital incomes,
which benefited the well off and thereby increasemdme inequality (e.g. Dglvik 2007:310).
However, this understanding of the 1992 tax refasmot only incomplete, it is also
fallacious. Firstly, it focuses exclusively on ttieect redistributive effect of the tax system,
while ignoring tax policy’s arguably more importafunction of generating revenue for
redistribution in the welfare state. Secondly, plaeported explosion in capital incomes upon

closer investigation turns out to be a statistirtdfact (Fjeerli and Aaberge 2003).

Neither does the broader literature on the Scamdinawvelfare state regimes have much to
offer on the issue of tax policy change. This caghpnsive and highly prodigious literature
has focused on transfers and services (e.g. K@8B;1Hatland et al. 2001; Kumlin and
Rothstein 2005) and labor market questions (e.ghB# al 2003; Kongshgj Madsen 2005),

while according little attention to the role of tpalicy.



Fortunately, there are a couple of excellent mallteconomic studies of tax reforms in
Sweden (Steinmo 1993; 2002) and Denmark (Gangh6#)20As the three Scandinavian
countries implemented similar reforms at approxetyatthe same time, these studies
constitute a relevant frame of reference for mylyamis of the Norwegian case. The findings
from these studies have inspired my hypothesestabeuoutcome of the Norwegian tax

reform.

Steinmo (1993:165,171) finds that the Swedish taform of 1991 involved a shift in
attention from equity goals towards efficiency cerms, and implied a downward
redistribution of the tax burden. That is, the taform in Sweden represented a rupture with
the old social democratic model and a shift inkeeral direction. Yet, in a more recent
analysis of Swedish tax policy, Steinmo (2002) teasgsed this view. He finds that although
“tax policy is most certainly adapting to the newlifical economic realities”, this has not
meant “the end of redistribution” or the death bk tSwedish welfare state (Steinmo
2002:841).

Steffen Ganghof presents a different analysis oémetax reforms, based especially on the
Danish case. He argues that reforms were primamted at rationalization and upgrading:
“The tax reforms did not fundamentally change thaghting of different tax policy goals
(efficiency and equity) but tried to better achidwah goals” (Ganghof 2007:1066). Drastic
changes in tax rules did not reverse the existioglggof tax policy; they were rather “a
precondition for defending the underlying substantstatus quo” of tax policy (Ganghof
2007:1062).

These alternative analyses give rise to my two thgses about the outcome of the
Norwegian tax reform: ‘liberalization’ and ‘rationapdating’. Put very briefly, liberalization
would imply greater efficiency at the expense afadify, while rational updating would mean
a better ability to achieve goals of both efficigramd equality. These two hypotheses are
discussed in greater detail in section 2.1. To ipsemy findings, this study finds evidence
for the latter hypothesis. The investigation showet the Norwegian tax reform of 1992 was

characterized by rational updating rather tharréibbeation.

10



1.3 Theoretical motivation

Although this study first and foremost addressesulastantive issue, it is at the same time
theoretically motivated. In different ways, the dtuseeks to contribute to three theoretical
debates. The first is the general discussion abweitrelationship between processes and
outcomes of change. The second is the debate #imirmhpact of Nordic political institutions

on reform. The third concerns the interaction betwéactors behind tax reform, and more
generally, behind economic policy change. Hereidfly sketch these debates and how | aim

to contribute to them. The theory is discussed&ater detail in chapter 2.

Firstly, the argument thatubstantive outcomes of chanfe. liberalization or the lack
thereof) are associated with specifimcesses of changge. incremental change or large-
scale reform) is central in the literature on insional change in advanced political
economied What this relationship looks like is at the vegre of current scholarly debate.

(For the full discussion, see section 2.2.).

Paul Pierson (2000) suggests that small, increrh@aiecy change produces continuity in
outcomes, while abrupt, large-scale change causeerdinuity in outcomes. Substantively,
discontinuity in outcomes is often identified witheralization or welfare state retrenchment,
while continuity equals the lack thereof. Piersoviesw is challenged by Streeck and Thelen
(2005), who argue that major discontinuities ofteault from incremental policy changes.

They contend that liberalization is usually thedarct of small, gradual changes in policy.

Conversely, one would expect that non-liberal neforare most often the result of large
changes in policy. Streeck and Thelen’s (2005) met strongly suggests such a
relationship, but they do not devote further attentto the type of policy change

characterized by the combination of fundamentabrraf and continuity in outcomes.

However, the can place the Norwegian tax reforh3%2 into this category, as | find that this
large-scale reform led to a rational updating dfgyo The Norwegian case thus provides an
opportunity to explore the relationship betweendfamental policy change and continuity in

% The notion of ‘institutions’ in this body of worlneompasses ‘policy regimes’ as here defined. Acpatigime
can be regarded as a simple form of institutiore @lhoice to conceptualize the Norwegian tax systamowly,
as a ‘policy regime’ rather than as an ‘institutjoeflects the particular character of tax politythe field of
taxation, formal rules are all-important. Compaiedther policy areas, tgolicy can be identified more closely
with taxrules Therefore, we can avoid the more complex notioimefitution’. This also distinguishes policies
from political institutions, discussed in sectiod.2

11



outcomes. The present study can potentially slggd bn the mechanisms that underlie this
relationship and thereby contribute to the develepinof theory on this point.

Secondly, the literature on institutional changeadvanced political economies emphasizes
thedifficulty of large-scale policy change. This is generaltsilaited to the status quo-bias of
political institutions. Paul Pierson (2000) argtiest increasing returns processes prevalent in
politics generate growing barriers to fundamentdicy shifts. Why the Norwegian political

system was able to produce large-scale tax refetimeirefore of theoretical interest.

There is reason to suspect that the consensuald\ootitical systems represent institutional
settings that under some conditions are conducivarge-scale policy change (see section
2.4). Trangy (2000) argues that in times of criig, consensus-oriented Norwegian system
can be expected to produce fundamental updatiogmeBut exactly how do Nordic political
institutions potentially stimulate reform? By expig the institutional mechanisms that

contributed to large-scale tax reform in Norwageék to contribute to this discussion.

Thirdly, there is theoretical debate about thedecthat explain change, both in tax policy
and in economic policy more generally. (For thel fliscussion, see section 2.2.) How
important are institutional, structural and idea#ibfactors, respectively, and how do they
interact to bring about change? Traditionally, ctinwal factors have been emphasized in
explanations of economic policy regime change. Yately, scholars that stress the
importance of ideas as causal factors have chaltetigs materialist approach.

Mark Blyth (1997; 2001) argues that structural exjltions are incomplete, since structure
can only account for the breakdown of an old reginu the character of the new regime that
replaces it. Therefore, economic ideas can be ssefa key mediating variable between
structural change in the economic realm and irigiital change in the political realm” (Blyth
2001:5). The present study addresses this geneflmta by investigating the interaction
between structural, ideational and institutionatdas in the process that led to the Norwegian

tax reform.

At the same time, the study speaks to the spedéfizate about the factors behind recent tax
reforms. In the existing literature on tax polidyaoge, structure, ideas and institutions are all
regarded as sources of tax reform. Ganghof (200@sses the importance of domestic

12



structural factors, arguing that the structuralopems of extant tax regimes gave impulses to
fundamental tax reform in the 1980s and 90s. Otlenphasize international structural
factors, arguing that economic globalization hapdsed major structural constraints on tax
policy (e.g. Genschel 2002; Bretschger and He@®2). Steinmo (2003), on the other hand,
highlights the role of new policy ideas in accongtior the major tax reforms of the 80s and
90s. Moreover, Steinmo’s (1993) seminal study efékolution of tax policy in the USA, the

UK and Sweden shows the deep impact of politicstitutions on tax policy change.

1.4 A historical institutionalist research strategy

The present study is based on a historical ingiiatist (HI) strategy for framing research
guestions and developing explanations. This appr@aasually juxtaposed to rational choice
institutionalism. Basically, what distinguishes tHestrategy from rational choice modelling
is the focus on large, substantive questions, d#isas¢he construction of explanations that are

sensitive to context and based on the combinedtsfté institutions and processes.

Firstly, historical institutionalists addredsg, substantive research questiorather than
theoretical questions (Pierson and Skocpol 2002:8%torical institutionalists are primarily
interested in understanding and explaining spep#at world political outcomes,” as Steinmo
(2001) puts it. Accordingly, the main goal of theegent study is substantive, namely to
understand and account for major changes in Noameix policy. HI research is inherently
problem driven, in contrast to rational choice satghip, which is usually more theory driven
(cf. Shapiro 2005).

Secondly, to explain political outcomes, historig@titutionalists investigate thedmbined
effects of institutions and processes historical context (Pierson and Skocpol 2002:3
emphasis in original). The present study analyzes different structural and ideational
processes interacted with political institutionsridg a specific historical period to bring
about tax reform. This approach to explanationedsffrom rational choice modelling, which
will often investigate the effect of one specifigsiitution and accord less attention to
contextual conditions. Historical institutionalistsually understand institutions as intervening
or structuring variables among a large set of exqilary factors, rather than as the sole

variable that has impact (Steinmo 2001).
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A third feature that distinguishes HI from ratiohbice institutionalism is the perspective on
preference formatioiThelen and Steinmo 1992). Historical institutiista treat preferences
as endogenous, whereas rational choice modellingpftan assumed exogenous preferences.
This difference is not as clear as before, asgabei of preferences is at the top of the agenda
for theory development within rational choice seémship. Yet, it is fair to say that HI
scholars treat preferences as endogenous in a fonwdamental sense: “[T]he definition of
interests and objectives is created in instituticmantexts and is not separable from them”
(Zysman 1994:244). The present study adopts thienstanding. One of the core issues of
the analysis is how the preferences of politicabicwere shaped within the Norwegian

institutional setting.

However, we should not exaggerate the differencesvden HI and rational choice
institutionalism. For one, historical institutiorsah is not incompatible with rational action.
HI research — the present study included — is basetthe assumption that “most people act
rationally most of the time” (Steinmo 2001). Imgortly, this refers to rationality in the broad

sense of the word, not a notion of rationality @oedl to economic self-interest.

For another, many HI studies incorporate elementsnfrational choice theory. Most
importantly, “historical institutionalists have .aken on board the notion that institutions that
solve collective action problems are particulartyportant in understanding political
outcomes” (Thelen 1999:370). The notion of politicatitutions as systems that can generate
cooperation is at the core of the present studyeXgain how institutions contributed to
collective political action, | borrow certain comte and insights from more instrumental

analyses.

1.5 Research design and methodology

The investigation of my research questions is aesicas a case study. The case study design
Is appropriate, as it allows for in-depth invedtigla of both the outcomes of the 1992
Norwegian tax reform and the process behind it.dgsidnding this specific case is the first
part of the case study’s double ambition (cf. Gerr2004). The other part is to draw general
inferences from this case to a broader class @&scd&ut what is the Norwegian tax reform of

1992 a case of? This question does not have onglesiamswer. Since my three research
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guestions refer to partly different bodies of tlegimal literature, they give rise to different

specifications of the broader class of cases.

First, the Norwegian tax reform is a case of modaspolicy change, in particular in the
Nordic countries, when it comes to understanding) explaining policy change (questions 1
and 3). Second, it is a case of a broader theatatategory, namely policy regime change in
advanced political economies, when the link betwgmtesses and outcomes of change is at
issue (question 2). This is also the potential edop arguments about the interaction between
structural, ideational and institutional factorshimel policy change (question 3). Third, the
Norwegian tax reform provides a case of how Norndaditical institutions affect policy

change (question 3).

Consonant with the historical institutionalist rageh strategy, this study takesn@chanism-
based approacho explanation (cf. Pierson and Skocpol 2002:6)e §oal is to explore the
causal mechanisms that connect initial conditiansutcomes, not to estimate causal effects.
This approach “seeks to explain a given social phemon ... by identifying the processes
through which it is generated” (Mayntz 2004:238).

The ambition to uncover mechanisms goes hand il ath the methodology ofrocess
tracing. Process tracing implies close-up investigatioewadry link in the chain of events that
led to the large-scale 1992 tax reform. This isciaduto examine the combined effects of
institutions and historical processes.

Specifically, this study relies on three main segrof data: qualitative interviews with

policy-makers and experts; public documents; ambrsdary statistical economic literature.
While qualitative interviews and public documente aised to trace the reform process,
existing statistical economic studies are the ntaisis for the discussion of the outcome of

reform. The research design and methodology ofsthidy is discussed in detail in chapter 3.

1.6 The importance of tax policy

Finally, a brief introduction to the substance ax policy is necessary to prepare the reader
for the theoretical and empirical discussions flelow. Why is tax policy important, and

what are its main functions?
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The tax system represents an integral elementcoluatry’s welfare state regime or welfare
capitalism. The basic purpose of taxation is tarfite the activities of the public sector. In
advanced political economies, particularly in treai®@linavian countries, a large portion of
public spending goes to welfare services and teasstn 2008, social protection and health
care accounted for 56,7 percent of Norwegian pubpending, according to Statistics
Norway. Simply puttaxes pay for the welfare stat&lthough this statement is fairly trivial,

its implications are crucial for understanding iim@ortance of tax policy.

First, the capacity to raise ta@venueconstrains the size of the welfare state. Sineetdlx
system represents the income side of the welfate,st also constitutes its budget constraint.
The scope for welfare state spending is limitedvioy features of the tax system: first, how
effective it is in terms of raising revenue, anda®l, how much taxes people are willing to
pay. In other words, the government’s opportungyconduct welfare policy will increase

with both the effectiveness and the popular acoegtaf tax policy.

This is the case even for Norway, which benefitarflarge petroleum incomes. Taxes are
necessary to make room in the real economy fomattieities of the public sector. Through
taxation, resources — such as human capital —ransférred from the private sector to the

public sector.

Second, taxation influencegonomic efficiencyBasic economic theory says that taxes entail
efficiency losses, since they distort the incerstivef firms and individuafs More
interestingly, the size of the efficiency loss eariwith the type of taxation, since different
taxes affect the economy in different ways. Thaeefbow we tax determines the economic
costs associated with raising revenue through itaxathe tax costs for the economy depend
both on the chosen tax mix — i.e. the combinatibulifferent types of taxes — and on the

specific design of each tax.

* Taxes that correct externalities constitute an tkoe, as they are meant to prevent efficiencydedsy
confronting firms or individuals with the sociale@®mic costs and benefits of production or consionpt
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An important implication is that the economic coéthe welfare stafeis partly determined
by how the tax system is designed (Lindert 2004)mére efficient tax system makes the

welfare state less costly in economic terms.

More broadly, tax policy strongly influences therkiog of the economy. Taxes affect the
economic decisions of individuals and businessesirteividuals, taxes influence the choice
between work and leisure, between consumption anithgs, and between different forms of
savings. While one tax system may give people itnees to work and put the money in the
bank, another system may induce individuals to dwrmoney and buy real estate. For
businesses, taxes affect both the decision of venhéthinvest or not, and the choices between
different types of investments and between altaéreavays to finance investments. One tax

system may deter investments, while another mayr flman-financed investments.

Third, tax policy has aedistributivefunction. Welfare policy and tax policy are altatine
arenas for redistribution, since they constitutpeetively the spending side and the income
side of the welfare state. While benefits are itisted through welfare policy, tax policy
distributes burdens. To achieve a desired levetedistribution, policy-makers can thus
choose different combinations of welfare policy atak policy. For instance, minimal
redistribution in the tax system can be compensdgdstrongly redistributive welfare

policies.

Taxes have different effects in terms of redistitoy as they can be either proportional,
progressive or regressive. Taxes are proportidntiely represent the same proportion of
income at all income levels. They are progresdivbay take away a higher percentage of
income from high-income earners than from low-ineoearners. Conversely, regressive
taxes represent a larger proportion of income fasé at low income levels compared to

those at high levels of income.

Importantly, the total redistributive effect of thex system depends both on the chosen mix
of taxes and the specific design of these taxemeStypes of taxes are generally more

redistributive than others. Wealth taxes and regineome taxes are usually progressive,

®> The term “cost of the welfare state” does not inthit the costs associated with the welfare statgmater
than its benefits. It simply refers to the facttitiee welfare state mainly has to be financed thinciaxes that

distort economic choices to a smaller or largerelegTaxes that are less distortionary will lower tibtal tax

costs associated with the welfare state.
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while consumption taxes and payroll taxes are ofieportional or even regressive. For
instance, a flat consumption tax will normally de factoregressive, since low-income
earners use a larger portion of their income orsgmption than high-income earners. The
specific structure of each tax also has distrilutmplications. Tax ceilings generally make
taxes more regressive, while tax floors or standadlictions make them more progressive.

Additionally, so-called ‘tax expenditures’ have salerable effects on redistribution (Ervik
2000). Tax expenditures refer to the forgone regesritom taxing some assets more leniently
than what is the norm in the tax system. Thesee€edjiures’ normally take the form of
deductions or low value assessments of assetshwimiy have highly asymmetrical effects.

For instance, lenient taxation of owner-occupiedding privileges those with (large) houses.

In sum, how tax policy is designed is importanttfmee main reasons. First, it determines the
revenue-raising capacity of the tax system, whiohstrains the size of the welfare state.
Second, it influences the working of the economy partly determines the economic costs of

the welfare state. Third, it affects the distribuatof income.

1.7 Outline of the study

The study is structured as follows: In chapter Prdsent hypotheses, theory and relevant
existing literature. This chapter is divided inteef sections. In the first section, | present the
two hypotheses about the character of reform, dibeation and rational updating. In the
second section, | sketch the theoretical discusabmut the relation between processes/scale
and outcomes of institutional change in advancdiiqga economies. Section 2.3 discusses
the existing literature on structural and ideatl@mrces of tax policy change. In section 2.4,
| address the workings of political institutionstire Nordic countries. Finally, | discuss the

roles of key political actors operating within timstitutional context (section 2.5).

The third chapter is devoted to research designmeathodology. In chapters 4 and 5, |
present the results from my empirical investigatidbhe process that led to reform is the
subject of chapter 4, while chapter 5 is aboutdhome of reform. Chapter 6 contains the
analysis, where | bring theory and data togetharn®wer my research questions. Chapter 7

concludes and suggests topics for further research.
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Chapter 2: Theory

2.1 Liberalization or rational updating?

2.1.1 Two hypotheses about the outcome of the 1992  tax reform

The first research question is descriptive and estalrs the character of tax policy charyd:
the Norwegian tax reform of 1992 imply a liberalipp shift or a rational updating of social
democratic policydn the literature on recent tax policy change ¢hare two main views of
the reforms of this era. The first is that tax pphlvas subject ttiberalization, with attention
shifting from equity to efficiency goals. The ahative view is that tax policy waationally
updated as policy-makers found more effective means toexe a fixed set of goals. These
views are the basis for my two hypotheses abouiNihevegian tax reform of 1992, since

they suggest the two different paths tax policylddave taken at this crossroads.

The hypotheses, which | refer to as ‘liberalizatiand ‘rational updating’, are also tied to a
more general discussion in the literature on poliegime change in advanced political
economies. In this section, | develop the two higpsés, describing both their general

features and their specific implications for taxipoin Norway.

2.1.2 Liberalization

The first and most conventional hypothesis is tiatberalization. Liberalization is regarded

as a dominant contemporary trend both in worksaonpolicy change and in the broader
literature on changes in advanced political ecoesmiGenerally, liberalization is often
identified as a shift to a more market-based maliteconomic logic that involves larger

freedom for private economic actors (e.g. StreexkEhelen 2005).

In the tax field, the discussion about liberaliaatiis more oriented towards the balance
between policy objectives of efficiency and eqyalés well as the corresponding outcomes.
In the tax reforms of the 1980s and 90s, some atsapee a “shift in policy paradigm” where
the goal of efficiency was given increasing weigélative to that of equity (Swank and

Steinmo 2002:643,651). Steinmo finds “an unmistbkabmmon trend: Tax reform has now
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come to mean the redistribution of existing taxdems downward” (Steinmo 1993:156). That

is, policy change in a liberal direction is ideigtif with a shift from equity towards efficiency.

Accordingly, | conceptualize ‘liberalization’ as shift in policy objectives from equality
towards efficiency and a corresponding developmenbutcomes Liberalization implies
greater efficiency at the expense of equality. THuggard a weakened ability to generate

economic equality as a necessary preconditionl&ssidying a development as liberal.

The proposed “big trade-off” (Okun 1975) betwesidicefncy and equity constitutes the basis
for this notion of liberalization. This basic tenadt neo-classical economic thought implies
that stronger redistribution leads to lower effimg, while higher efficiency means less
redistribution. In this trade-off, liberalizatiomc be equated with giving priority to the goal of
efficiency over that of equality: Redistributivefats are problematic since they hurt
efficiency, and should therefore be reduced.

More generally, this neo-classical view implies ttlgovernment intervention should be
limited, since it distorts the working of free, cpeatitive markets, thereby impeding an
optimal allocation of resources. Liberalization shumvolves loosening the grip on private
economic actors, so that they can make free ecanambices that generate economic

efficiency.

What are the specific implications of this hypotkdsr tax policy in Norway? On the policy
regime level, the liberalization hypothesis cormgis to a shift from a traditional

interventionist social democratic tax policy motieh liberal regime.

Liberalization would change the weight accordeditterent objectives of tax policy. On the
one hand, liberalization implies a stronger condemefficiency and the free operation of
markets. More lenient tax treatment of business mathile capital would be the logical
consequence. Thus, the outcomes related to likat@n would be greater economic
efficiency and a lighter tax burden on businesscapital.

On the other hand, a liberal tax policy regime wloaccordless weight to goals of
redistribution. This applies both to the directisétbution within the tax system and the

indirect redistribution based on raising revenue tfee welfare state. Thus, liberalization
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would be related to outcomes of higher inequaétther because of a downward shift of the

tax burden or a weakened capacity to finance mdulisive welfare policy.

To summarize, the first hypothesis is that the 188&vegian tax reform changed policy in a
liberal direction. In terms of policy objectived)is would imply a shift from equity to

efficiency concerns. In terms of outcomes, libeaion would be associated with higher
economic efficiency and a lower tax burden on bessfcapital, combined with greater

inequality and a reduced ability to finance thefare state.

2.1.3 Rational updating

The alternative hypothesis about how Norwegiarptaicy developed is what | labeétional
updating. This hypothesis has two basic elements. ‘Ratiamdérs to using more rational
policy means to achieve a fixed set of goals. ‘Upda means adapting policy to new
political-economic environments. Heneational updating of policy means to better achieve
established objectives by adapting policy meamset® political-economic realities

Though rarely stated explicitly, this hypothesisarechored both in the general literature on
changes in advanced political economies and inudgons of tax policy change. On a
general level, Hacker (2005) and Streeck and Th@&8a5) provide a theoretical foundation
for rational updating. The latter pair write thamstitutions require active maintenance; to
remain what they are they need to be reset anduséal, or sometimes more fundamentally
recalibrated and renegotiated, in response to d@sang the political and economic
environment” (Streeck and Thelen 2005:24). The tpanthat policy changes are often
necessary to better achieve the core objectivespailicy regime. Policy changes can be of a
predominantly rational character, and do not nexédgsmply changes in the substance of a

policy regime.

Paul Pierson (2001) also writes about rational rrefoin his discussion of welfare state
restructuring. He mentions ‘rationalization’ as omietwo reform types under the general
dimension of ‘recalibration’. Pierson defines raadization as the “modification of
programmes in line with new ideas about how to eshiestablished goals” (Pierson
2001:425).
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In the tax field, Steffen Ganghof’'s analyses of srodtax reforms strongly suggest the idea
of rational updating. He argues that reforms weniengrily aimed at rationalization and
upgrading: “The tax reforms did not fundamentallyaoge the weighting of different tax
policy goals (efficiency and equity) but tried teetter achieve both goals” (Ganghof
2007:1066). Policy changes were necessary to egsatguity in outcomes. Drastic changes
in tax rules did not reverse the existing goalsaafpolicy; they were rather “a precondition

for defending the underlying substantive status’ @fieax policy (Ganghof 2007:1062).

Steinmo’s recent analysis of Swedish tax policy g@lartly suggests the hypothesis of rational
updating. His point is that although “tax policyn®st certainly adapting to the new political
economic realities”, this has not meant “the endedistribution” or the death of the Swedish
welfare state (Steinmo 2002:841).

Whereas the hypothesis of liberalization implieshdt in objectives, rational updating entails
continuity in objectives. Existing goals are notersed or altered; only the policy means for
achieving these goals change. Contrary to the [fiygtothesis, rational updating does not
assume that there is a trade-off between efficiemog equality. The notion of rational
updating implies that it is possible to better aghi both goals simultaneously, or at least to

increase efficiency without hurting equality, andevwersa.

Identifying ‘rational’ policy change is a challengi exercise analytically. For one, the term
‘rational updating’ is defined by stability regamdi objectives and amelioration in terms of
achieving them. Can policy changes really be who#ytral and rational? My answer would
be that although changes can never be completelirabein some cases the continuity in
objectives/outcomes will be more significant thdu tdiscontinuity. A notion of rational

policy change is warranted, as we clearly do nobhtwa identify all modern changes in

economic policy as liberalization (cf. Pierson 2@125b).

Yet, wouldn’t all policy-makers claim that their Ipzes are rational, since they aim to better
achieve goals? To meet this challenge, it is esddntbase the evaluation of policy change
primarily on outcomes. This study undertakes adbgh investigation of the outcomes of
policy change to determine whether liberalizatiomational updating characterized the 1992

tax reform.
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What are the specific implications of the rationgddating hypothesis for tax policy in
Norway? On the policy regime level, this hypothesisresponds to replacing the traditional

social democratic model with a modern social demictax policy regime.

Rational updating implies continuity in the corgemives of tax policy. Such policy change
would thus reconcile the goals of efficiency, ravemaising and redistribution. Efficiency in
taxation would not be pursued at the expense atyedihe outcome of rational updating for
the tax system would be both greater economicieffcy and a greater total redistributive
capacity. Increased redistributive capacity measgsemgthened ability to finance the welfare

state and/or greater direct redistribution withia tax system.

To sum up, the second hypothesis is that Norwetgiampolicy moved in a rational direction
in the 1992 reform. This is associated with continun objectives. In terms of outcomes, this
would imply greater efficiency combined with more effectiveereie-raising and stability in
the distribution of tax burden§able 2.1 summarizes the implications of the hwpotheses

for changes in the outcomes of tax policy.

Table 2.1: Implications of the hypotheses for outcomes of tax policy change

Hypothesis
Outcome variable Liberalization Rational updating
1. Efficiency Greater Greater
2. Treatment of capital More lenient Same as bejoteugher
3. Capacity to finance welfare state ~ Weaker Saniefge or stronger
4. Direct redistribution Weaker Same as beforeronger

2.2 Linking outcomes and processes of change

2.2.1 Institutional change in advanced political ec ~ onomies

The second research question of this studyow was the outcome of the 1992 tax reform
conditioned by the large scale of policy change® inspired by the literature on institutional
change in advanced political economies. Substdytitteis body of work has addressed the

character and outcomesf the major changes that have taken place irouarpolicy areas
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and broader institutions since the 1980s. TheaMtic it has been concerned with
understandingrocesse®f change. However, it is the link between the tat constitutes
the decisive point at issue in this literature. Tdrgument that substantial outcomes are
associated with specific types of institutional i@ represents the vergison d’étreof this
line of theoretical effort.

Most scholars of institutional change support tleppsition that there is a relationship
between outcomes and processes of change. Whaeldi®nship looks like, however, is the
subject of intense academic debate. The discustiont what type of institutional change
gives rise to specific substantive outcomes is asyuthe most important current debate in
the field. There are two major positions in thisadission: the first associated with Paul
Pierson’s work; the other most clearly represeigdathleen Thelen and colleagues. | first
present these two positions, before | go on to arthat the kind of change | find in
Norwegian tax policy represents a related butmtistineoretical category that has been given

little attention in this literature.

2.2.2 Path dependence and the lack of retrenchment

The first position is based on the work of Paulr$ba and others on welfare state

retrenchment. The substantial question posed byrédteenchment literature” is whether the

welfare states of advanced democracies have beeradiled as a consequence of increasing
strains. The main finding is that the welfare stais proven remarkably resilient to change.
Although there have been cuts, most systems o&lspootection have resisted fundamental
shifts. The result of increasing pressures hashb®een across-the-board retrenchment or
liberalization, but rather limited restructuring thfe advanced welfare state (Pierson 2001).

Thus, the substantive outcome has bamrtinuity rather than change

The retrenchment literature is, however, equallyceoned with processes of change as with
outcomes. Regarding processes, the dominant finditlgat changes have been incremental,
not abrupt. Taken together, “most reforms in masintries [have been] incremental rather
than radical, and focused on restructuring rathan tstraightforward dismantling” as Pierson
sums up an anthology on changes in advanced welfaies (Pierson 2001:420).
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Paul Pierson makes the conceptual link betweere ttves findings, arguing that the outcome
of limited retrenchment is associated with a spegfocess of institutional change, namely
incremental, path dependent change. Welfare steiitutions have not been dismantled,
because they tend to evolve according to a patarakmt logic. As institutions develop along
a particular path, processes of increasing retares set into motion, which make it
increasingly difficult to exist the existing paffhese processes produce significant barriers to
fundamental policy shifts. Change, therefore, wibhstly be incremental, amounting only to

adjustments and adaptations within the existing.pat

According to this view, the process of change thuosounts for the outcome of change,
namely institutional stability. Simply putjcremental processes of change produce outcomes
of institutional continuity Arguments about path dependence account fortutistial
persistence.

However, the outcome to be explained is not alwagstutional stability. Major institutional
changes do indeed occur. The path dependencetditerasually points to the concept of
“critical junctures” to make sense of fundamentafts of this kind. Critical junctures are the
moments of creation or innovation “where the ustalctural constraints on action are lifted
or eased” (Mahoney and Thelen 2009), often caugddre exogenous shocks. During such

critical moments, radical shifts from one institutal path to another are possible.

A common theoretical view is that institutional éépment over long periods of time
incorporates both the logics of path dependencecatidal junctures. This is often called the
punctuated equilibrium modelnstitutional change is characterized by longhpd¢pendent

continuities that are periodically interrupted hytical moments when radical shifts occur
(Pempel 1998). In the stretches of time betweesethare critical junctures, institutions

develop in path dependent ways.

Arguments about path dependence and critical juestshould not be conflated, as stressed
by Pierson (2000). The two concepts point to diaicedty opposite logics of change. Path
dependence arguments emphasize the barriers togehtdmat explain stability, while
arguments about critical junctures stress thengiftof these barriers, which accounts for major

ruptures. However, they give rise to complementaypotheses about the relationship
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between processes and outcomes of change. Whitemeatal path dependent change

produces institutional continuitgbrupt change (at critical junctures) causes didounty.

2.2.3 Liberalization through gradual transformation

Wolfgang Streeck and Kathleen Thelen criticize thusictuated equilibrium model, arguing
that there are “severe limits to models of chainge tiraw a sharp line between institutional
stability and institutional change” (Streeck andelBm 2005:8, applies also to next quotes).
Separating the analysis of institutional continutyd rupture, they argue, imposes a bias on
our understanding of the relationship between m®ee and outcomes of change. This
conceptual framework only provides for “either imgrental change supporting institutional
continuity through reproductive adaptation, or wijgive change causing institutional

breakdown and innovation and thereby resultingsoahtinuity”.

Equating incremental change with continuity andugbrchange with discontinuity is
misleading, they argue, since discontinuities dan arise from incremental changes: “Far-
reaching change can be accomplished through themadation of small, often seemingly
insignificant adjustments”. To account for this gibdlity, they suggest that we distinguish
clearly between grocesses of chang&hich may be incremental or abrupt, aedults of
change which may amount to either continuity or discantty”. This is presented in a two-

by-two matrix, reproduced under (Table 2.2).

Table 2.2: Typesof ingtitutional change: processes and results

Result of change

Process of change Continuity Discontinuity

Incremental change 1. Reproduction by | 3. Gradual
adaptation transformation

Abrupt change 2. Survival and return 4. Breakdewd

replacement

Source: Streeck and Thelen (2005:9)

This typology of institutional change maps out f@assible combinations of processes and

results of change. But the typology also represémis possibleconnectionsbetween the
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character of the change process and the outcortieaoige. Cell 1 represents Pierson’s view,
which conceives of incremental change as adaptivéd eeproductive, thus implying
continuity. Cell 4 corresponds to arguments abaiiical junctures, where abrupt change
causes institutional rupture. Taken together, thacjuated equilibrium model allows for
institutional change of types 1 and 4.

Streeck and Thelen, however, emphasize institutiohange of type 3, which they term

‘gradual transformation’. “In reality,” they argudhere can be “dramatic institutional

reconfiguration beneath the surface of apparemilgyaor adaptive self-reproduction, as a

result of an accumulation over longer periods mietiof subtle incremental changes” (Streeck
and Thelen 2005:8). They regard this as a frequenaiybe even the predominant — type of
institutional change in the political economy ofaeon capitalism. But due to the dominance
of the punctuated equilibrium model, these procesdgegradual transformation are poorly

understood.

Their basic point is that institutional discontityuis not necessarily the result of abrupt
change brought about by exogenous shocks. On th@acg, major transformations of
institutions are most often produced by seriesdls seemingly insignificant changes. This
represents an alternative view of the relationgl@fwveen processes and outcomes of change:

Major discontinuities result from incremental chang

In the context of modern political economies, digowity is inextricably linked to
liberalization. Streeck and Thelen’s argument iseldaon the observation that advanced
industrial democracies have gone through a progkkleralization since the 1980s that has
fundamentally altered their political economies.ey¥hthus present a rival view of the
substantive outcome of the pressures put on addapcktical economies. Contrary to the
‘retrenchment’ and ‘Varieties of Capitalism’ liteéuaes, which emphasize continuity and the
lack of convergence, they stress the significarfcine changes that have taken place. They
see “a process of liberalization [that] involvemajor recasting of the system of democratic
capitalism as we know it” (Streeck and Thelen 28]5:

Liberalization, however, has not been produced ibyugtive changes caused by exogenous
shocks. Quite the opposite: “[A]ln essential andirdied characteristic of the ongoing
worldwide liberalization of advanced political econies is that it evolves in the form of
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gradual change that takes place within, and isitonéd and constrained by, the very same

postwar institutions that it is reforming or evasswlving” (Streeck and Thelen 2005:4).

The authors thus observe a relationship betweeauteme of liberalization and incremental
processes of institutional change. These procegsgadual but transformative change are of
four kinds (Mahoney and Thelen 2009:15-17). Fidsplacemenbccurs when old rules are
replaced with new ones, for instance when privagitutions are introduced that compete
with and eventually supplant public schemes. Sectayéring implies that new rules are
added to existing rules, thereby altering the logfican institution. Thirddrift describes
processes where shifts in the context of policiksr ahe effects of policies that are not
updated (Hacker 2005). That is, even if policies mot changed, changing environments can
bring about significant changes in the outcomegalfcies. For instance, public welfare
schemes may decay because they are not tendeduith fEonversionoccurs when existing
rules are interpreted or enacted in new ways. OQOftartors exploit the ambiguities of

institutional rules, filling institutions with negoals or functions.

Streeck and Thelen argue that gradual transformatiocesses of these kinds abound in the
recent development of advanced political econoniiéss brings them to ask whether the
connection between incremental processes of chandeoutcomes of liberalization is of a
more general character: “Could it be that measofdiberalization are somehow particularly
suited to being imposed gradually and without gison?” (Streeck and Thelen 2005:33).
They support this suspicion by pointing out thdtetalization seldom requires political
mobilization, as the typology of gradual transfotiveichange suggests. Liberalization can be
brought about without dismantling existing insfibmis, simply by doing nothing or by

changing institutions from within.

Streeck and Thelen thereby provide an argumenttaibeulinkage between processes and
outcomes of institutional change that runs courtterPierson’s understanding. While
Pierson’s view is that incremental change causesireoty and lack of retrenchment, they
argue that gradual change privileges discontinunityre form of liberalization.
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2.2.4 Fundamental changes, continuity in outcomes

The possible linkages between processes and ouscofmastitutional change are, however,
not exhausted. Returning to the typology of insitlial change in table 1, the punctuated
equilibrium model corresponds to cells 1 and 4,levkihe model of gradual transformation
occupies cell 3. What about the combination of pbehange and continuity in outcomes
(cell 2)? Streeck and Thelen note that “there ofteconsiderable continuity through and in
spite of historical break points”, tentatively nefeg to this type of change as ‘survival and
return’ (Streeck and Thelen 2005:8). This categiristitutional change is not given further

attention, though.

However, the kind of change that | find in the Negian tax reform of 1992 seems to fit this
category. My empirical investigation reveals a rekable stability in outcomes, despite — or
perhaps because of — abrupt policy change. Thig typ institutional change appears
compatible with the argument advanced by Streeck Hmelen. The criticism of equating

processes of change with outcomes applies hereelis Neither does incremental change
signify continuity in outcomes, nor does abruptrgf@ imply discontinuity. Their claim is

that liberalization often results from the gradeabnge generated by the failure to adapt

policy to changing environments (see also Hack@60

“[N]nstitutions require active maintenance; to remahat they are they need to be reset
and refocused, or sometimes more fundamentallylibeated and renegotiated, in
response to changes in the political and economigr@anment in which they are
embedded [...] Without such tending ... they can beesibto erosion or atrophy
throughdrift” (Streeck and Thelen 2005:24, emphasis in original

This argument, which underpins the claim aboutdged, but transformative’ change, also
implicitly supports the type of institutional changharacterized by continuity in outcomes
through disruptive large-scale reform. In this vjéiveralization often occurs due to the lack
of major reform that updates an institution to areconomic or social environment. The
logical implication is that major, updating reforwan indeed produce institutional continuity
and deter liberalization. Ganghof advances the gaong with regard to tax policy, arguing
that “drastic changes in the legal status quo ¢msd) may be necessary to defend the

underlying substantive status quo (outcomes)” (Bahg007:1081).
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This argument can be pushed even furtl@ould there be a connection between non-
liberalization and abrupt, fundamental reforn®yain, this suspicion mirrors Streeck and
Thelen’s speculation about a general relationskigvben gradual change and liberalization.
While liberalization can easily proceed without nti@htion, updating institutions to
changing contexts is a more difficult task thatuiegs mobilization. That is, liberalization
does not depend on large reforms, while non-limatbn by means of recalibrating

institutions does.

“Non-liberal reforms in a market economy seem tquree ‘political moments’ in which

strong governments create and enforce rules tbatidtwal actors have to follow, even if they
would on their own prefer not do so”, Streeck aritel€n (2005:33) write. As the authors
suggest, organizing capitalism today may face feonger collective action problems than

liberalization within capitalism.

However, their emphasis on ‘strong governmenthasanly solution to these problems seems
misleading. Broad, political coalitions behind meforepresent a strong — and perhaps more
viable — alternative. That is, collective politiGattion by broad coalitions appears to be the

most important condition for fundamental non-lideedorm.

2.2.5 Summary of the discussion of outcomes and pro cesses of change

What is the relationship between processes oftutsthal change and substantial outcomes in
advanced political economies? In the precedingudson, | have presented two conceptual
models, which each give rise to two types of instihal change. Thpunctuated equilibrium

modelsuggests that incremental changes imply continnityutcomes, while abrupt changes
produce discontinuity. Pierson explains lack ofreethment with the path dependent
character of institutional change (‘reproduction Iadaptation’). Major institutional

discontinuities (‘breakdown and replacement’), tve bther hand, are understood as the

product of disruptive change at critical junctures.
Streeck and Thelen present an alternative modeglliray that the connection between

processes and outcomes of institutional changeth@®pposite sign. Discontinuity in the

form of liberalization most often occurs throughcremental changes (‘gradual
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transformation’). Conversely, and based on the sagie, non-liberalization in the sense of
updating institutions may require abrupt, largelescaforms (‘survival and return’). My study
of the 1992 Norwegian tax reform explores this tgbenstitutional change, examining the

linkages between fundamental reform and rationdhtipg.

2.3 Sources of change

2.3.1 Structure and ideas as sources of change

The previous section discussed the relationshipvd®et processes and outcomes of change.
We now take one step back in the causal chain, iexagrthe factors that give rise to changes
in policy. Policy change can be regarded as thdumioof two elements: first, the sources of
change — either structural or ideational — and mecthe political institutions that process the
impulses for change that emanate from these saufides model is consonant with the
historical institutionalist approach (see sectiof).1Change in a policy regime is regarded as
the result of how outside historical processes batih the international and national level —
interact with developments within the policy regirtself, and how these potential sources of

change are processed through decision-makingutietis.

This section addresses the sources of change, wbiitcal institutions are the subject of
section 2.4. ‘Sources of change’ simply refer te things that give policy-makers reason to
change policy. This could be problems associatetl wxisting policy or the prospect of
better effects from new policies. Sometimes thecaiof change are abrupt shocks (as wars
or crises), in other cases features that have dpedlover a long period of time. Sources of

change can be divided into two categorgricturalfactors anddeationalfactors.

Traditionally, structural factors have been emphediin explanations of institutional change.
The basic contention is that changes in structaceunt for changes in institutions or policy
regimes. Structural factors can be either inteomati or domestic, and either external or
internal to the policy regime in question. In tisisction, | discuss two potential structural
sources of change in the Norwegian tax policy regiffirst, in section 2.3.2, | address the
internal structural problems of the existing tasteyn (which are also related to the broader

economy). Second, in section 2.3.3, | discuss asgd economic internationalization.
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Yet, the last two decades this materialist approaas been challenged by scholars that
emphasize the importance of ideas as causal famétiisd institutional change in the political

economy (Blyth 1997). That is, changes in policgimes may in part be explained by the
emergence and development of new economic ideas.igla reasonable hypothesis also in
the area of tax policy (see Steinmo 2003). Theegfior addition to structural factors, | discuss
the development of new economic ideas about taxasa source of tax policy change in

Norway (section 2.3.4).

Before looking closer at these potential sourcestasf policy change, a notion of the
relationship between structural and ideational aatectors is necessary. Are material and
ideational factors mutually exclusive or compatibMark M. Blyth (1997; 2001) presents a
convincing argument for the latter. His main cotitamis that although structural factors are
important, they can only bring us halfway in explag policy regime change. “While

structural factors may explain why a particulartimsonal equilibrium becomes unstable,
such a model does not explain why the new equilibrtakes the specific form that it does”
(Blyth 2001:4). That is, structural explanationsimdtitutional change are incomplete, since

they are “indeterminate regarding subsequent utsiital form” (Blyth 2001:26)

Therefore, ideas are essential components of exfitens of policy regime change. While
structure may account for the breakdown of the mdime, ideas will often form the
substance of the new policy regime. Economic id#ten serve as institutional blueprints,
since they not only define structural problems &lgb project the solutions that will resolve
these problems. Therefore, economic ideas candreae“a key mediating variable between
structural change in the economic realm and irigiital change in the political realm” (Blyth
2001:5).

Thus, in accounting for change in Norwegian taxiqylthe question is not only what the
crucial sources of change were. It is equally ingoar to determine how structural and

ideational factors interacted or complemented edicér in producing change.

In the following, | present the existing literatuo@ what is believed to be the important
sources of modern tax policy change. This litemfonovides the theoretical foundations for
the two hypotheses of liberalization and ratioralan. | first discuss structural factors, both
at the national and the international level, befbterrn to ideational factors. Under each
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heading, | start with the general theory, beforerzimg in on the theoretical discussion

specific to the Nordic countries.

2.3.2 Domestic structural factors: extant tax polic ~ y and economic context

Which structural factors could have given impulsgsax policy change in Norway? In this
sub-section, | discuss the existing literature lom $tructural problems of the old tax policy
regime. This includes a brief look at the relatimiween the tax system and macro-economic
performance. In the next sub-section, | discuss ititernational structural constraints

represented by increased economic globalization.

Any account of changes in tax policy must be basec notion of the system that existed
previously. That is, looking at the character audlaion of tax systems from the 1960s to
the 80s is a precondition for understanding thesegbent changes in tax policy. Scholars
seem to agree that the problems of the existingyatem gave important impulses to change.
Some even argue that the character of the old ¢dixypregime prepared the ground for a
certain kind of change. However, an analysis of the systems in the decades preceding

reform can lend support to both the hypotheseibefdlization and rationalization.

What characterized the old tax policy regime? Upthte 1980s, policy-makers generally
regarded tax policy as a tool for achieving a laageay of goals. In addition to raising
revenue, tax systems were used to promote redisbiband manipulated to achieve various
industrial policy ends, among other things. TaxgyoWas to a large degree interventionist, as
policy-makers used tax incentives as a solutionitoally any problem (Steinmo 2003:215-
7).

The resulting tax systems tended to be messy amdplmated, presenting firms and

individuals with a number of different deductionsddoopholes. Thus, effective tax burdens
rarely corresponded to formal tax rates. While n@hrates were often high and progressive,
the real tax burden was modest, as corporationsemad of different tax incentives and

individuals claimed generous deductions.

The tax systems of the Nordic countries represembeeixception in this regard. Rather, these

features were accentuated in the Nordic tax systévhdle the Nordic countries had some of
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the highest formal tax rates in the world, this wampensated by generous deductions and
tax incentives (Ganghof 2007:1068). This owed, h@wrgeto a couple of features particular to
the Nordic tax systems. For individuals, tax treatmof owner-occupied housing was
extremely favorable. For firms, strong tax inceesivto keep capital inside the company
implied lenient taxation. These features had imgurimplications for both the ability to
achieve political goals through the tax systemdonites) and the political-economic logic in

the Nordic countries.

The tax treatment of owner-occupied housing wabgyes the most important peculiarity of
the Nordic income tax systems (Ganghof 2005:80-8aX. rules for housing were extremely
favorable, as the returns to housing investmente waxed lightly or not at all while interest
payments were fully deductible. Interest expensmddcbe deducted against the highest
marginal tax rate, so that those facing the higtestrates had the greatest opportunities for
tax deductions.

The liberal rules for interest deductibility gaveerto several problems (Ganghof 2005:81).
First, the revenue from personal capital income tes low or even negative. The
Scandinavian countries actually suffered revenasds from personal taxes on capital income
at times during the 1980s (Sgrensen 1998:16). Gdrgges this as part of an implicit tax
differentiation between labor and capital incombere policy-makers concerned with growth
sought to impose lower effective tax rates on #teef. He argues, however, that this strategy
had gotten out of hand, the tax burden on capitebme dropping way below what was
rational (Ganghof 2007:1061).

Second, the allocation of resources was inefficeend the savings ratio of households low.
The tax rules induced people to borrow money anésnin real estate, instead of putting
aside savings that could be invested in productidnrd, formal progressiveness in the
income tax led to little effective redistributiosince the biggest earners had the largest loans
and therefore enjoyed the largest tax deductiongnferest. Thus, this feature of Nordic tax

systems undermined equity, efficiency and reverasdsgalike.

Moreover, this tax regime contributedrt@acro-economic instabilitin the 1980s. In Norway,
the combination of generous rules for interest dado and credit liberalization fuelled an
uncontrolled credit expansion in the mid-1980s (ia 2000: chap. 3). The boom years of
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1984 to 1987 were followed by economic downturnflpaue to a tightening of tax policy in
1987. In the late 1980s and early 1990s, the Naamegconomy was in a deep crisis, with
negative growth and soaring unemployment. Theseusemacro-economic problems add to

the other structural deficiencies of the old takqyoregime.

Another particular feature of Nordic tax policy widie active use of tax incentives to direct
the flow of capital. As such, tax policy was onemeént of interventionist industrial policy

(Steinmo 2002:842). Specifically, Nordic tax sysseprovided corporations with incentives
to lock capital inside the firm. Tax rules suppdrt@ logic of ‘retain and reinvest’, since

capital owners avoided taxation if they left prefin the company instead of collecting
dividends (Steinmo 1993).

This political-economic logic promoted investmemtsproduction that could generate long-
term growth and employment. As such, it also pregidtability for all the stakeholders in the
companies. The main problem with the tax incentfeesocking in profits, however, was that
capital was not put to its most productive use. alhacation of capital was inefficient, since
profits were reinvested in companies instead afifhg to where they would give the largest
returns. Additionally, these tax incentives proddeorporations with small effective tax
burdens (Steinmo 1993:42).

How did experiences with the existing tax systerftuence tax policy change from the
1980s? Primarily, the deficiencies associated Wthdic tax systems provide a theoretical
foundation for the hypothesis of rational updatihggically, the room for rational policy
change will increase with the irrationality of exig policy. For instance, “the effective
capital income tax burden that had developed updaarly 1980s was extremely low so that
subsequent tax reforms could cut marginal tax ratemobile types of capital income while

increasing tax revenue” (Ganghof 2007:1059).

Ganghof forcefully argues that tax systems of t®&F05 and 80s suffered from serious
deficiencies, which laid the ground for rationaldaping reforms. Reforms were primarily a
response to these problems. Ganghof’s view isthieattax reforms of the 1980s and 1990s
were first and foremost efforts to rationalize thasting approach to differentiated income

taxation,” which was feasible since “the patholadjiariants ... that had developed up to the
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late 1970s turned out to undermine efficiency, pessgivity and revenue raising alike”
(Ganghof 2007:1066). One might also add macro-aoanstability to this list.

This suggests continuity in the balance of polioglg. Since the existing system was largely
inefficient in achieving its objectives, reformirtgdid not confront policy-makers with a clear

trade-off between efficiency and equity goals. éast, they could maintain all the core

ambitions of tax policy. That is, “tax reforms didt fundamentally change the weighting of
different tax policy goals (efficiency and equitiput tried to better achieve both goals”

(Ganghof 2007:1066).

However, the problems of the Nordic tax systemthef70s and 80s can also lead us to expect
liberalization. Some interpreted the deficient $gstems as proof that government could not
effectively pursue redistribution or industrial gl through taxation (Steinmo 2003). Sky-
high marginal tax rates became a symbol for thdet@f between efficiency and equality.
And the interventionist strategy of directing capiflows and locking profits into firms
produced distortions in the allocation of investisetihat impeded growth and innovation.
This provided a rationale for abandoning intervamtt and highly redistributive tax policy.
Thus, the problems of existing tax systems couidgopolicy-makers to shift the balance of
tax policy objectives from equity towards efficignd_eaving the structural problems of

existing tax systems, we now turn to structuralst@ints on the international level.

2.3.3 International structural factors: economic gl obalization

Theory on the impact of economic globalization esents an important foundation for the
general hypothesis of liberalization. Economic glatation can be identified as the
increasing internationalization of the economy.ti#¢ heart of this development is the freer
movement across national borders of mobile faabrgroduction, especially mobile capital.
According to globalization theory, this process leéesar implications for tax policy. (For

thorough discussions, see for instance GenscheRjair Hageret al. (1998).)

The standard argument is that internationalizatnmneases the exit possibilities for mobile
factors, thereby strengthening the bargaining osibf these factors, most importantly
mobile capital (Swank and Steinmo 2002). Since teotapital can move around freely, it

will — ceteris paribus — flow to the country withetlowest capital tax rate. This engenders tax
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competition between countries, as governments hrmentives to lower taxes to keep (and

attract) mobile capital. This will set off a racethe bottom in tax rates on capital.

There are thus two clear implications of econommternationalization for tax policy
(Genschel 2002:247). First, it would make it morialilt for states to raise tax revenue,
leading to a lower total level of taxation and aakened capacity to finance the welfare state.
Second, it would shift the tax burden from mobieirnmobile tax bases, i.e. from mobile
capital to immobile labor, consumption, and redahtes This means more lenient taxation of
business and capital. It also implies a more regredax mix, which will reduce the direct
redistributive effect of the tax system (GanghoD20OHagenet al. 1998). Globalization
theory thus predicts that the process of economtiernmationalization will provide strong

structural impulses towards a liberalization of peicy.

There are, however, alternative theories aboutrtipact of internationalization. Generally,

they emphasize that globalization also creates @ifessures that conflict with the race to the
bottom-logic. Peter Katzenstein’s (1983; 1985) silzad argument is that an open economy
makes citizens more vulnerable to the adverse tsffet external economic shocks. This

increases demands for a social safety net, pushengovernment to expand social protection.

Swank and Steinmo (2002:646; Steinmo 2002:840) speelthe implications of this kind of
argument for tax policy change. They argue thatnthed to maintain revenue in the context
of rising needs, constrains the downward pressurdagation of mobile capital. These
conflicting pressures induce governments to purgher policies than effective tax cuts or
tax shifts from mobile to immobile factor. One d@u is cutting statutory tax rates while
reducing deductions. This makes sense since stattzto rates on capital are important for
determining where mobile capital is invested (Gaidi906).

Swank and Steinmo (2002:646) predict that whileciietent of tax policy will change in this
manner, there will be little room to alter relatibex burdens. That is, the conflicting pressures
of internationalization produce changes in taxcttme but continuity in the distribution of tax

burdens.

This argument clearly points in the direction ofioaal updating. Rather than leading to

liberalization, economic internationalization woudiuce governments to find more rational
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ways to raise revenue for social protection in tiesv economic context. The weighting of
goals would remain virtually unchanged, as the gngvpolitical pressures for equity balance
out the increasing economic concerns for efficiefidye impulse would rather be to design

policies that better achieve both goals.

As this discussion shows, the process of econambérriationalization can be argued to give
impulses to either liberalization or rational updgt This conclusion suggests that institutions
at the national level will be crucial for shapingteomes. (Although obvious, this point is
underemphasized in the globalization literature,ictwvhtends to privilege structural
explanations.) The policy response will depend @mv lthese pressures manifest in the
specific national political-economic context, aneh &iow decision-making institutions

perceive and process these pressures.

What does the empirical evidence tell us abouirtipact of globalization on tax policy? One

conclusion that emerges from this enormous bodjiteshture is that there has been no clear
“race to the bottom” in taxation of capital (e.ger@chel 2002; Swank and Steinmo 2002).
Although rates have gone down, the revenue frontaldmas not been reduced significantly.
Genschel argues that the predictions from glob@tizatheory find little support, as OECD

countries have “neither suffered a dramatic deereéadotal tax revenue nor experienced a
clear shift of the tax burden from mobile to immebbases” (Genschel 2002:246). In this

sense, there has been no clear liberalization.

However, some studies do find support for the mtezh that internationalization will force
governments to lower taxes on highly mobile asdets. instance, Bretschger and Hettich
(2002) find a negative impact from globalization capital taxes when measuring capital
taxes by effective tax rates instead of revenue.

Even if internationalization has not reduced theltarden on mobile capital, scholars seem to
agree that it has constrained national tax polgtably, tax competition has prevented
governments from increasing taxes in response ¢wvigg needs and stronger calls for
spending (Genschel 2002). There seem to be stimiitg bn how much revenue can be raised

from taxes on mobile capital without hurting conifpetness.
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However, this would depend on the existing taxeystEven if there are clear limitations to
how much revenue can be raised from mobile capildl{ax systems did not necessarily fully
exploit this potential. In the Nordic countriesetaxisting practice of implicit differentiation
in income taxation implied a rather low tax buraencapital (Ganghof 2005; 2007). Even if
the Nordic states were forced to cut rates on stypes of capital income, they could
“increase the tax burden on less sensitive typesapital income that had been taxed very
lightly in the past” (Ganghof 2007:1067).

Therefore, “adjustment to tax competition did navé to lead to revenue losses” (Ganghof
2007:1067). “[T]he Nordic welfare states, amongeosh have managed to adapt to increased
economic internationalization anidcrease capital income tax revenue” argues Ganghof
(2005:86, emphasis in original). This point cleasbcks up the hypothesis of rationalization

with regard to the Nordic countries.

2.3.4 ldeational factors: new ideas about tax polic vy

So far we have discussed structural factors bekéxdpolicy change. We now turn to
ideational factors, namely the emergence and dpretat of novelideasabout tax policy.
How can new economic ideas influence policy? Ditinsis the key concept here, as ideas
will have little influence if they are only sharég a group of university professors without
connections to policy-makers. In democratic systadeas will often have deep impact on
policy only if they gain popular acceptance. Thaams that they have to be transmitted not
only from experts to politicians, but also fromtedi to the consciousness of regular people
(Blyth 2001:237).

What does the existing literature tell us on théject of the new tax policy ideas that
emerged internationally? What were their contendl 0 what extent and how did they gain

influence?

During the 1980s, ideas about what constituted dgdax policy shifted markedly. In the

1960s and 70s policy-makers and experts alike backjved of tax policy as a tool to achieve
a large array of goals, and tax policy instrumemtse used as a solution for virtually any
problem. The new tax reform doctrine that emergetthé 1980s, however, largely abandoned

the belief that government could effectively useaatan for redistributive or industrial policy
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ends (Steinmo 2003:219). In practice, the new refleas implied lowering tax rates while

cutting tax deductions and incentives — so-caltate'reduction, base broadening'.

Yet, ideas about policy don't just appear out ohthir, they are “formed in political,
economic and institutional contexts” (Steinmo 2@28). How was this process of idea
change related to the structural factors discuss#te previous two sections? Steinmo argues
that new ideas about tax policy emerged mainly beeaf the negative experiences with
existing tax systems: “[E]xperiences with poorlysigmed and implemented tax policies
helped shape the attitudes and beliefs of politgigconomists and tax officials about what
reforms were necessary and desirable” (Steinmo:2@83. Policy ideas were thus first and

foremost problem solutions.

Moreover, the formation of ideas took place withive structural context of increasing
international economic mobility. Although this skeadpideas, it did not determine them,
argues Steinmo. Policy ideas were not just anunsnt through which structure affected
policy; ideas exerted an important independentuarfte on policy. Globalization rather
appears to have opened the door for innovativesidé®ut taxation. The new policy ideas
that emerged were crucial both for what policy vgatected and for how policies spread
(Steinmo 2003:207).

This shift in tax policy ideas represents anotlmeotetical foundation for the hypothesis of
liberalization in tax policy. The new tax policy @dne was conceived under the Reagan
administration in the USA and first implementedhie 1986 Tax Reform Act. As such, it was
part of the liberal ideological shift of the 198@sthe western world. Steinmo even suggests

that “tax policy was the leading edge in this neskitizal tide” (Steinmo 2003:217).

The new ideas about tax policy clearly alteredvileeghting of policy objectives. There was a
“marked shift in the concerns of academic tax etgplgom equity toward efficiency, ” as one

observer puts it (McLure 1984:266). The goal oticat equity disappeared from the agenda,
while concerns about efficiency and growth camtnéofore (Steinmo 2003:225).

The ideas embodied in the American tax reform nesbreform of tax systems all across the
world. Sandford speaks of a tax reform ‘movemecijming that “even more remarkable
than the widespread nature of tax reform, has beesimilarity across countries” (Sandford
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1993:10). These reforms were all based on the ipienof ‘rate reduction, base broadening’.
Moreover, Steinmo (2003:221) argues that the didfu®f the new tax policy ideas led to a
remarkable convergence in views. Key policy makersdvanced OECD countries — on both
the right and left side of politics — came to shidnese ideas about what constituted effective

tax policy.

Steffen Ganghof (2005), however, challenges therpmétation that tax reforms worldwide
were based on the diffusion of neo-liberal ideafiatMax reforms of the late 80s and early
90s had in common, he argues, was a “sbiitardsless interventionist and simpler income
taxation” (Ganghof 2005:79, emphasis in origin@ut within this broad wave, countries
based their reforms on different principles for tgstem design. “[T]here were in effect two
different models or blueprints for how to make im® taxation market-conforming: CIT
[comprehensive income tax] and DIT [dual incomg'té&®anghof 2005:79).

The idea behind the comprehensive income tax (GIT9 tax all forms of income jointly and
according to the same rate schedule. The dual iadasm (DIT) model, on the other hand, is
based on the principle of systematic differentiati@tween the taxation of capital and labor.
While capital income is taxed at a relatively lofAgt rate, taxation of labor income is

progressive with a higher top marginal rate (Gahg@l05; Sgrensen 1998).

Although both models strongly emphasize market-@oning capital income taxation, they
differ in the extent to which they imply liberalizan. “[T]he CIT-blueprint fits better into

‘neoliberal economic orthodoxy’ than the DIT-bluept, argues Ganghof (2005:79). The
CIT model was most closely approximated in therdbenarket economies, like the USA,

New Zealand, and Great Britain.

In the Nordic countries, however, experts and pefiakers developed the dual income tax
model as an alternative blueprint for income taonma (Ganghof 2005:80). The model was
conceived in Denmark early in the 1980s, at theesame as similar ideas were discussed in
Norway (cf. NOU 1984). In practice, Norway was tbeuntry that implemented the DIT
model most consistently (Sgrensen 1998:5), whilermes based on the DIT ideal were also
implemented in Sweden and Finland. We should befalanot to overstate the Nordic
exceptionality, though, as Nordic tax reforms folem principles similar to those that
underlay reforms elsewhere in the OECD: reducixgréges and broadening tax bases. But
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abandoning the principle of comprehensiveness Hat of duality certainly represented a

“special novel feature” (Sgrensen 1998:1).

Why would the dual income tax model be less neerdil® Basically, the DIT model responds
to efficiency concerns at the same time as it @y strengthens the capacity to raise
revenue and still allows for some redistributiohafis, the DIT model does not preclude the

continued pursuit of these goals.

First, taxing all types of capital at the same rkg@ds toefficiencyin the allocation of

investments. Second, although the direct effedbwkring nominal rates is revenue loss, a
low, flat tax rate on capital makes it possiblenoreasaevenuen other ways. For one, it is

easier for policy-makers to include more types apital income in the tax base, thus
broadening the income base from which revenue eagxtracted. For another, it reduces the
tax rate against which interest expenses can bectt] thereby limiting the loss of revenue
(Ganghof 2005:81). Third, the differentiation beémetaxation of labor and capital income
allows policy-makers both to raise larger revenfremn wage earners and to maintain a

progressive tax on labor, which represents an ilapbelement ofedistribution

This means that reforms based on DIT ideals dmeogssarily imply a shift in the balance of
objectives. Rather, within the broad reform movetnédre DIT model can be regarded as a
foundation for the pursuit of established goalsodigh new policies. This supports the
hypothesis of rational updating. There is no ckaft from equity to efficiency concerns, as
the principles behind DIT reform allow for contimbiettention to revenue-raising and

redistribution.

To sum up, the emergence of new tax policy ideabeassecond process believed to have
influenced tax policy change in advanced OECD auemt Many observers identify these
ideas with neo-liberal ideology and regard theffudion as the basis for liberalization of tax
systems. However, the DIT model developed in thedMocountries appears considerably
less liberal and more consistent with rational wipda In the empirical investigation, the
crucial issues will thus be exactly which ideagired tax reform, and to what extent these

ideas were put into practice.
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2.4 Political institutions

2.4.1 The influence of political institutions on po litics and policy

The discussions of structural and ideational saumetax policy change in the previous
section show that liberalization and rational updpare both plausible hypotheses about the
outcome of the 1992 Norwegian tax reform. Yet, Wketthese sources give rise to a liberal
or a rational policy change will depend @olitical institutions The institutional setting
shapes both the perceptions of structural problant constraints, the development and
transmission of ideas, and the political proces$gmlicy change. The topic of this section is

how Norwegian political institutions influence pesses and outcomes of policy change.

To start with the fundamentals: What are politicstitutions, and how do they shape policy?
| understand political institutions simply as ats® legislative, executive and administrative
bodies, and their regular practices. For instaticis, definition encompasses work in the
ministries, public commissions and regularized ottations with interest groups. The basic
tenet of the institutionalist tradition is that pickl institutions shape policy by structuring
politics. Different political institutions lead wifferent politics, which produce cross-national
variation in policies. There is, however, less agrent on how and to what extent this

happens.

The present study leans on Sven Steinmo’s wid@matf how institutions structure politics.
He argues that political institutions (1) defiménich actors dominatehe policy-making
process, (2) shape thlatrategiesof these actors, and (3) influence thealicy preferences
(Steinmo 1993; 2002). Thus, the perspective of shisly is that political institutions shape
the dynamics and outcomes of policy change by strung the participation, strategies and

preferences of political actors.

The Norwegian tax reform of 1992 was a case ofelagple policy change. Hence, this
section continues with a general discussion of Wt of institutional settings are conducive
to fundamental change. | then discuss specificaligther the Norwegian institutional setting
is favorable to authoritative policy change. | agtnat the consensual character of the
Norwegian political system may be conducive to éasgale, updating policy change. | then
sketch the main features of the Norwegian modetafsensual policy-making. The final
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section of this chapter (2.5) looks at the role pafitical actors operating within this

institutional context.

2.4.2 Political institutions and large-scale policy change

To what extent do political institutions allow fauthoritative policy change? And what kind
of institutional settings favor such change? Thstittionalist literature on change in
advanced political economies has tended to emphaisedifficulty of authoritative policy

changedue to the high barriers to change representgabhiycal institutions and actors. This
conclusion is partly based on featuresabfpolitical institutions, and partly on features of

specificpolitical institutional settings.

In his famous article about path dependence angeasing returns, Paul Pierson (2000)
presents a general argument about how the dynawhipslitics make fundamental policy

shifts difficult. His point is that increasing rems processes prevalent in politics generate
growing barriers to fundamental policy shifts, whigrivileges incremental, path dependent

change. Therefore, authoritative policy changeeisegally difficult in politics.

Nonetheless, the difficulty of authoritative policlgange is believed to vary between different
political systems. Some institutional settings havetronger status quo bias than others.
Tsebelis’ (1995) ‘veto player’ framework is oftesad to model this variation. This theory

says that the barriers to reform grow with the nenmdf actors or bodies that can veto change,

with the ideological distance between the actard,with their degree of internal cohesion.

Systems with many veto players or veto points thills present high barriers to authoritative
policy change. For instance, Hacker (2005) finds the multiple veto points of American

political institutions make fundamental, policy-apithg reforms very difficult, and also gives

actors incentives to pursue strategies that futibgghten the barriers to change.

Conversely, institutional settings with few vetoirgs/players will be more conducive to
large-scale policy change. In such settings, gowenis have greater opportunity to
implement authoritative policy change on their owiypically, the majoritarian political

systems characterized by majority voting and festitutional checks represent this kind of

institutional setting. Prominent examples are th€ WBustralia and New Zealand. In these
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systems, it is easier for the government to implamarge-scale reform, since it usually

controls an absolute majority in parliament.

Yet, the veto player framework only provides pdrthe answer to when large-scale policy
change is possible. As suggested in section 2fddamental policy change is not
necessarily the result of strong governments exgntinchecked power. It can also be the
product of broad-based political compromise. Thanstitutional settings characterized by a
consensual style of policy-making may also be comduo large-scale reformlrhe Nordic
political systems represent this kind of institaabsetting.

Consensual systems do not really conform to théc lofy the veto player framework. As
political parties within these systems usually wio§ether rather than against each other, the
notion of ‘veto’ seems misleading analytically. €ff policy compromises include more
parties than what is necessary for a legislativgorntg, so that determining which of the
parties that have ‘veto’ power is difficult (andrpaps not very fruitful). This does not mean
that change will automatically be easier in congahsystems. It simply suggests that we

need other tools to analyze under which circumstatitese systems are conducive to change.

Putting more emphasis on institutional culture rgase us greater analytical leverage on the
consensual systems. The simple cultural argumetitaisin consensual settings, parties are
more inclined to work together, whicleteris paribusnakes it easier to agree on fundamental
reforms. The government will invite the oppositimnparticipate in policy-formulation, and
the opposition will seek to influence the governtieereform proposals reform than to block

them.

2.4.3 Do Norwegian political institutions favor lar ~ ge-scale reform?

Corresponding to the general discussion, therevemeperspectives on whether Norwegian
political institutions favor large-scale reform. € first view is that authoritative policy change
is difficult in Norway because of the large numhsrveto players. Since the mid-70s,
minority coalition governments and multiple partiepresented in parliament have been
typical features of the Norwegian political systérhe argument is that this fragmentation of
power has made it difficult for Norwegian governrgeto pursue fundamental reform (e.g.

Christensen and Laeegreid 2007:9). “Such conditionsate problems with executive
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governance; that is, with the central capacity &zide on and implement policies,” as
Christensen (2003:169) argues.

However, the present study rests on an alternatiee. This view emphasizes that the
consensual style of policy-making in Norwegian fcédil institutions makes authoritative
policy change possible. Or at least, consensuatiggimakes large-scale reform feasible

under certain conditions.

Trangy (2000), drawing on Katzenstein (1983; 19&bjues thain times of crisisthe
consensus-oriented Norwegian system can be expéctguoduce fundamental updating
reform. This contention is pertinent to this studg, the Norwegian economy was in crisis
from the mid-1980s until the early 1990s, withtfia& uncontrolled credit expansion and then
a strong economic downturn (see section 2.3.2).

Trangy argues that in the absence of crisis, timepoomise culture will impede large-scale
change. But in the presence of crisis, “the re&nsfth of this culture and institutional set up
as a system for producing tough decisions can Ipeaad to come through ... [IJn such
circumstances elites can be expected to cut througdt in good times appeared to be
irreconcilable differences, redefine interests tdigto learning and find new common ground”
(Trangy 2000:87).

This argument not only posits a relationship betweensensual political institutions and
large-scale reform. It also suggests a link betwemmsensus-based large-scale reform and
outcomes of rational updating. That is, authortagpolicy change that is founded on broad
consensus — rather than on a strong governmemyga&tone — may be more conducive to
continuity in outcomes. In times of crisis, pol@icactors in the Norwegian system come
together to improve policy through fundamental lbafanced policy revisions. This suggests
rational updating rather than liberalization. Henttee Norwegian institutional setting may
constitute an important element in the explanabibtine process of change and the substantial
outcomes of the 1992 tax reform.

In the next sub-sections, | discuss consensualcypaliaking in Norwegian political
institutions. | first look at the link between pais and policy in the Nordic model of
decision-making. Second, | discuss the three dirnaaf consensus and the corresponding
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implications for policy output. Third, | sketch ttstructural features and mechanisms that

generate consensus in the Nordic systems.

2.4.4 A Nordic model of decision-making

In the literature, the workings of Norwegian paiti institutions are regarded as very similar
to those of the other Nordic countries. Many sciolaave argued that there is a distinct
Nordic model of decision-making (e.g. Eldsral 1982; Arter 1999; Hilson 2008). Not only
do political institutions in the Nordic countriesork in similar ways, they also diverge
significantly from the political dynamics of othadvanced democracies. For this reason, the
following theoretical discussion concerns thirdic model of government. Where the

Norwegian political system differs from the othefss is pointed out.

An attempt at summarizing this model would be tNatdic political institutions produce
consensual politics capable of generating ratioaatl stable policiesThis definition touches
both the character of politics, policy, and thé Ibetween the two.

First, politics in the Nordic countries are predoamtly consensual rather than adversarial
(Elder et al 1982). As opposed to conflictual systems like Bréish, Nordic politics are
more about cooperation than confrontation. Witlemerice to Steinmo’s conceptualization,
Nordic political institutions allow a multitude @fctors to take part in policy-formulation,

provide incentives for cooperative strategies agnkgate convergence in preferences.

Second, these consensual politics are connectdeiatively strong ability to produce public
policy. That is, Nordic political institutions amnsore workshops than talk shops. The capacity
to produce policy sets the Nordic political systeapart from the consensual but immobiliste

systems of many consociational democracies (AR80147).

Third, Nordic decision-making institutions arguabbyoduce policies that are generally
rational and robust. That is, decisions are both fwended — in the sense that they are based
on expert knowledge — and stable, seldom beingrsedeby subsequent government of
different political color. In this respect, the Mar systems differ markedly from for instance
the British political system, where policy tenddtless expert-based, and where a change of

government often implies considerable policy shitg. Steinmo 1993).
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These brief points place the Nordic decision-makimafel in a comparative perspective and
suggest that Nordic political institutions may bg&pected to transform interests and
preferences into policies in a specific way. Howewxploring the specific mechanisms at
work within these institutions is crucial for und@ndinghow they might shape processes

and outcomes of change.

The concept of ‘consensual policy-making’ will nesarily be at the centre of a discussion of
the concrete workings of the Nordic decision-makimgdel. ‘Consensus’ implies that
decisions rest on agreement among all the majaiepao them. | will first explore the three
dimensions of consensus in Nordic political institas (sub-section 2.4.5), and then go on to

show how ‘consensus’ has both a static and a dymeomponent (sub-section 2.4.6).

2.4.5 Three dimensions of consensus

In Nordic decision-making, one can speak of conseraong three dimensions: (1) among
political parties, (2) between politicians and expeand (3) between government and
organized interests. These three axes of consamnsumportant for several reasons. In terms
of politics, they suggest both who the dominanbiin policy-making are (a multitude) and
what kind of political strategies they employ (ceogtive). But the three dimensions of

consensus also give us a clue about the chardqteficy output.

First, consensus along the purely political dimensmplies that the political parties in the
Nordic countries to a large extent are willing t@riw together to find compromises on
important policy issues (Arter 1999: chap. 9). Tiesult in terms of policy is often
compromises that to some degree reflect the prafeseof all parties behind them. A crucial
point is that this consensus not only applies &pecific moment, but to politicsver time
For instance, governments of different politicaloc@lternating in power may together carry
out a coherent sequence of policy changes. Moreergly, the implication is that

compromises tend to stick and that policy will dthgreater stability.
Second, the relationship between politicians anmees is marked by cooperation and mutual

respect. Expert knowledge is generally regardeal mecessary foundation for efficient policy

solutions to political problems. Observers havestapplied labels such as ‘technocracy’ and
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‘social engineering’ to the Nordic systems (Lan®Z;9Slagstad 1998). Most importantly,
civil servants play a large role in the policy fardation process (e.g. Olsen 1980). But also
experts on public commissions may have consideralfiigence on policy. Taken together,
this suggests that policy emanating from Nordicisien-making institutions will be highly
rational. With reference to the previous point, @xgecommendations often constitute the
basis for political compromise. The involvementtbé bureaucracy also strengthens the

stability of policy, since policy solutions will femly anchored in the bureaucracy.

Third, government works closely with interest greup the formulation of policy (Olsen
1983; Nordby 1994). This practice is often desdtil@s corporatism. Most importantly,
economic policy-making usually involves intense sudtation with the central trade union
and employer federations. There are especiallyhgtties between social democratic parties
and trade unions on the one hand (Arter 1999:14%),conservative parties and employers on
the other. These organizations are exceptionaibngtin the Nordic countries and represent
political players that cannot be ignored (Piers®1). Large changes in economic policy
rarely pass without the consent of the industriartiers. Policy arrived at through
consultation typically enjoys strong legitimacy argointerest groups, which increases its
robustness. The other side of the coin is the piisgi of policy that caters to special

interests.

2.4.6 Structural features and mechanisms for consen  sus-generation

Is consensus a structural feature underlying pslitn the Nordic countries, or is it generated
through political institutions? Nordic consensualigy-making appears to be a combination
of the two. While the structural conditions cleafgvor consensual politics, the ability to

reach compromise is greatly enhanced by mecharmperative in the political system.

Structurally, the Nordic countries are small witbnfogenous populations that historically
have enjoyed strong equality in economic and sdeiaths. This has a couple of important
implications. First, there is — in comparative pedive — little variation in values and

attitudes, what Lijphart (1969) labels a “homogesnpualitical culture”. Norms and values are
widely shared, something that is reflected in tloditipal system (Christensen and Peters
1999). There is much common ground upon which ipalitsolutions can be founded. The

political distance between the main parties is gahyesmall — in certain areas minuscule. In
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other words, there is relativiaitial consensuswhich lays the ground for the politics of

compromise and thus also policy compromises.

A related point is that these structural conditibrase contributed to high trust and social
cohesion in the Nordic countries, including strangst in political institutions. This appears
to support compromise decisions, since the eletetasanore confident that losses in one area

will be compensated by gains in another.

Second, the small size of the Nordic countries diaen rise to strong personal relations
within political elites. This personalisation appeto facilitate political cooperation. As Arter
points out, “the christian-name relations betweeaision-makers has enhanced the tendency

to ‘win some, lose some’ compromises” (Arter 19991

However, this is only part of the story. It is difilt to separate these structural preconditions
cleanly from institutions, since the features tlggye rise to are constituted within political
institutions and thus shaped by them. For instatheeidea of an initial consensus only makes
sense within some kind of political-institutionadrntext. This again suggests the importance
of Nordic political institutions in general, and thie mechanisms for consensus-generation at

work within these institutions in particular. Wewdturn to these specific mechanisms.

The procedures for preparing public policy in therdic countries are generally very
elaborate and deliberative (Arter 1999). On the Waxn registration of political problems to
the implementation of policy, there are (at le&stir major mechanisms at work that tend to

generate consensus along one or more dimensions.

The practice of appointingublic commissionef enquiry to investigate major policy issues is
usually the first step towards policy reform, arepresents an important mechanism for
consensus-generation (e.g. Eléeral 1982). Commissions are either composed exclysivel
of experts — both bureaucratic and external — oorporate politicians and representatives
from interest groups as well. Commission work ulsuabs a strong rational bias, as the
appropriate basis for conclusions is ‘objectiveblWiedge and arguments about what is best
for society as a whole. The commission producesrd jeport, usually with common policy

recommendations, which lays the ground for the egiasnt process towards policy change.
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Public commissions potentially generate consengusfluencing both the strategies and the
preferences of actors — along all three dimensiBos.one, commission reports can produce
convergence in political preferences, as initialiyerging (or unspecified) views are revised
(or formed) in the face of new arguments. This alscerns the politician-expert dimension,
as expert knowledge is applied to concrete polificablems and politicians are exposed to

expert arguments.

For another, the work of the public commissions ozake it easier for political actors to
pursue cooperative political strategies. Commisgigports often serve as a neutral and
rational point of reference for political compromidnformation about the positions of other
players and a clear idea about a compromise outdomer the costs of committing to

cooperation for reform.

The second mechanism for consensus-generatipolisy work in the bureaucracyMajor
policy proposals are usually based on intensivekvioithe ministries over a long period of
time. During these processes, the political leddprand the bureaucrats work closely
together. This interaction generates shared uradetisigs of problems and solutions between
politicians and experts in the public service. Maeecifically, the preferences of the
incumbent party tend to shift in a rationalisticedition, as the political leadership in the
ministries is exposed to expert arguments. Adddilgn intense bureaucratic scrutiny seems
to enhance the prospects for cooperative polistategies in the same way as commission
reports. When a proposition is well researched ohygosition’s uncertainty about outcomes

decreases, making it easier to engage in polit@aperation.

The third mechanism is the formal and informahsultation with interest groupss part of

the policy process (Olsen 1983; Nordby 1994). Fdlyma wide array of organized interests
are integrated in policy-formulation through thenres procedure. Informal consultations with
the peak trade union and employer federations, femveare usually more politically
consequential. This institutionalized practice uefices the strategies of interest groups,
giving them incentives to pursue a line of compmeminside the system rather than one of
confrontation outside the system. Thereby, it gitleens consensus between government and

interest groups.
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Fourth and finally,parliamentary committeegepresent a strong mechanism for generating
compromise between political parties (Arter 199Bam. 9). In Norway, the real work in
parliament takes place in the committees. Hereegowent proposals are subject to intense
discussion and bargaining behind closed doors. ddremittee then delivers its opinion,
which in many cases is unanimous, and in nearlgadks is passed by parliament without
amendments. Parliamentary committees are thus $adith both great discretion and an
atmosphere for speaking freely and brokering dédiss induces political parties to pursue
strategies of compromise, as the benefits frorkisgipolitical deals increase, while the costs

of abandoning earlier positions decrease.

To sum up, Nordic political institutions shape pi@s by structuring politics. First, they allow
a multitude of actors to participate in the forntida of policy. In addition to the party in
government, bureaucratic experts have a strong aol@ also opposition parties and interest
groups potentially have considerable influence o8dcNordic political institutions appear to
induce actors to pursue strategies of cooperafiarumber of mechanisms lower the costs of
engaging in collective action to reach compromigderd, institutional practices influence the
policy preferences of actors, potentially genetptmonvergence towards solutions based on
expert knowledge and rational reasoning. Altogettier institutional setting appears to favor

stable, rationally founded policy compromises.

2.5 Political actors: Labor and Conservatives

2.5.1 Institutions and actors

To think that political institutions alone could pain processes and outcomes of policy
change, however, would be an illusion. Institutiamsl the organizations/actors that operate
within them are in permanent interaction, shapimghbeach other and the policy output
(North 1990). Even if institutions influence theeferences and strategies of actors, it is after
all actors that think and act. Actors desire polityange or stability, decide whether to work
with or against each other, and support or rejeédbrm proposals. To account for the
development of tax policy, therefore, we need aonodf the specific actors working within
this institutional setting. That is, in the fielfitax policy, what strategies could we expect the

important actors within Nordic political institutis to pursue?
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| focus on two specific actors: Labor and Conseéveaparties. The reason is that these two
can be expected to be the crucial actors in ecanpolicy-making in Norway from the 1980s
onwards. The social democratic Labor party domohderwegian politics from the end of
the war, while the blue wave of the 1980s broudjet Conservative party to power. The
guestion is then: Could we expect the Norwegianotaparty and Conservative party,
respectively, to work for tax policy change in tt880s and 90s? And if so: for what kind of

change?

In the literature on institutional change in advesh@olitical economies, the structure of the
political struggle within institutions typically aounts for change (or the lack thereof). This is
usually a battle between the defenders and the ngmpe of the welfare state or the old
political-economic regime. For instance, a coatitiof the welfare state’s defenders block
dismantling reform (Pierson 2001), or opponentshef welfare state let services decay by
blocking recalibration reform (Hacker 2005).

When it comes to Norwegian tax policy in the 198ad 90s, however, identifying defenders
and opponents is not straightforward. Labor ands€oratives alike would have had reasons
for both defending and opposing the existing taime. Neither were their preferences clear-
cut, nor was the choice of strategy for pursuingnthobvious. On the basis of these

ambiguities, we can sketch out the alternativeesias for each of the parties.

2.5.2 The Labor party

The old tax policy regime can be considered as megral part of the broader social
democratic post-war economic model. There were higbitions for both redistribution and
industrial policy through taxation. Rates were ¢lg progressive, while tax incentives
allowed politicians to direct capital to sectors barsinesses considered important. Among
Social Democrats, these ideas still had considersigbport in the 1980s.

On the other hand, the existing literature suggésté the old tax system was largely
ineffective in achieving its objectives, both olgy, efficiency and revenue (Ganghof 2007).
This likely worried many social democrats, espégisince it threatened the welfare state, the
very heart of the social democratic model. Not atity a malfunctioning tax system weaken

the financial basis of the welfare state, it caalikb threaten its legitimacy.
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The choice for Labor was therefore whether to sdisp tax policy component of the
traditional social democratic model — including tireat ambitions for redistributive taxation
and active industrial policy — for the prospectadbetter functioning but more market-based
system. And more crucially: to what extent and inatvmanner should they conform tax

policy to the economic logic of free markets?

In his study of Swedish tax policy development,r8te® discusses the strategy of the Social
Democrats in this situation. Within the party ahe& fabor movement more broadly, there
were considerable divisions on the subject of wform. The Social Democratic Finance
Minister, however, was a strong proponent of takinmore market-oriented course. In the
end, this view prevailed. The Social Democratscstras deal with the Liberal party, securing
support for a tax policy reform that representedlear turn in a more market-oriented
direction (Steinmo 1993:185-191).

Although Steinmo finds a case of strong social damatc reformism, his account also
suggests that this course was not inevitable. G#ipemMNordic social democratic parties
appear to have faced situations of real choiceyTdwld work more or less actively for

reform, and they could pursue more or less marketited reform agendas.

2.5.3 The Conservative party

Likewise, we can reasonably expect that the Coasiges party was ambivalent with regard
to the existing tax system, albeit for differerdisens. Conservatives were generally opposed

to the high total level of taxation and high magaditax rates on individuals.

On the other hand, the existing literature suggésas some of the Conservatives’ core
constituencies profited from the extant tax syst®&acause of all the tax incentives and
deductions, certain sectors and businesses iniggaptid little or no taxes. And liberal
interest deduction rules favored those with higtomes and the ability to take up large loans
(Ganghof 2007). Moreover, Conservatives profitelitipally from a tax system that worked
badly. The greater the pathologies of the tax systthe more people identified with the

conservative opposition to taxation.
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This leads to an interesting discussion concerthiegstrategies of Conservative parties: First,
a reasonable assumption is that Conservatives waoldk whole-heartedly for a purely
liberal reform. But given the choice between sonmel lof reform and no reform, what would

they choose? The preceding discussion suggesth&anhswer is not obvious.

The crucial decision for Conservative parties thppears to have been whether to work for
reform or block reform. Hacker (2005) provides artugh discussion of these alternative
Conservative strategies in his study of US welfstade retrenchment. His point is that for
Conservatives with the political goal of liberalioam, working against updating reforms can

be a more effective strategy than actively purslilmgral reform.

This point seems relevant for the politics of Nogves tax policy in the 1980s as well. Not
only was blocking tax reform potentially politicaladvantageous for the Conservatives. It
could also have represented an effective assauhlieowelfare state. Without tax reform, both
the financial basis and the legitimacy of the welfastate could wither away. However,
whether the opposition to the welfare state wadicseitly strong among Norwegian

Conservatives is questionable.

Also, Hacker (2005:75) points out that a blockinategy is especially effective when the
barriers to institutional change are high. In Noyw&onservative parties were not strong
enough to block reform by themselves, implying thabor and centrist parties could have
passed reform without Conservative support. Fors€oratives, working against reform thus
implied the risk of ending up with a reform theydhlad no influence over. The question
remains, however, how actively and on what termswegian Conservatives would

participate in the tax reform process. As this rmahe end of our discussion of theoretical
issues, we now to the research design and methpdofahe study.
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Chapter 3: Research design and methodology

3.1 A case study of the 1992 Norwegian tax reform

How do | investigate the research questions? Thépiter discusses the research design and
the methodology | use to study the Norwegian tdwerne of 1992. The present study is
designed as a case study and takes a mechanisth-apgeach to explanation. It relies
mainly on the methodology of process tracing, basedata from qualitative interviews and
public documents. It must be noted that this metlagical discussion concerns the
explanatory part of the research question. To anshe& descriptive part - what was the
outcome of the 1992 reform? - | mainly rely on &rg statistical studies. This method is

commented under section 3.5.

In this chapter, | outline my approach and disdusth the reasons for choosing it and the
problems and weaknesses related to it. First, dgmethe double ambition of this case study
(section 3.2). Then, | sketch the mechanism-bagptbach, and discuss it in terms of internal
and external validity (section 3.3). In section ,3l4outline the main features of the

methodology of process tracing. Finally, in sect®B, | discuss the specific methods and

sources of data used, with particular attentiothéoqualitative interviews.

3.2 The double ambition of the case study

This piece of research on tax policy change in Ngrwg designed as a case study. It is “an
intensive study of a single unit for the purposeuntierstanding a larger class of (similar)
units” (Gerring 2004:342). At the core of this mutiof case studies is their double function.
Case studies are at the same time studies of smmegtarticular and something general. “The
case study research design constructs cases fraingle unit while remaining attentive to
inferences that span similar units outside the &rstope of investigation”, as Gerring
(2004:353) puts it.

Thus, case studies aim both to develop specifipgsitions about the unit in questiand to

draw general inferences from these findings torgelaset of units. In other words, case

studies have the double ambition eX{planation of a specific casndgeneralization to a
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class of casefGerring 2007:76). These two endeavours are glaséhted, as findings about

the particular case constitute the empirical bisisnaking general inferences.

This double ambition is fundamental in the pressidy. For one, this is a study of a
particular unit in itself, that is, of tax policyhange in Norway since the 1980s. The goal is to
determine the outcome of tax policy changes anelxfain what brought about large-scale
tax policy reform. This includes the investigatiaf the specific interactions between
variables. At the same time, this is a case study broader class of units. The aim is to

generalize findings from this case across a lasgeof cases.

But what exactly is the Norwegian tax reform of 239case of? As Ragin (1992) and others
point out, this is a theoretical question. Since thgee research questions refer to partly
different bodies of theoretical literature, theyweirise to different specifications of the
theoretical universe. “[Dlifferent propositions him the same work commonly apply to
different populations”, notes Gerring (2004:345)s@ arguments may have both a manifest
and a potential scope (Gerring 2007:83). That gragosition may be clearly relevant for a
limited set of cases, but also potentially applieato a broader category. To handle this

complexity, a differentiated definition of the tlretical universe is necessary.

First, the Norwegian tax reform is a case of modesnpolicy change, in particular in the
Nordic countries, when it comes to understanding) explaining policy change (questions 1
and 3). Second, it is a case of a broader theatatategory, namely policy regime change in
advanced political economies, when the link betwg@tesses and outcomes of change is at
issue (question 2). This is also the potential edop arguments about the interaction between
structural, ideational and institutional factorshimel policy change (question 3). Third, the
Norwegian tax reform provides a case of how Norngaditical institutions affect policy

change (question 3).

3.3 A mechanism-based approach

3.3.1 The search for social mechanisms

How do | attempt to realize the double ambitiorcafisal explanation (internal validity) and

generalization (external validity) through the stud a single unit? | employ the approach of
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causal reconstructigror what some would call a mechanism-based apprddeh.approach
“does not look for statistical relationships amoragiables but ... seeks to explain a given
social phenomenon ... by identifying the processesutih which it is generated” (Mayntz
2004:238).

My study is therefore devoted to the searchrf@chanismsthat is, “recurrent processes
linking specified initial conditions and a specifiatcome” (Mayntz 2004:241). The goal is to
uncover both mechanisms that bring about largeesqallicy change - institutional
mechanisms in particular — and mechanisms thatemnarge-scale reform to substantive
outcomes. This approach is closely tied to the oetif process-tracing, which | will discuss
in section 3.3. In this section, | start at thedamental level, by presenting the ontological
assumptions of this approach. | then discuss tlpgoaph in terms of causal explanation,
before | turn to the question of generalization.

3.3.2 Ontological assumptions

Ontology is a set of assumptions about how thedwsdrks (independent of our perceptions).
Ontological assumptions are fundamental in reseasHw]hat one finds is contingent upon
what one looks for, and what one looks for is aaye¢nt upon what one expects to find”
(Gerring 2004:351). Ontologically, case studiesupgca middle ground between the extreme
nomothetic and ideographic positions (Gerring 2882). Case study research is based on the
assumption that units are neither entirely comgarabr non-comparable. If units were all
the same, studying one case in particular would make sense. If units had nothing in

common, the concept of a ‘case’ loses its meaning.

The approach of causal reconstruction is thus fedndn the assumption that (some)
sequences of real events have similar propertiessd are referred to aausal mechanisms

which can be defined as “sequences of causallydirdvents that occur repeatedly in reality
if certain conditions are given” (Mayntz 2004:24lh) other words, mechanisms constitute the

causal chain — the intermediate steps — betwedamta cause X and an outcome Y.
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3.3.3 Causal explanation

How fruitful is the mechanism-based approach farseh explanation? Causal reconstruction
constitutes an approach to causal explanatiordiffats markedly from correlational analysis
in quantitative research. While correlational ase\yseeks to establish thausal effectrom
variable X on variable Y, the goal of causal ret¢ardion is to find thecausal mechanisms
that connect X and Y. Whereas the former approatimates the statistical relationship
between variables, the aim of the latter is to fudwhy such a relationship exists. In other
words, causal reconstruction means spelling out dhesal chain that connects initial

conditions to outcomes (Mayntz 2004:254).

As a consequence, case studies based on causastrection give us greater causal insight
into mechanisms than effects (Gerring 2004:348%eCGaudies are usually unfit to determine
the strength and probability of the effect of X ¥nThey can, however, tell us a great deal
about the causal chain through which this effectk@oThe basic argument is that detailed
investigation of processes can bring the researshaslose to the empirical world that the
distinct causal links leading to an outcome aredeeed visible. Case studies — if well
constructed — allow the researcher to “peer intolibx of causality,” as Gerring (2004:348)
puts it. In particular, close-up investigation oftgives researchers the opportunity to examine
the motivations of the actors involved. This ingigito the intentions of actors is crucial for

establishing causality.

Moreover, George and Bennett (2005:22) argue tha& approach is favorable for
investigating complex causality They contend that causal reconstruction is necgs®
uncover complex interactions and allows for the etity of such complex causal relations.
Since the present study seeks to explore the ottens between structural, ideational and
institutional factors, this represents an importa&ason for employing the mechanism-based
approach.

Yet, does the inability to ascertain causal effestdke the approach of causal reconstruction
inferior to correlational analysis in terms of imal validity? King, Keohane and Verba
(1994), for instance, suggest that causal mechan&e somehow less important to causal
explanation than causal effects. George and Ber{@6@5), Gerring (2004) and Mayntz

(2004), however, all argue that the two elemergsegually important, and complementary.
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On the one hand, the search for mechanisms islydueded on an observed or suspected
regularity or correlation (Mayntz 2004:253). Lodlga the “what” question investigated
through correlational analysis is prior to the “Howguestion studied through causal
reconstruction. On the other hand, finding plawsitsiechanisms that connect X to Y is a
necessary condition for moving from covariatiorcémsation (Gerring 2004:348). As large-N
statistical analysis offers “inherently limited repentations of causal processes” (Mayntz

2004:238), causal reconstruction is crucial toifili the large explanatory gaps.

3.3.4 Generalization

The second important question concerns the extevahtlity of the mechanism-based
approach. To what extent can we generalize theniysdfrom a case study based on causal
reconstruction? Traditionally, the view that onenmat draw general inferences from case
studies has been common. The argument is thagke siase does not tell us anything general
about a larger class of units, since it is note@sentative of this class (e.g. Geddes 2003:134).
Due to the problem of representativeness, casg stsearch is relatively weaker in terms of

external than internal validity (Gerring 2007:43).

However, it would be wrong to conclude that caseliss are worthless for generating general
insights. Case study research relies on a diffetgoé of generalization, often labelled
‘analytical generalization’ (Yin 2003:10). Although single case can never be statistically
representative of a larger population, it can bahditally representative. That is, the
observed unit can be regarded as typical of a dactgss of units (Walton 1992:125).
Provided that the unit is indeed typical, findifgsm this one case will be relevant for the

larger class of cases.

Analytical generalization is therefore based orothBcal arguments about the similarities
between cases. The validity of general inferencaw/iol from a case depends on our ability to
define how the unit of observation fits into a tredcal universe. Importantly, this kind of
generalization involves processes, not correlatidiayntz 2004:238). The goal is to find
general mechanisms, not general covariations. & tsaanalytically representative when we
can expect the causal processes in this case sorfilar to those that characterize a broader

class of cases. When this is the case, our obgmmgakegarding the causal mechanisms in this
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unit can increase our general understanding of kimsl of causal processes (Walton
1992:134-135).

An important objection is that this kind of genéation does not allow for the falsification of
theory. As single cases are not statistically regmeative, rigorous testing of theory is
impossible. On the basis that confirmation or dificmation of theory is integral to the
research enterprise, some would question the bomith of case studies do the progress of
general theory. However, although case studiegi@nerally unfit to confirm or disconfirm
theory, they contribute tiheory developmeri a broader sense (George and Bennett 2005).
The mechanism-based approach implies detailed eto of theoretical relationships,

which may allow us to refine, elaborate or spettiigory.

In relation to this, it is important to note thaetgoal of case studies is usually to develop
limited rather than broad generalizations. Arguraesften apply to a specific region or a
specific type of systems. As George and Bennef@§Z&1) point out, “case study researchers
generally sacrifice the parsimony and broad apbiiitg of their theories to develop
cumulatively contingent generalizations that applyvell-defined types or subtypes of cases
with a high degree of explanatory richness”. Thpplees also to the present study, as the
manifest scope of its arguments is a limited nundfarnits. Yet, this does not exclude that

findings can potentially contribute to a broadexdtetical debate as well.

3.4 A methodology of process tracing

This study employs the method mfocess tracindGeorge and Bennett 2005; Gerring 2007)
to investigate the research question. Processigacvolves the minute tracing of every link
in the chain of events that led to a specific ooteoThis is in line with a mechanism-based
approach, as close-up empirical investigation otcpsses is crucial in the search for causal
mechanisms. | investigate the process behind tB2 Nbrwegian tax reform in detail, with
the aim of determining which mechanisms generagéalm. By tracing this process, | try to
ascertainhow structural, ideational and institutional contritditéo large-scale reform. In

particular, process tracing allows me to studysipecific interaction between these factors.

But what exactly does process tracing imply? | wlodescribe this method as close-up
empirical investigation focused on the pieces dlitg that are part of a specific causal
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process. In other words, it is the combinatiomedlepth study and focus on causal chains that

characterizes this method.

However, is getting really close to the empiricalrid a sufficient condition for identifying
mechanisms? Gerring (2007:180) rejects this coisienarguing that process tracing relies
heavily on general assumptions about the worldclvitan be either highly theoretical or
commonsensical. Epistemologically, it is the comation of empirical study and general
knowledge that makes it possible to determine thesal mechanisms behind an outcome. To
make sense of the empirical observations of a geaethe micro level, the researcher needs
to assume a great deal about how the world funeti@erring contends that “case study
research usually relies heavily on contextual ewideand deductive logic to reconstruct

causality within a single case” (Gerring 2007:172).

To reconstruct causality, the method of processrigain practice relies on a6unterfactual
style of analysi$ Gerring argues (2007:182, emphasis added). Wisming a process, the
“multiple links cannot be tested in a rigorous fash Usually, the author is forced to
reconstruct a plausible account on the basis ot Whave called Counterfactual Comparison
(what would have happened if X1 were different?)”.

This point is highly relevant for the present stutty my study, counterfactual reasoning is
important in the construction of arguments aboutise links. In particular, thought

experiments of this kind help determine the neagssanditions for an outcome. | agree with
Berman (2001:243), who argues that “counterfacingliments [represent] a powerful tool in

assessing the validity of different causal hypatlsés

3.4 Specific methods and data sources

3.4.1 Methods: purpose, strengths and weaknesses

This study relies on three main sources of datarwews with policy-makers and experts;
public documents; and secondary statistical econditerature. These types of data are used
for different purposes. While interviews and puldiccuments are used to trace the reform
process, existing statistical economic studiegladasis for the discussion of the outcome of
reform. | first briefly present my use of secondétgrature and public documents, before |
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give a lengthy discussion of the interviews, whidbaserve particular methodological
attention. | discuss the reasons for using eacth &drdata, the specific method employed, and

the related weaknesses and pitfalls.

3.4.2 Secondary use of statistical studies

To determine the outcome of tax reform, this stueljes mainly on existing quantitative

studies. These are statistical studies that esirtiee effect of tax policy changes on key
variables such as equality, efficiency, revenue, Btostly, these studies are produced by
researchers at Statistics Norway. My use of theseces amounts to interpreting their

conclusions carefully and reporting the relevasults and the conditions for these estimates.
In terms of validity, the main problem with relyirun these data is a possible bias towards
effects of reform than can be quantified. To redtiis problem, | have complemented the
guantitative data with key actors’ interpretatiamighe consequences of the 1992 tax reform,

as provided by the qualitative interviews.

3.4.3 Reading of public documents

The reading of public documents has been fundarmfmtanderstanding how Norwegian tax
policy has developed. In particular, public comnaisgeports (NOU 1984; NOU 1989; NOU
2003) have provided invaluable insight, both inte tobjectives and workings of the
Norwegian tax system and into the evolution of paXcy ideas in a Norwegian context. In
addition, the official political documents from tlyears preceding the 1992 tax reform were

part of the analysis of this reform process.

However, this study uses the latter type of documaernth caution. Relying exclusively on

this kind of tax policy documents entails problemderms of validity, as such documents
mainly treat tax rules. In the tax area, the refatbetween rules and outcomes is often
counterintuitive. For instance, high formal taxesatdo not necessarily imply strong real
redistribution. Thus, reading tax policy documesds give rise to wrong conclusions without
an interpretation of how these rules work in p@etin this regard, the interviews played an

important role.
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3.4.4 Qualitative interviews with policy-makers and experts

In this study, interviews with policy-makers andoers constitute the most important source
of primary empirical data. In late 2008 and eaf@2, | conducted interviews with 13 central
policy-makers and experts in the tax area (cf. @&l). The policy-makers interviewed were
important figures in the development of Norwegiax policy from the 1970s to the 2000s. In

particular, | spoke to most of the central actarghe process leading up to the 1992 tax
reform.

Six former Norwegian Finance Ministers were intewed. Between them, these politicians
were at the head of the Ministry of Finance fora2@ of the 30 years from 1971 to 2000. In
particular, | spoke to all three Finance Ministershe ‘reform years’ from 1986 to 1992.
Among the Finance Ministers interviewed, four wémem the Labor Party, one from the

Conservative Party, and one from the Centre Party.

In addition, | interviewed the two Under-secretar@ State that were responsible for tax
policy in the Ministry of Finance in the final yesabefore reform — one belonging to the
Conservative Party, one to the Labor party. | algoke to the two Members of Parliament
that were most involved in tax policy questionghe same period, and who were central in
the political bargaining process that led up to1B82 tax reform. One belonged to the Labor
party, the other to the Conservatives. Additionallynterviewed the two leading tax policy

bureaucrats from the late 1980s onwards, plus atleswic expert on tax policy.

Table 3.1: Interviews with policy-makers and experts

Name

Position Party Period Date of
interview
1. Ragnar Christiansen Finance Minister Labor 1971-7 | 03.02.09
2. Per Kleppe Finance Minister Labor 1973-79 1480.0
3. Arne Skauge Finance Minister Conservative 189600 | 26.01.09
4. Gunnar Berge Finance Minister Labor 1986-89 1991
5. Sigbjgrn Johnsen Finance Minister Labor 1990-96| 2.02.09
6. Gudmund Restad Finance Minister Centre 1997-20002.02.09
7. Trond Reinertsen Under-Secretary of State, | Conservative 1989-1990 04.02.09
Ministry of Finance
8. Svein Harald @ygard Under-Secretary of State, oLab 1990-1994 13.02.09
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Ministry of Finance

9. Johan C. Lgken Member of Parliament, Conservative 1983-93 09.02.09
Finance Committee

10. Thor-Eirik Gulbrandsen| Member of Parliament, Labor 1981-85, 897 07.02.09
Finance Committee 93

11. Hans Henrik Scheel Head of Department for Tax 1993- 02.02.09
Economy, Ministry of Finance present

12. Thorbjgrn Gjglstad Head of Department for Tay 1989- 02.02.09
Law, Ministry of Finance present

13. Vidar Christiansen Professor of Economics, 11.02.09
University of Oslo

The interviews were semi-structured, in the sehaethey were based on a set of broad topics
with corresponding questions. The interview guislemclosed in appendix 1. The attention
accorded to different topics varied, however, depanon the particular role and knowledge
of the interviewees. The length of the intervieasged from 45 minutes to three hours. All
but two of the interviews were conducted face-twefathe remaining two were done by
telephone. The interviews were all personal, exdeptone double interview. The two

economic bureaucrats were interviewed togetheheat own request.

The qualitative interviews served a couple of didtipurposes. First and foremost, they were
used to trace the political-administrative proctssding up to the 1992 tax reform. The

interviews provided invaluable insight into theitatles, motivations and actions of different
political actors. Crucially, the interviews illunated the knowledge and the political

judgments upon which the actions of policy-makeeyenvfounded. They clearly suggested
which factors were important for the movement tadgareform and which were not. The

interviews thus constituted the basis for the exaii@n of reform, by shedding light on the

causal chain that led from initial conditions te fpassage of reform.

Second, the interviews illuminated the substantieeelopment in Norwegian tax policy.
They contributed to the understanding of how thxesisstem worked in different periods, and
to the analysis of the substance of major poliagjtshin particular, the interviews with top

bureaucrats and experts were important in thisrdega

65



Problems of validity

There are, however, important methodological chgks related to qualitative interviewing. |
first discuss problems of validity, then the relidyp of the interview data. The question of
validity concerns whether the collected data skgddt bn the issue we want to investigate. In
this regard, the selection of informants is of jgatar interest. The methodological problem is
that an unbalanced selection of informants coudd Iony interpretation of the reform process.
If I only spoke to actors of a certain type, orhwdertain political affiliations or attitudes, |
would run the risk of only hearing one part of gtery. This would weaken my ability to
draw valid inferences about the causal process.

Did | speak to the right people, or were importaaices left out? | would argue that the
selection of interviews is balanced both betweelfierdint political views and between
politicians and experts. First, both sides of pditas well as different fractions within both
left and right parties, are represented among rifegmants. Second, | spoke to both ‘pure’

politicians and ‘pure’ economists, as well as ateho had one foot in each camp.

The absence of representatives from unions or graoamong the informants, however,
represents a possible bias. The reason for ledligg out was that the other informants did
not point out these organizations as particulampartant in the tax reform process. The
possibility that this has biased my understandihthe reform process is reduced by the fact
that | posed explicit questions about the rolerghaizations in every interview. There is little
reason to believe that these actors would underskest role of unions and employers, as

corporatist influence is widely regarded as leggtienin the Norwegian system.

On a brighter note, the very limited number of ppimakers deeply involved in a technical
field like tax policy made it possible to speakpretty much all the central actors behind the
1992 reform. Provided that data are reliable amditivestigation properly carried out, this

enhances the prospects for presenting a validrpictithe process.

Problems of reliability

The second question concerns the reliability of ititerview data. Can we trust what the
informants say? How can we know that they speakthih? If the accounts offered by
informants are systematically biased or imprecise, could draw wrong conclusions

regarding what caused reform. | first discuss thpagdicular problems: biases for political
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reasons, post-hoc rationalization, and group dyoesnmihen | discuss the techniques used to

verify statements.

A first problem of reliability is that informantsag distort information for political reasons.
For instance, they may glorify the attitudes antioas of their own party, or exaggerate its
importance in the reform process. To some degnéeid inevitable, as actors saw the process
from different angles and cannot be expected t@ givfully objective account of what
happened. But more intentional misrepresentationsilgo possible. However, in this case the
issue of investigation is not sensitive politicalys the reform process took place 20 years
ago. None of the informants are any longer actd@ipians, which weakens their incentives

to withhold or distort information.

Likely, post-hoc rationalization represents a mseeious problem to the reliability of the
interview data. Looking back, actors may unintemaity present their actions as more
rational than what was really the case. For ingamactors may easily forget their initial
opposition to what turned out to be a good solytamtheir initial support for a system that

today appears to have been highly inefficient.

This is a particular problem when trying to explai@form. The accounts offered by
informants tend to emphasize that a particularnefewas the only alternative or that “its time
had come”. Although this may be true to some extinat situation was likely less harmonic
and the solutions less obvious at the time. Thsepa serious challenge to the researcher.
That the events at issue in this investigation oeclitwenty years back (or more) likely

exacerbates this problem.

Group dynamics represent a third problem, and isqodar to the key interview with the two

leading bureaucrats. The concern is that groupraoten may bias interview data by
amplifying certain perspectives and suppressingersthin particular, it may generate
conformity to ‘appropriate’ opinions. However, tweatures of the interview in question
appear to reduce this problem. First, the two nésvees were on an equal footing. They
were on the same level in the bureaucratic hieyaartd had equally long experience. Thus,
none of them appeared to have the power to infedhe views expressed by the other.
Second, they were equally active during the ineawyiboth of them interrupting the other to

offer supplementary information or a slightly digent view.
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To deal with these problems of reliability, crossecking information was crucial. |
employed this technique actively, checking theestaints of my informants both against each
other and against other information. Regarding l#t&r, confronting interview statements
with actual actions in the relevant period was mampdrtant technique to limit post-hoc
rationalization. Challenging the informants’ stagts in this manner often produced more

nuanced accounts.

The former was even more important, as informarasmfboth sides of politics and both
politics and bureaucracy made it possible to gatigtiple views on key issues. This was a
powerful tool for ensuring the reliability of datas it revealed both issues where the
statements of differently placed actors correspdnperfectly, and areas where opinions
differed — often along the political dimension. Whalifferent pieces of information were
(partly) incompatible, 1 have noted the divergeneesl drawn my conclusions with great

caution.
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Chapter 4: The reform process

4.1 The process in brief

In chapters 4 and 5 | present the empirical datapr 5 discusses the outcomes of the 1992
tax reform. There, | find that the change in poligs characterized by rational updating
rather than liberalization. In this chapter, | naap the process behind this reform. This is an
analytical narrative about how large-scale tax mafdoecame possible. It accounts for the
crucial factors behind reform — structural, ideasiband institutional — and the historical

context in which they interacted.

| begin by sketching thetatus quo antei.e. the Norwegian tax policy regime of the 1970s
and early 1980s (section 4.2). This tax structues wharacterized by high tax rates and
generous deductions. In section 4.3, | discuss kew political actors regarded this tax
system. While the Labor party had great concernsutalits effects on equality, the
Conservatives criticized the high rate-regime fmcduraging work and business, but were
reluctant to give up the deductions. Economic esplead yet another definition of problems.
Inspired by new ideas about taxation, they empkdsilae negative effects of the tax system
on efficiency (section 4.4). In sum, there was desnfor tax reform in the early 1980s, but
both the strength of this desire and the ratiof@lehange varied among the central actors.

However, the boom and bust of the Norwegian econiontiye mid-1980s — where tax policy
played a major part — shook things up. Sectionl@gbks at the sequence of macro-economic
events that precipitated a more fundamental rengadirtax policy. The tax policy ideas that
were subsequently developed by the Aarbakke ptdsiccommission provided the solutions
necessary for such a reform (section 4.6). Thigfrint served as the foundation for a tax

reform compromise.

Section 4.7 looks at the political-administrativegess from the publication of the Aarbakke
report in 1989 to the tax reform proposition preedrin 1991. In this period, the alternation
in power and the emergence of economist politicstimaulated the reform effort. The last
section (4.8) concerns the final reform negotiation parliament, where Labor and
Conservatives cooperated closely to finalize the¢dorm. Table 4.1 provides an overview of

the most important tax policy events and the gawemts in the period from 1980 to 1992.
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Table 4.1: Important tax policy events and Norwegian gover nments from 1980 to 1992

I

Norwegian tax policy events Governments Exter nal
events
1980 | > Labor tax reform proposal voted downLabor minority
by Conservatives PM: Nordli
FM: Sand
1981 | > Appointment of Aune commission on Labor minority
personal taxation PM: Brundtland
FM: Sand
Conservative minority
1982 PM: Willoch
FM: Presthus
1983
Bourgeois majority
1984 | > Aune report: recommends ‘rate E’cli?'“{;\c/)iﬂ o(ctlr{fﬁ)/sp) Economic boom
reduction, base broadening’ reform of FM: Presthus (H): in Norway —
personal taxation Sk X ' credit expansior
auge (H)
1985
1986 US tax reform
Labor minority
1987 | > Personal tax reform passed (gross ta{:\\/l/l . S;L:ngtland Danish tax
reform ' g reform (DIT)
1988 | > Appointment of Aarbakke commission Recession in
on corporate and capital taxation Norway
1989 | > October: Aarbakke report: recommends
reform of entire tax system based on DIT
> QOctober: Labor endorse Aarbakke _
conclusions in budget Bourgeois minority
1990 | > May: Conservative white paper on taxCo@ition (H/KrF/Sp)
reform PM: Syse (H)
FM: Skauge (H)
Labor minority
1991 | > April: Labor tax reform proposition | PM: Brundtland Swedish tax
> April-June: Negotiations in parliament FM: Johnsen reform (DIT)
between Labor and Conservatives
> June: Tax reform passed
1992 | > January: Tax reform enters into effeqt

Abbreviations: DIT — dual income tax model; PM — Prime MinisteEN — Finance Minister;

Ap — Labor party Arbeiderpartie}; H — Conservative partyH@yre); KrF — Christian People’s

Party Kristelig Folkepart); Sp — Centre party (agrariar§enterpartiet
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4.2 The old tax policy regime

4.2.1 Activist post-war tax policy

In this section, | sketch the main features of pbst-war Norwegian tax policy regime and
how it evolved in the late 1970s and early 1980 3tructural problems of this system gave

rise to demand for tax reform, as is discusse@datens 4.2 and 4.3.

The Norwegian post-war tax policy regime is bescti®ed as activist. Politicians employed
tax policy as a tool for achieving a large arraygohls, notably objectives of equality and
social policy, industrial policy and district pofic For one, ambitions for redistributing
income and wealth through taxation were high. Fatlaer, policy-makers actively used tax
policy instruments to spur growth in certain sestand businesses. Government directed the
flow of capital by influencing the relative profiggity of different investments through the tax
code. Tax rules both favored investments in sonmose and businesses over others and
privileged a certain type of capital use. Specificaax incentives made it profitable for

corporations to retain and reinvest capital indbepany.

4.2.2 A ‘high rate, large deductions’ regime

This tax policy doctrine translated into a tax eystcharacterized byigh nominal rates and
strong progression combined with a large numbetaafdeductionsTop marginal personal
tax rates were between 75 and 80 percent, whilecoingorate tax rate hovered around 50
percent. At the same time, the system allowed fenegous tax deductions, both for
businesses and individuals. Corporations could toteir tax burden or avoid taxes
altogether if they channelled their profits intatae types of investments or funds that were

exempt from taxation.

Most important in personal taxation were the rdtesdeduction of interest payments. The
value of interest deductions represented nearlf thal total value of deductions in 1982
(NOU 1984:50). The Norwegian interest deductionesehd was particularly generous, as the
interest cost on loans could be deducted up tditfigest marginal personal tax rate. That is,
sufficiently large interest payments could lowepexson’s tax burden to zero. The interest
deduction rules were not balanced by income tamatiothe returns from homeownership,

either, as these taxes were relatively low.
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During the 1970s, Norwegian tax policy evolved imanner that further accentuated this tax
structure. On the one hand, the Labor governmeméased formal tax rates. Adding to this,
high inflation lifted large groups of people insxxtbrackets where they faced higher tax rates,
as government lagged behind with adjusting cupofhts. The proportion of taxpayers facing
a marginal tax rate of 50 percent or more increds®d 4 percent in 1973 to 16 percent in
1979 (NOU 2003:138).

On the other hand, deductions for both businessdsralividuals were expanded from the
late 1970s onwards. First, as a response to theosto crisis in the 70s, the Labor
government introduced a number of new tax schemeéslaductions for corporations to boost
investments and growth. However, the deductionsewet removed when the economy
recovered, and thus became permanent. Second,einedhly 1980s the Conservative
government implemented new rules for depreciatiod eapital placement in funds that
implied lenient taxation of capital in business@$ws, tax deductions and incentives
implemented for different industrial policy reasatcumulated over the years, resulting in a

hollowed-out corporate tax system.

The trend in personal taxation was similar. “Allall, there has been strong growth in the
system of deductions,” concludes the Norwegian ipubbmmission report on personal
taxation from 1984 (NOU 1984:65). Both the numbiedeductions and their value increased.
The total nominal value of deductions increasedlB§ percent from 1976 to 1982, while
gross earnings grew by 92 percent in the same ghdrnigparticular, interest deductions grew
dramatically. The nominal value of deductions faterest payments trebled (199 % increase)
from 1976 to 1982.

4.2.3 Mutually reinforcing dynamics

Moreover, the processes of raising taxes and isgrgaleductions were mutually reinforcing,
something which is emphasized by several informaamsl supported by the public
commission report from 1984. Because of high fortaalrates, policy-makers had to expand
corporate deductions further to achieve the incalspolicy goal of growth. One informant
describes this a political strategy of window-dnegs“Politicians hung on to high rates as a

shining weapon for redistribution. But at the samime they reduced its effect by
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implementing a number of deductions and favorablerekciation rules”. The same applied to
personal taxation, where high marginal tax ratesarincreasing number of taxpayers put

pressure on politicians to make deduction schenws generous.

The other way around, larger deductions led to drightes. Generous deductions implied a
narrow tax base, which meant a lower capacity isereevenue at a given tax rate. Therefore,
to maintain (and increase) revenue, the expanditaxaleductions had to be compensated by
a hike in formal tax rates. The Norwegian tax gystef the early 1980s was thus
characterized by high formal rates both for busessand individuals, but a relatively narrow

tax base because of generous deductions.

What where the effects of this tax structure? Gaherthe structure of high formal rates and
large deductions led @ large gap between actual income and taxable icétiow much a
person or firm really earned corresponded weakigh aow much was liable for taxation.
Moreover, this gap was wider for some types of medhan others. As we will see in the two
following sections, the lack of correspondence leev real and taxable income was a

problem both in terms of equality and efficiency.

Sections 4.3 and 4.4 discuss the deficiencies isfté#x structure, as perceived by political
actors and experts, respectively. While the eqaffgcts of the tax system concerned the
Labor party and the high marginal rates on work lamsiness angered Conservatives (section
4.3), experts emphasized the negative effectseofetk structure on efficiency (section 4.4).

4.3 Political perspectives on the tax system

4.3.1 Different tax policy views

How did central political actors regard the old teegime? This section discusses the
problems of the tax system as perceived by the Lphdy (and the broader labor movement)
and the Conservative party (and its constituenclgscus on these two parties, as they were
the two main political forces in Norway in the 1888nd early 1990s in general, and in
guestions of tax policy in particular. A sketch tbie tax policy views of these actors is

necessary to understand their demand for refornth@tack thereof) and their actions in the

process that led up to tax reform in 1992.
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The Labor party was largely critical of the taxteys from the late 1970s, based on the lack
of fairness and effective redistribution in the tsystem. Their desire for tax reform was

considerable already in 1980 and grew steadilyuiiinothe decade. The Conservative party,
on the other hand, opposed the high marginal teesran work and business. Yet, they were
very sceptical to a tax reform that would imply detion cuts. The Conservative leadership

warmed to the idea of reform only in the late 1980s

4.3.2 Labor: equity concerns and demand for reform

The Labor party’s criticism of the tax system wasdxd on concerns about redistribution and
fairness. This line can be drawn back to the e&fly0Os, as some policy-makers became
aware that the many deductions impeded effectidistréoution in tax policy. “The tax policy

doctrine of fairness down to the smallest detayered over an ocean of unfairness,” as a

Labor politician active at the beginning of the @8put it.

This description is even more fitting for the Nogian tax system of the early 1980s. The
distance between the social democratic ideals distréoution and the realities of the tax
policy regime could hardly have been greater. Tlheadgian tax system was ineffective in
terms of redistribution both between capital afmbteand among wage earners.

First, capital was effectively subjected to muchrendenient taxation than labor (NOU
1984:12). Wage earners had to shoulder most ofathéurden, while the burden on capital
owners was relatively light. Generous tax rulesardmg depreciation and placement of
capital in funds implied that businesses often vexy little or even zero taxable income. The
bias in favor of capital increased throughout t8&Qs and early 1980s with the growth in
such rules (NOU 1984:72). Very lenient capital teotais thus one important feature of the
Norwegian tax system of the early 1980s.

Second, the tax system generated little effectedistribution among people at different
income levels. Though formal progression in perkdapeation was strong, real progression
was weak (NOU 1984). The reason was that generedsctions strongly reduced or even
erased the formal progression of the tax system.dBaluctions were overall regressive, as

the value of deductions systematically represemtddrger part of income for those with
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higher incomes (NOU 1984:65). As a result, thosth wigh real incomes often had modest

taxable incomes.

In particular, this was the result of the intestiuction scheme. Contrary to popular belief at
the time, borrowing money was not primarily anatfifor those who had little from before.
In reality, the higher your income was, the largare your loans. Since interest payments
were fully deductible, this implied that the intstreéleduction scheme was strongly regressive:
High-income earners facing high formal tax ratgeyed relatively larger interest deductions
than those with modest incomes (Ganghof 2006:95).

The regressive character of the interest dedudireme was reinforced by the unequal
access to loans. The Norwegian credit-rationingmeggenerally implied that those with a
strong personal economy most easily obtained IdAIBU 1984:65). Because they had
greater access to loans, high-income earners @ybbit the tax benefits associated with

borrowing money to a larger extent than those Veibter incomes.

Moreover, the unequal ability of taxpayers to make of the many deduction schemes of the
tax system further weakened its redistributive cépa(NOU 1984:90). Those with the
greatest economic resources had a greater capgac#yudy tax rules and find out how to
benefit from them. The complexity of the Norwegiw@x system further strengthened this
bias, since it increased the information asymmethetween those with great economic
resources and the rest. Additionally, the greateentives (and possibilities) of those with

high incomes to hide assets from taxation furtmeitéd effective redistribution.

In the Labor party, awareness of the tax system@ative effects on equality increased from
the late 1970s onwards. In particular, the proble®ssociated with the interest deduction
scheme rose to the top of Labor’s political agend@ dominant view within the Labor

movement was that the value of interest deductiwe$ to be limited somehow. Hence,
already in 1978, Labor Finance Minister Per Klegpepared a draft for tax reform that
would reduce the value of interest deductions byoducing a tax element against which
interest payments could not be deducted. But thepgsal was clumsily handled by Labor
and had lost political momentum before it reachadigment in 1980. There, the opposition

led by the Conservatives voted it down.
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However, towards the end of its term in 1981, thbdr government took a more indirect step
towards tax reform by appointing a public commisdio evaluate and propose changes to the

system of personal taxation (the Aune commission).

The labor movement’'s demands for a more just taxegy increased in the following years,
fuelled by a series of revelations about the réakts of the tax system. The criticism of the
interest deduction scheme was coupled with the lpopautrage over ‘non-taxpayers’, i.e.
those who had large incomes, but paid no taxes §itnup became the political symbol for
the unfairness associated with the large gap betwes and taxable income in the existing

regime.

It is safe to say that the entire labor movemeatesththe criticism of the tax system on equity
grounds. Beyond this point, however, views divergeoughly, there were two basic attitudes
regarding the tax system. The first was the tradél socialist view that forcefully denounced
the lack of equality and redistribution in taxatidout supported the existing ‘high rate’ tax
policy regime. This attitude was dominant at thasgrroot level of the Labor party, in the
Socialist Left party and in the trade unions. Thejieved that the problem was not the tax
structure in itself, but the specific rules thawpeged the well off. Tax policy should still be
highly ambitious in terms of redistribution, andyhitax rates and strong progression were
necessary to achieve this end. This view remaitexhg throughout the 1980s on the left

wing of Norwegian politics.

However, more influential was the reformist attéudominant among the leadership, the
economists and the technocrats within the Labotypdriis view rejected the tax policy
doctrine of high rates and large deductions altogretThe rejection of the old regime was
based on the negative experiences of the 1970sanhg 80s with selective, interventionist
tax policy. The reformists felt that the existirax tregime was at odds with the whole set of
basic social democratic values, as it was ineffecitin terms of both redistributing income,
generating revenue, stimulating economic growtltuseg macro-economic stability, and
discouraging tax avoidance. This convinced Labaotypelites that fundamental policy change

was needed.

Hence, Labor party elites desired and promoted redgrm throughout the 1980s. The
sentiment that reform was necessary spread witlgparty from 1980 onwards. Importantly,
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the reformist view also eventually incorporated #f@ciency critique of the tax system,
which was championed by economic experts (seeosecti3). However, it should be
emphasized that among social democratic elitesptiveary rationale for tax reform was
redistribution and fairness in personal taxatiohjlevthe concern about efficient corporate
taxation was added only in the mid-1980s.

4.3.3 Conservatives: traditional views and reluctan ce towards reform

The Conservative party opposed the tax systemassiclal grounds. Tax rates were too high,
both for individuals and businesses, they arguegersonal taxation, high top marginal rates
and strong progression damaged the incentives t&.viikewise, high corporate tax rates

discouraged productive activity in businesses.theoword, the predominant concern for the
Conservatives was to provide favorable conditimrdbiisinesses and individuals who wanted

to earn money, accumulate wealth and create ecangnonvth.

It must be noted, however, that Norwegian Consemsgtattitudes to taxation were moderate
in a comparative perspective. The Conservativeygaatl contributed to the expansion of the
welfare state and still supported the greater gfatt As they were fully aware that this had to
be financed by large tax revenues, they were notraxry to a relatively high total level of

taxation.

Nevertheless, Labor’s policy of raising tax rateshie 1970s sparked fierce opposition from
the Conservative party and business interests.nfanginal personal rates that hit 80 percent,
whopping rates even on regular incomes (becaussaoket creep), and the removal of the
rule that limitedtotal taxation to 80 percent of income constituted wbanservatives saw as

a tax policy destructive to productive activity.

In addition, Conservatives criticized the complgxt the tax system. The many different tax
schemes placed an unnecessary administrative buoolnon businesses, individuals and
public agencies. Conservatives were also sceptbaut Labor’'s traditional tax policy

dirigisme, of which specific tax incentives were ttlearest symbol.

However, at the same time as Conservatives fieroplyosed high tax rates, they were

reluctant to remove the generous deduction schemdise eyes of conservatives, deductions
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ensured that tax burdens under the Norwegian laghregime were tolerable. And not just
tolerable: many businesses faced effective taxdngdhat were much lower than they could
ever dream of under a ‘low rate, few deductiongjime. Likewise, the interest deduction
scheme was very beneficial to many high-income exarrvirtually erasing their tax burden.
As businesses and people with high incomes weretie constituencies of the Conservative
party, Conservatives were naturally concerned withkking after their interests. Thus, the
existing tax system’s rather lenient treatmenthafse groups shaped Conservatives’ attitude

towards this tax structure.

Even though they wanted to lower tax rates, thectahce to simultaneously remove the large
deductions led the Conservative party to opposermefof the tax system in the 1980s. In
1980, the Conservatives voted down Labor’s taxrrefproposal that would limit the value of
interest deductions, on the grounds that it wagélaous to abandon the principle of allowing
deductions for expenses related to income-earridgppe 2003). The Conservative party
also torpedoed similar proposals put forward by Aume public tax commission in 1984
(NOU 1984), and likewise voted against the refoasdd on these proposals that was passed
in 1987 (see section 4.5).

The Conservative party’s negative attitude to &fwnm represents the most basic reason why
it took so long to fundamentally change the taxteys It is somewhat ironic that the
Conservative party — for which opposition to tagatwas a core issue — weie factothe
strongest defenders of the basic structure of lidhéaa policy regime.

The resistance towards tax reform owed to the dante of very traditional ideas about
taxation in the leadership of the Conservativeypartthe 1980s. Conservative party elites
appear to have been more concerned about caterimgsiness interests and the well off than
about creating a well-functioning economy and diicieht allocation of resources. Apart

from the basic economic argument that high taxsrdiscouraged work and production, ideas
about economic efficiency (which are discussed @attisn 4.4) did not inspire the

Conservative leadership. Throughout the 1980s,ethoscharge in the Conservative party
were largely ignorant of more sophisticated ecomroimeory about the effects of taxation for

efficiency, as one informant pointed out.
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It was not until the late 1980s that a more refetnaind efficiency-oriented view gained
influence in the Conservative party. This was as$éed with the emergence of ‘economist
politicians’ within the party, and had importantpheations for reform, as | will discuss in

section 4.7.

4.4 Experts and the new ideas about efficiency

4.4.1 The emergence of efficiency-based analysis

The structural problems of the old tax policy reginvere not only related to the lack of
redistribution (as emphasized by Labor) and thendentives to work and do business (which
concerned Conservatives). In this section, we labkow experts became more and more
preoccupied by the effects of the tax structurecmnomic efficiencyAmong bureaucrats in
the Ministry of Finance there was a general smfthinking towards efficiency-based tax
economic analysis, which was inspired by novelriragéonal ideas about taxation. The new
ideas both improved the analysis of the tax systathinfluenced the tax policy priorities of

policy-makers.

Thus, this section is about the influence of ecanadeas and the relationship between ideas
and structural problems. | first sketch the shiftideas about taxation, then look at the

efficiency effects of the old tax policy regime.

4.4.2 Novel tax economic ideas

In the decades after the war, international ecoogesearch paid very little attention to the
subject of taxation. It was only around 1970 tHad¢ field of tax economy emerged, as
economists developed more sophisticated theory tatheu economic effects of taxation.
Throughout the 1970s and into the 1980s, econonmstthis field produced advanced
theoretical propositions, econometric models andhouwlogical tools. This theoretical
progress influenced the thinking of Norwegian ecoisbs working with taxation, both

academics and bureaucrats.

In Norway, macro economy had dominated the econoesearch agenda ever since the war,

profoundly influencing Norwegian economic thoughtlorwegian Nobel laureate in
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economics Ragnar Frisch and colleagues develog@dsticated macroeconomic models that
became an integral part of the government’'s econgianning. On the other hand, micro
economy and questions about resource allocatiore w@rsome extent neglected. As a
consequence, Norwegian economists working withsawere for a long time more concerned
with redistribution than efficiency. This was thase both at the universities and in the

Ministry of Finance.

The emergence of ‘modern’ tax theory abroad, howdweught about a marked shift in ideas
among economic bureaucrats during the 1980s. Ftanne, an interviewee who left the
Ministry of Finance in 1980 was “struck by how mutle bureaucrats’ attitudes towards tax
policy had changed” when he returned in 1989. s tkeriod, traditional thoughts about
taxation as a tool for both social and industrialiqy were gradually replaced by ideas that
emphasized the effects of taxation on economicieficy.

In particular, economic bureaucrats came to empbatie principles oheutrality and
symmetryin taxation. Neutrality means that all types ofitalpncome are subject to the same
effective tax rate. This principle implies that tkex system should be neutral between
different types of investments, different formsos¥inership, alternative sources of financing,
etc. Symmetrymeans treating incomes and corresponding expengie isame way. When

income is taxed at a certain rate, costs shouliedected against the same rate.

Hence, within the Ministry of Finance, attentionifigdd to the ‘tax wedges’ and total
efficiency losses associated with different typetages. Yet, it would be wrong to conclude
that the economists in the ministry thereby abaedagoals about equality. Rather, efficiency
concerns complemented equity concerns. As oneigaltitpointed out, traditional ideals of
social justice remained strong in the Ministry afdhce throughout the period.

The influence of the new way of thinking owed mgitd the fact that practical economists
found the new models useful. Bureaucrats’ neggtnaetical experiences with the existing
tax policy regime fit well into the new analytideéhmework. That is, novel theoretical models
shed light upon features of the tax system thahewdsts in the ministry suspected were

contributing to economic problems.
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4.4.3 The inefficiencies of the old tax policy regi me

Economic analyses in the early 1980s revealedtlizaNorwegian tax structure of high rates
and generous deductions created large inefficisn@asically, the large and variable gap
between real income and taxable income impliedwinett was profitable before taxation was
not the same as what was profitable after taxad@U 1984:62). In other words, the tax
structure distorted economic choices consideralilyis concerned both corporate and

personal taxation.

Corporate taxation was far from neutral, as investis of certain kinds or in certain sectors
were subject to more favorable tax treatment tithers. This privileged economy activity in

sectors where income was taxed leniently or natllaand expenses could be deducted from
taxation (NOU 1984:62). It also directed capitaluses that were exempt from taxation or

lowly taxed.

In economic terms this was inefficient, since iflienced the relative profitability of
investments. The investments that were most phiéthefore taxation were not the most
profitable after taxation. This implied that capitéas not allocated to where it would have
given the highest returns. According to severalnmiants, the lock-in of capital in businesses
was a particular problem. Lock-in limited the reisito capital, since capital was reinvested
(with variable returns) instead of flowing to thevéstments that would give the highest
returns. In other words, the use of resources watianal (NOU 1984:61).

The tax system also distorted the economic dea@sainndividuals. Most importantly, tax
rules strongly favored investments in real estater dinancial savings (NOU 1984:73). The
tax system strongly discouraged putting your momeythe bank or in stocks. As a
consequence, financial savings in Norway had dgtlmden negative every year since the
war. Conversely, tax rules — particularly the iegrdeduction scheme — strongly encouraged
taking up loans to invest in houses. The Norwedn structure diverted capital from
productive investments and into real estate. Theroraconomic environment strengthened
these incentives. As we will see in section 4.5 lecame a huge problem in the mid-1980s,
when high inflation and a nominal interest ratet thas held artificially low contributed to

negative real interest rates.
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4.4.4 Reasons for reform

New ideas about taxation were important becausgithproved the analysis of the existing
tax policy regime, which had previously been sonmewineglected. This raised the
consciousness about the deficiencies of the tabesyshereby providing a stronger rationale

for reform. Moreover, the new ideas generated gwigtthat corresponded to these problems.

The clearest expression of this is the report efAline commission published in 1984. This
report thoroughly evaluated both the efficiency dimel equity aspects of personal taxation,
and showed that the tax system largely failed th lbespects. The report concludes that under
the existing tax policy regime the “main objectivasthe tax system are not achieved in an
effective way” and “taxation contributes too littte promoting the primary goals of tax
policy” (NOU 1984:13,61).

My informants - central tax policy-makers and bui@ats in the 1980s and 90s - share this
conclusion: The Norwegian tax system of the ea880s was fundamentally flawed. “There
were at least ten points where the absurdity biatst your eyes,” as one put it. Several
describe the whole tax system as a giant Swissseh&ehere you could crawl into one hole
and out of another without paying taxes. Or as f@roinformant sums it up: “In terms of
redistribution, the old system was ineffective, anckeasingly so. In terms of efficiency, it
was bad, going on horrible. It had simply reachedend of the road.” It is safe to say that the
structural problems that concerned Norwegian peat@kers — and provided the reason for

reform — were located within the Norwegian tax egstnot at the international level.

To deal with these problems, the Aune report pregas larger tax element on gross income
(i.e. income before deductions), combined with Iowad less progressive taxation of net
income and the elimination of a number of dedudiofet, the political preconditions for tax
policy change were not present when the commissgd@ased its report in 1984. The
bourgeois government led by the Conservative Kar#lobt left the commission’s
recommendations dead in the water. The Conservgtivernment did not feel that tax policy

change was urgent. Thus, their reluctance wasitbetdeason that reform was not pursued.

On a deeper level, the large gap between politscard experts in the understanding of tax

policy appears to have been a barrier to reformthénmid-1980s, the new economic ideas
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about efficiency in taxation had only just startedspread to the key political parties. Even
though there were political actors - especiallylthbor party - that supported policy change,
the political milieu lacked politicians that wergspired by new tax policy ideas and ready to

drive large-scale reform.

4.5 The macro-economic middle-game

4.5.1 Tax policy and macro-economic instability

So far, we have discussed the effects of the alddgime on equality and efficiency, which
were predominantly negative and gave rise to a ddnfar reform among policy-makers.
However, in the mid-1980s the tax system also dmrted to serious macro-economic
problems. This gave the issue of tax policy chagwgater urgency. The sequence of events
that followed, led up to the tax reform in 1992.

As we will see in this section, the generous irgededuction scheme contributed to the
uncontrolled credit expansion during the boom ydapsn 1984 to 1987. This triggered
political action in the tax field, bringing poliayrakers to pass a reform of personal taxation in
1987, which gradually limited the value of interdstluctions. However, the tightening of tax
policy contributed strongly to the subsequent eatinalownturn. From 1988, Norway went

into recession, which precipitated a fundamentalkcstiral reform of tax policy.

4.5.2 Credit expansion and economic boom

The tax system was one of the factors that congto the uncontrolled credit expansion of
the mid-1980s (cf. Trangy 2000: chap. 3). As yollingcall from section 4.4, the tax rules for
interest deduction made borrowing money very pabfeé. Interest payments could be
deducted up to the highest marginal tax rate, whiglied that the more you borrowed, the
less you would pay in taxes. Combined with higHaitidn and an interest rate that was set
artificially low, this led to a negative post-taxteérest rate in the late 1970s and early 1980s
(NOU 2003:63). For those with average incomes pib&-tax real interest rate hit bottom at
minus 6 percent in 1981, only crawling up to zerd984, where it stayed until 1987.
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As long as there was credit rationing, the profitgbof borrowing money was mainly a
problem in terms of equity, since those with highames would get loans more easily. But
the credit liberalization of the early 1980s turrib into a huge macro-economic problem.
People now had both the motive and the opportuoityorrow large amounts of money, and
the result was a hyper-expansion in the Norwegradicmarket from 1984 to 1987 (Trangy
2000:97).

4.5.3 The 1987 personal tax reform

The realization among politicians that the credarket was out of control — and that the
interest deduction scheme was partly to blame ggéred tax policy action (Trangy
2000:188-191). Introducing a gross element in inedaxation to limit the value of interest
deductions had been championed by Labor sinceatkelB70s and clearly recommended by
the 1984 Aune public commission on personal taratla the spring of 1987, at last, it

became possible politically.

A reform compromise was hammered out by Labor gwegnment at the time) and the centre
parties (Fagerbergt al. 1990:86). The Conservative party also participatedhe reform

negotiations and influenced the chosen solutiohybted against the final compromise. The
reform was passed anyway with the votes of Ladwe, Christian People’s Party and the
Centre Party. The reform introduced a surtax orh higcomes, against which interest
payments could not be deducted. At the same tinmeplied cuts in marginal tax rates every

year until 1992, which effectively reduced the abf interest deductions.

However, this was “too much, too late” (Trangy 20@8ap. 5). Combined with falling
inflation and high interest rates, the consequeridbe tightening of tax policy was that the
post-tax real interest climbed steeply, hittingeggent in 1989. This real interest rate shock
stiffed the Norwegian economy. It went into a reoas in 1988, which soon became a
depression (Trangy 2000:191).

4.5.4 The economic downturn

Growth in Norwegian mainland GDP was negative bhoth988 and 1989, as shown in Figure
4.1. The gravity of this economic crisis is evidémm the fact that these are the only two
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years of negative growth in Norway from 1958 upiluaiday. Moreover, employment fell
every year from 1988 to 1992, while unemploymentragketed from 2 percent in 1987 to 5
percent in 1989, before reaching nearly 6 perace@®b2 (cf. Figure 4.1).
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Figure4.1: Growth in mainland GDP and unemployment rate for Norway 1980-1992

Source: Statistics Norway

The economic crisis laid the ground for more fundatal changes in tax policy. Remaking
the tax system was regarded as a structural rdftatrwas necessary to get the economy back
on its feet, as one key policy-makers related. Ghs&is gave rise to a common sentiment
among key political actors that something needdektdone to the tax system. “The time was

ripe for reform,” as several informants put it.

Yet, it is more accurate to say that the crisicipitated reform efforts, than that it directly
caused reform. In the context of economic crisis, golitical-administrative complex moved
determinedly towards reform in the period from 1989.991. The process would likely have
taken longer and been subject to greater polittiahgreement had it not been for the

economic crisis. However, features of the reforimcpss are crucial independent elements in
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the explanation of the 1992 tax reform. Most impotly, the adaptation and development of
tax policy ideas — by experts on the Aarbakke gubtimmission and in the bureaucracy —

provided the policy solutions for reform. This liettopic of the next section.

4.6 The Aarbakke report: a blueprint for reform

4.6.1 The importance of the Aarbakke report

The importance of the Aarbakke report for the 1892reform cannot be overstated. In the
interviews, all the central decision-makers of tilme emphasize the great influence of the
work of this public commission. Not only did the8®Aarbakke report provide tlseibstance

of the subsequent reform. Its blueprint for refaatso gave a strong impulse towards the

political realization of fundamental tax policy change.

In this section, we first define the place of tharlBakke commission in the reform process.
Second, we look at how the policy solutions of tharbakke report were the result of
adaptation and development of new tax policy id¢asally, we discuss how the report
affected the process towards tax reform.

4.6.2 The issue of corporate taxation

To understand why the Aarbakke report was so inapbifor the 1992 reform, the distinction
between personal and corporate taxation is crudiatll the late 1980s, reform efforts were
all aboutpersonal taxationThe 1987 reform, which was based on the 1984 Aepert, only

concerned the taxation of individuals.

The Aune commission suggested, however, that tatera well-functioning tax system, it
was absolutely necessary to look into the issusogforate taxatioras well. Firstly, many of
the structural problems of the tax system had tloeigin in the corporate tax regime.
Secondly, the two parts of tax policy were by nangindependent of each other. More and
more economic activity took place in the blurry arbetween these two regimes, and
sophisticated solutions were needed to deal wigh th
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Compared to personal taxation, corporate taxatomextremely technical and difficult to
understand for others than experts. Thus, evergthpoliticians had agreed on personal tax
reform in 1987, what to do with corporate taxatiwas largely in the blue. This was the
background for the Labor government’s appointmdrthe Aarbakke commission in March
1988. The commission was exclusively made up ofedsp and its primary task was to
examine potential changes in the taxation of bssieg and capital. The work of the Aarbakke
commission should not be understood in isolatibough, as bureaucrats in the Ministry of

Finance had already initiated the work with develggsolutions for corporate taxation.

4.6.3 The development of tax policy ideas

The work of the Aarbakke commission (and the ecaodyareaucracy) was clearly inspired
by the international wave of ‘rate reduction, baseadening’ tax reforms. The major US tax
reform of 1986, the Danish tax reform of 1987 ahd plans for tax reform in Sweden
represented important examples for Norwegian egp®&hile novel tax economic theory had
supplied Norwegian experts with a new way of thiigkabout taxation (cf. section 4.4.2), the

tax reforms of the 1980s provided more concpeliecy ideas

The tax policy doctrine of market-conforming, nalitand symmetrical taxation was actively
promoted by the OECD. The organization providedudoents and statistical databases to
facilitate reforms of this kind in countries likeoNvay. By spreading this material, the OECD
stimulated the exchange of ideas, knowledge anéreqces across borders. “The steady
flow of documents from the OECD was an importantree of inspiration for the economists

in the bureaucracy, ” as one informant recalls.

Interestingly, the influence from abroad appearsawe been much stronger in terms of ideas
than structure. The ideas that were imported mphriod first and foremost provided answers
to the domestic structural problems of tax systemosto international structural constraints.
Economic internationalization had not yet becomégortant issue: “In the 1980s there was
little talk of capital mobility. Policy-makers weret really afraid that businesses would move
to other countries. This discussion is relativewii one expert observed. Accordingly,
economic globalization was not treated as an inaportax policy concern in the Aarbakke

report.
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How specific were the ideas from abroad that irspiNorwegian bureaucrats and policy-
makers? The interviews suggest that the tax refmowement mainly provided a general
inspiration. Even though reforms around the wortdired some fundamental principles,
groups of countries chose different concrete padidio realize these principles. The broad
range of examples — rather than any specific refermspired Norwegian experts. Nordic
experiences were of particular interest, as theyplsed examples of the opportunities and

limits of reform in economies very similar to tledtNorway.

Although international tax policy ideas providedramework for reform, their influence on

the solutions proposed by the Aarbakke commissimulgl not be overstated. The work of
the economic bureaucracy and the commission ismea¢scribed as policy development than
imitation. International tax policy ideas were julsé point departure, as Norwegian experts
further developed, specified and adapted thesédoNibrwegian context. Experts drew on
ideas and perspectives from abroad to design psldytion that could answer the specific

problems of the Norwegian tax system.

Although concerns about neutrality and efficiencydgd the development of policy, experts
were at the same time attentive to concerns almudligy and fairness. It is fair to say that
both the Ministry of Finance and the Aarbakke cossiain sought to develop variants within
the frame of the international tax policy doctritmat were in line with equity goals. To a
considerable extent this was possible, as for mestathe principle of equal treatment

represented a common ground for efficiency andtgqaals.

Important in this respect, the Aarbakke commisgimposed a dual income tax (DIT) model,
l.e. a tax regime that differentiated between a enai, flat tax on capital income and a
higher, progressive tax on labor income. To a lasggent than other reform blueprints, the
DIT model aimed to reconcile efficiency concernghwobjectives of revenue-raising and
redistribution. The principle of dual taxation hatteady been suggested by the Aune
commission report in 1984 and put into practicahs Danish reform of 1987. However, the
Aarbakke report proposed the purest and most sigatesd version of the DIT model so far.
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4.6.4 The political implications

The report published by the Aarbakke commissiotinénfall of 1989 was an impressive piece
of policy work. It proposed a total solution forrporate taxation, including a model for
splitting personal and corporate income in smadlibesses. The Aarbakke report represented
the culmination of years of effort by national estpen the field of tax economy. The work of
the commission not only supplied the content obmaf however. The reform blueprint also
generated convergence in policy preferences anc naghsier for political actors to pursue

cooperative strategies towards reform.

Firstly, the Aarbakke report brought the tax polmeferences of politicians more into line
with the views of experts. The thorough analysisspnted in the report exposed political
actors to economic reasoning about problems andti@o$ in corporate taxation. This
directed political views on tax policy in a mordioaalist direction. This also implied more
compatible preferences in the Labor party and tlems€rvative party. Provided with a
common base of ‘neutral’ information about the cogbe tax system, more similar problem

definitions emerged within the two parties. Thisittduted to political consensus.

Secondly, the Aarbakke report facilitated politicadoperation by giving politicians a
blueprint for a consensus solution. This made eadr to political actors what the final
reform would look like if they were to pursue aaségy of cooperation. The concrete proposal
of the commission reduced the uncertainty assatiatth pursuing such a strategy, and thus
made cooperation a more viable alternative. This @specially the case for the Conservative
party, which had so far been very reluctant to gagm tax reform action. The political-
administrative process towards reform that followleel Aarbakke report is the subject of the

next section.

4.7 Political relay towards reform

4.7.1 Political institutions and the reform process

The release of the Aarbakke report was followedalrgmarkable political process towards
reform. This section looks at the political reldmat led up to Labor’s tax reform proposition
in 1991, while section 4.8 is about the final refanegotiations in the Norwegian parliament

— the Storting. The political process that led aogé-scale tax reform was stimulated by
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Norwegian political institutions. The institutionaktting shaped the interaction between
political parties and between politicians and etgen a way that favored cooperation,

leading to a broad-based reform compromise.

In this section, we first look at which actors doated the reform process. Second, we see
how the alternation in power during this perioduatly stimulated — rather than stifled —
reform efforts. Third, we discuss how the refornswdaiven by the emergence of ‘economist

politicians’.

4.7.2 The dominant actors

Which actors dominated the policy-making procesd tbd up to the 1992 tax reform? The
evidence on this point is unambiguous: The Labatypdahe Conservative party and the
bureaucracy in the Ministry of Finance were bytfe most important actors in this process.
The political control of the process shifted betwdeabor and Conservatives, while the

economic bureaucracy (flanked by external econaxperts) dominated the formulation of

policy.

How about the rest of the political parties? In 1.98e middle parties — i.e. the Christian
People’s party and the Centre party (agrarian)d-deen key tax policy players, as their votes
ensured a majority for the personal tax reform.sTime they only played a marginal role.
Although they were present, as members of bothbihérgeois cabinet and the Finance
committee in parliament, these parties neitheruericed the political process nor the
substance of reform to any significant extent. fpxder the few special areas of tax policy
where they had strong opinions (e.g. agricultuired,middle parties mostly tagged along with
the two larger parties. The Socialist Left partyl dhe populist right Progressive party were

even less important.

As in any major issue of economic policy, the maimon confederation LO and employers’
association NHO were consulted throughout the taform process. Within the labor
movement, there were several rounds of discusdietwseen Labor’s people in the Ministry
of Finance and leaders and economists in LO. Howensgarding tax reform LO was

primarily a responsible conversation partner, nstrang independent voice.
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The main reason was that Labor party elites ancelit®s agreed on the basic definition of
problems and the necessity of reform. Apart fromtage absolute demands concerning the
wealth tax, redistribution and specific issues rafustrial policy, LO supported the reform
effort. In particular, top LO economists and LOdea Yngve Hagensen came to share
Labor’s ideas about remaking tax policy. Thus, tpeynarily cooperated in the search for
appropriate tax policy solutions, rather than confing the Labor party with strong particular

demands.

Neither the main employers’ association NHO plaggghrticularly important role in the tax
reform process. The Conservative party had regaéatings with NHO, but as one politician
recalls, these were often of a “ritual” characiegarding tax reform, NHO had little to say
about the broad lines of reform, but had strong dethiled opinions in specific areas of
corporate taxation. In some of these areas, NHO leasd, but generally they had little
influence on the design of the tax reform.

As the account up to this point suggests, tax nefaas dependent on consensus along two
dimensions: both between the two major politicatipa and between politicians and experts.
For one, Labor and Conservatives, who had diffeoblem definitions in tax policy,

needed to reach agreement. Second, the solutiopsged by experts had to be linked to the

problems perceived by politicians.

4.7.3 Alternation in power

The period from the publication of the Aarbakkeatpn the fall of 1989 to the Labor’s tax
reform proposition in the spring of 1991 was chteared by frequent alternation in
government. Surprisingly, this did not stifle refoefforts. Instead, Labor and Conservatives
seized upon this opportunity to produce a seriesmgiortant political documents. Thus,
alternation actually facilitated the commitmenttéx reform. The Norwegian institutional

context contributed strongly to these positive agits.

In Norway, the ‘conservative wave’ of the 1980s pumt end to a long period of Labor
government, and more generally to the post-wat@laicdominance of the Labor party. From
1981 onwards the electorate was more evenly dig&itbbetween the blocks. This ushered in

an era of more frequent alternation in power andemmstable governments. In the late

91



1980s and early 90s, government shifted back arld between the Labor party and the so-
called ‘bourgeois parties’, i.e. the Conservatiubs, Christian People’s Party and the Centre

Party (agrarian).

In 1986, a Labor government led by Gro Harlem Btlam#l took over from the centre-right
coalition government headed by Conservative Kar#lodli. The Brundtland government,
with Gunnar Berge as Finance Minister, lasted uh#l elections in the fall of 1989. They
were succeeded by a new Conservative-led ‘bourgeasdition, this time under the direction
of Jan P. Syse and with Conservative Arne Skauderasice Minister. This government fell
apart after little over a year, giving way to a neabor government in November 1990.
Again, Brundtland was the Prime Minister, while I§@yn Johnsen took over as Finance

Minister.

Thus, three different governments were in poweinguthe period from the release of the
Aarbakke report in October 1989 until the tax refgrroposition in the spring of 1991. What
is interesting is that this instability actuallyinstilated the political process towards tax
reform. Under alternating government, the instindilized production of official political

documents became a vehicle for reform. Labor ands@watives used these documents

actively to commit to reform as power shifted backl forth between them.

In the fall of 1989, the outgoing Labor governmentiorsed the conclusion of the Aarbakke
report in its budget commentaries. In May 1990, seowative Finance Minister Skauge

presented a white paper to parliament inspirechbyréport. Its content is well summarized in
the title: “Guidelines for reforms of corporate aodpital taxation, and consequences for
personal taxation” (St.meld nr. 48 (1990-91)). Tdneument sketched the basic principles for
a revision of the tax system. The Labor oppositesponded to the white paper with detailed
comments, outlining a more concrete — and sligtitlyergent — proposal for reform. A few

months later, Labor moved back into the Ministry=aiance, where they continued the work
towards reform. In the spring of 1991, Finance @i Johnsen presented the tax reform
proposition to the Storting. This proposition wasséd upon the Aarbakke report and to a

large extent in line with the Conservative whit@@afrom 1990.

One reason why alternation in power stimulatedrrefavas that it brought politicians and

experts closer together. Both Labor and Consemrginditicians were put in touch with the
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practical work and the way of thinking in the Mitmsof Finance. Intense interaction between
politicians and bureaucrats is typical of Norwegipalitical institutions. In this case,
interaction within the Ministry of Finance exposedlitical actors from both sides to
rationalist arguments about tax policy design. eserated convergence towards the views
held by experts, both in the definition of problearsd in preferences regarding solutions.
“Because of the shifts in government, both partiad worked with the important questions,
and there was a fundamentally positive attitudeatih camps,” one informant related. Shared
views provided a strong basis for politicians andelaucrats in the ministry working together

towards reform.

Even more importantly, alternation in governmentvegaLabor and Conservatives the
opportunity to take crucial political steps towardsensensual reform. Shifting power
facilitated cooperation. “Through this alternatienbroad political ownership was built,” one
central actor observed. Basically, the alternation power triggered an institutional
commitment mechanism. The institutional setting\a#d the parties to credibly commit to

the broad reform solution.

Yet, it appears that commitment had a slightly ed#ht meaning for the two parties. The
Labor party, which was almost unitary in the tasuis, intentionally used official documents
to signal their positions. The Labor governmenhwitnance Minister Berge actually rushed
the release of the Aarbakke report (NOU 1989:1d that it would have time to comment on
its conclusions before leaving office. Likewise pba's thorough and detailed response to the
Conservative white paper was an intentional moveshtow their general support for the

reform initiative, while at the same spelling dug fpoints of disagreement.

The conservative camp, however, was divided intdixeissue. It appears that the fraction of
the Conservative party that controlled the MinistfyFinance (described in the next sub-
section) used official documents to commit the ypaa tax reform. Conservative Finance

Minister Skauge worked hard to finalize the whigper, which was meant to both outline a
credible Conservative position regarding reform aadd the signal that Conservatives were

ready to move towards a large-scale tax policysieni

These political documents reduced the other parpsertainty about where their political

‘opponents’ stood, making it easier to make furtimewves towards reform. “It was possible to
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calculate the opponent’'s attitude in advance, sitteey had committed already,” one

informant observed. The alternation in power traglitated cooperative strategies.

4.7.4 The emergence of economist politicians

During the same period, another important developgrsgmulated reform efforts. This was
the emergence of ‘economist politicians’ within lbdhe Conservative party and the Labor
party. The economist politicians were crucial as dhnivers of the tax reform process. Their
emergence both conditioned the positive effect leéraation in power on reform, and

contributed to generating support for reform.

In both parties, politicians that identified strongith economic arguments won influence in
the late 1980s. These ‘economist politicians’ weae@ded the central positions in economic
policy-making. Most importantly, they gained cortower the Ministry of Finance, but they

also played an important role in the Storting. Bmeergence of economist politicians had
impact on the tax policy positions of the partespecially within the Conservative party.

As discussed in sub-section 4.3.3, modern econdhwaght was surprisingly marginal
among the Conservative leadership in the 198@gastreally not until the bourgeois coalition
won power in 1989 that politicians inspired by isle@bout economic efficiency gained
considerable influence. In the Syse governmente/kauge was appointed Finance Minister
and Trond Reinertsen under-secretary of state. Bathe strongly inspired by modern
economic thought. As opposed to traditional coresierg, they clearly rejected the existing
tax structure, including the generous deductioresws for businesses and individuals. They
were convinced that fundamental tax policy reforasweeded, as the existing tax structure

could not produce efficient economic outcomes.

Skauge did clearly not belong to the mainstrearthenNorwegian Conservative Party. The
label ‘economist politician’ fits Skauge well, as put great emphasis on economic rationality
and identified strongly with economists, thoseha Ministry of Finance in particular. Some

even describe him as “light blue” politically. Skguhad already served as Trade Minister in
the early 1980s and a short stint as Finance Miniat1986.

94



Under-Secretary Reinertsen was even more of anoeush and less of a politician.
Reinertsen had no political experience and had leeparty member only for a couple of
years. Yet, he was offered the job because ofdos@nic expertise. Reinertsen had a Ph.D.
in monetary theory from an American university, ivaorked in the Norwegian Ministry of
Finance for five years, and was a business lea&dstrong proponent of modern economic
theory, Reinertsen felt a closer relation to theebucrats in the ministry than to the

politicians in the party.

Economist politicians also appeared within the lraBarty in the late 1980s, though in a less
abrupt manner than in the Conservative party. \Wittabor, the ‘economist politicians’ fell
into two categories. First, there were the careditigians that had solid economic knowledge
and were highly perceptible to economic argumesigbjgrn Johnsen — Finance Minister
from 1990 — was the most important representativdlfis category. Johnsen had economic
training and had been member of the Finance Comenittt the Storting since 1980.

Second, and complementary, there were the ecor®mistpporting political positions, who
provided important economic expertise. Bjgrn SkagsfAamo who served as Under-
Secretary in the Ministry of Finance from 1986 &8 was one such figure. Another social
economist, Svein Harald @ygard, played an even nmopertant role. @ygard was economic
advisor for Labor in parliament from 1989 and thHénder-Secretary in the Ministry of
Finance from 1990. @ygard had little experiencenfymolitics, but had previously worked in
the tax department of the Ministry of Finance. Hest provided the Labor party with crucial

economic insight in the tax reform wérk

The economist politicians controlled the MinistfyFonance in the crucial years from 1989 to
1991 when government was alternating back and foetfiveen Labor and Conservatives.
Their ascent to power appears to have been a pigiconfor the rapid political process
towards reform that ensued. The alternation in powvade it easier for political actors to
commit to reform. Yet, economist politicians at thead of the Ministry of Finance
strengthened both the desire to move towards fuadtahtax policy change and the capacity
to work out such a reform. Their emergence forgedtrang reform alliance between

politicians and bureaucrats in the Ministry of Fina, based on shared views.

® In February 2009, @ygard was hired as Governth@icelandic Central Bank to stabilize the econdefiyin
ruins by the international financial crisis.
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The emergence of economist politicians at the ledatie Ministry of Finance dramatically
narrowed the gap in perceptions between expertpalititians. The economist politicians to
a large extent shared the bureaucrats’ rationahauic analyses of problems and solutions.
And they shared these views mainly because theysbhd economic insight and in some
cases had worked within the field of tax policy.eThbility of the class of economist
politicians to understand such a complex policyagreved crucial. Because of this, experts
and politicians in the ministry did not only findommon ground, they agreed on a
fundamental level. Further, this shared basic amalgave rise to a strong common feeling

that the tax system needed fundamental reform.

This engendered intense cooperation for reform éetwpolitical leadership and bureaucrats
in the ministry. The benefits were mutual. For lcservants, it was much easier to work
closely with politicians who understood the bagiclhjems and dilemmas of tax policy. Also,
as there for several years had been a strong desiittndamental reform among bureaucrats,
they were happy to find politicians willing to pues ‘their’ case. For politicians, the
wholehearted support from a bureaucracy with gezanomic insight and work capacity
provided crucial support for the political reformssion.

In other words, a potent coalition was forged thate the Ministry of Finance a powerhouse
for reform. Economic bureaucrats teamed up withet@nomist politicians of the incumbent
party, first Labor, then the Conservatives, thenbdra again. The strong political-
administrative consensus unleashed the policy-ngalkirces of the Ministry of Finance. The
years between 1989 and 1991 thus represented @d pErintensive tax policy work in the

ministry.

The emergence of economist politicians also coutiedh to reform in another way. As they
had one foot in each camp, these politicians helpiltje the gap between the economic and
political spheres. The economist politicians unalgktthe crucial task of translating economic
arguments about tax policy into political argumewts one of them describes: “My role was
partly to build bridges, as | had an ability tonstate economics into terms that were
politically comprehensible. Translating insightsoinexamples and showing how things

worked was crucial.”
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This translation was essential for building brogol@itical and popular support for reform. It
clarified the connection between what people peetkas problems in the tax system and the
solutions that experts envisaged. The politicaliéeship in the Ministry of Finance put great
emphasis on communicating this to party membethegrass-root level. In so doing, they
generated a shift in preferences within the partiganing over many traditionalists. This
ensured acceptance — if not enthusiasm — for tteenneproposal in the file and rank of the

parties.

The communication with the general public was dgumhportant. The Labor party was
especially active in this regard, staging a massiedia campaign in late 1990 and early 1991
to explain to people why the tax system neededdixand how their reform proposal would
mend it. At the very least, this increased populaderstanding and acceptance for some of
the changes to come.

4.8 The final reform negotiations

The political relay described in the previous satied to the Labor government’s tax reform
proposition to parliament in April 1991. This secticoncerns the final phase of the tax
reform process, namely the reform negotiations arligment. These negotiations were an
outstanding example of political cooperation. Basmu mutual trust, the Labor and
Conservative representatives worked closely togetbe finalize the tax reform. The

institutional setting shaped this cooperation, astua confidence was a function of
interaction in parliament’s finance committee. Tarsque cooperation allowed politicians to

pass the tax reform compromise quickly, which preéed the build-up of political opposition.

In April 1991, Labor Finance Minister Johnsen coiihélly send a proposition for tax reform
to parliament. The proposition was the result démsive policy work in the Ministry of
Finance based on the recommendations of the Aaebedqhort. To pass the reform, Labor
needed to strike a deal with the opposition inigarént. And to ensure that the reform would
stick, Labor wanted as broad political agreemermassible.

In practice, this implied reaching a compromisehwilie Conservative party. As these two
parties together had a solid majority in parliamémé middle parties would have little other

choice than to support reform. And as subsequetiehs would most likely also produce a
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majority for Labor and Conservatives together, Borra compromise between these two

would be robust over time.

In the Norwegian political system, the real poétievork of parliament is carried out in the
committees. The final negotiations over tax refdéhos took place in the financial committee
of the Storting. On the committee, there were regmeatives from all the major political

parties. But in practice, the tax reform propositiquickly became the subject of bilateral
negotiations between Labor and Conservatives. Texmbers of the committee undertook the
daunting task of hammering out the details of armafcompromise: Thor-Eirik Gulbrandsen
from the Labor party (who formally led the commatte work with the proposition) and Johan

C. Legken from the Conservative party.

Interestingly, these two did not belong to the east reformist economist politicians.
Gulbrandsen had studied social economy, but wathereinspired by arguments about
economic rationality nor familiar with modern tawligy ideas. Gulbrandsen did in fact
belong to the more radical left wing of the partydavas in opposition to the Labor party
elite. His views regarding economic policy were m@de, however. Lgken, on the other
hand, was trained in forest economics and had grgmrience with economic policy-making
from the financial committee. But politically he lbeged to the traditional conservative
mainstream, and he was sceptical of the modermddiry ideas promoted by the former

Conservative Finance Minister Skauge.

Nevertheless, Gulbrandsen and Lgken played a ¢tmat@in finalizing the tax reform. The
pair literally worked day and night to hammer ollttiae details of the reform compromise.
Not only did they reach agreement on all points,tiet Labor and Conservatives could
present a common proposal. They also did so inghedjuickly, which ensured that the
Storting could pass the reform before the long sembreak. A delay would have given

opponents of reform time to organize, which cowdgénput the whole reform in jeopardy.

The negotiations between Gulbrandsen and Lgken aereutstanding example of political
cooperation. “Our cooperation was unique. | donibk anyone has worked the way we did,
neither before nor afterwards,” as one of them ipuin the final phase, the two of them
worked through a long list of issues where Labad &@onservatives had diverging views,
dividing the issues between them. If Labor concealedne issue, their view would prevail in
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the next question. Through this pragmatic procéggve and take, the final pieces of the tax

reform were put into place.

What made this kind of political cooperation pokstoThe fundamental precondition was that
Gulbrandsen and Lgken had the political backingamfidence of their respective parties. At
this point, especially the Labor party, but alse tbonservatives, were intent on striking a
reform compromise. Through the preceding processtwlo parties had defined a common
frame for tax reform, and within these limits thegre willing to stretch far to reach a final

specific reform agreement.

The detailed negotiations between Gulbrandsen akéh were instrumental to this end. This
raises the question of how autonomous they realyewlt appears that the Conservative
Lagken had a stronger independent role than Lal®dkrandsen. For Labor, the political

leadership in the Ministry of Finance held a tighip on the process. This meant that even
though Gulbrandsen was the one negotiating inrthr@ foom, there was someone in the back

room making the important calls.

Laken appears to have acted more on his own, whaltes his role more ambiguous. On the
one hand, he was extremely loyal to the party atdrchined to extract the best possible tax
reform deal for the Conservatives. On the othedhé&we acknowledged the strong need for
reform and thus actively promoted the reform compse to the Conservative leadership and
the broader party. While some suggest that Lokes awaopted by the Labor reformists and
‘betrayed’ the Conservative mainstream, others thay he maximized the Conservative’s

influence on the final reform deal.

One piece of evidence for the latter interpretai®mhat the final reform was more liberal
than Labor’'s reform proposition in a couple of impot respects. Firstly, the model for
splitting income into labor and capital components loosened. As we will see in the next
chapter, the ineffective income-splitting model &@e the greatest problem of the new tax
system in terms of equality. Secondly, a tax anynést businesses’ capital reserves was
included in the reform, after lobbying from the dayers’ association (NHO). This allowed
businesses to dissolve the tax-motivated capitdrues built up under the old regime when

the new tax rules came into force in 1992.

99



The second precondition for the close cooperatiorthe committee was strong, personal
trust. “Without mutual trust and confidence, we Idowot have landed the reform,”

commented one informant. Give-and-take bargainihghe kind described was possible
because the central politicians trusted each otimer hundred percent. The cooperation
between Gulbrandsen and Lagken worked seamlessaubedoth trusted that the other party
was sincere about his room for manoeuvre and woatdbalk on agreements. This mutual

trust had two interrelated sources.

The first source was institutional. Repeated irg#oa over many years in the Storting’s
finance committee had produced trustful relatiopstbetween political opponents. Through
day-to-day committee work, they came to know winaytcould expect of the others. The
trustful relation between Gulbrandsen and Lgken based on the accumulated impressions
from years of interaction on the committee. Thejpexience of the other party as honest and
trustworthy allowed for close cooperation. Moreqvexperiences with similar reform
processes seem to have had an influence on the iteeis1work. One informant points to
the tax reform negotiations in 1987 as an importamhdation for the political cooperation in
1991.

The second source was personal, as strong mutisalvilas also a function of tight personal
relations between central actors. Although thisymcal of the Norwegian political system,
relationships were especially tight in this caskatTis, both Gulbrandsen and Lgken were
close personal friends of Finance Minister Johnéenl Under-secretary @ygard had worked
closely with Johnsen and Gulbrandsen in parlianfmnséeveral years. It is beyond doubt that
these personal relations facilitated the cooperafio reform. One informant described this
well: “Political and personal relationships are esgml in this kind of reform process.
Personal chemistry comes into play. | have expeeénin politics that when there are

frictions on the personal level, everything becomese difficult.”
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Chapter 5: The objectives and outcomes of reform

5.1 Shift or continuity?

While chapter 4 looked at the process that leth¢oli992 tax reform, this chapter is about the
objectives and outcomes of the reform. Here, | gme®mpirical data that shed light on
whether the reform implied liberalization or ratgmupdating. While greater efficiency at the
expense of equality would indicate liberalizatianstrengthened ability to achieve goals of
both efficiency and equality would suggest ratiompdiating (cf. section 2.1). The following
discussion is based on existing studies of thedform and its effects, particularly statistical
economic analyses, as well as the interviews wotlty-makers and experts.

First, | look at the objectives behind the 1992 taeform (section 5.2). Then, | present the
output of reform, i.e. the substantive changesxrtiles (section 5.3). In section 5.4, | sketch
the consequences of the reform for the functiorohghe economy. Finally, | discuss the
outcomes of the reform in terms of efficiency amdvgh, treatment of business/capital,

capacity to finance the welfare state, and diredistribution (section 5.5).

5.2 The reform objectives

Did the objectives of tax policy shift from redibstution towards efficiency with the 1992
reform? The interviews suggest that this was netddise Equality and efficiency appear to
have been equally important concerns behind thermefThere was a double rationale behind
the main features of the reform. The reform arcistesought to increase efficiency while at

the same time strengthening the capacity bothise revenue and redistribute directly.

The goal of economic efficiency was clearly givenam larger weight in the 1992 reform
than earlier. But rather than crowding out otherecabjectives, it complemented them. The
architects behind tax reform were more concernexlitain efficient allocation of resources

than before, but they were not less concernedmgitbnue-raising and equality.

Generating revenue to finance the welfare stateiregd the core goal of tax policy, as it had
been all through the post-war period. However, raraéaim of the 1992 reform was to raise

revenuemore effectivelyFirst, this implied raising revenue at a limiteakt to the economy.
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Second, it meant designing a tax system where v&gewould grow automatically with the
expansion of the economy. The goal was to bols$terlong-term capacity to finance the

welfare state.

Equality was also an important concern behind mfalthough it appears that policy-makers
thought differently about this goal than beforer Bae, policy-makers were less optimistic
about the direct redistributive potential of taXdipp The ideological belief that high taxes
would produce strong redistribution had subsidetstdad, policy-makers thought more
practically about which tax measures could bringualyeal redistribution at tolerable costs.
The 1992 reform was thus based on more moderateme svould say more realistic —

ambitions about direct redistribution in the tasteyn.

For another, the question of horizontal equalityereed more attention. Horizontal equality
implies equal taxation of individuals that are dgnaeconomic terms. Thus, equal treatment

and fairness became more important goals in th@ 10reform.

5.3 The reform output

5.3.1 Rate reductions, base broadening

What kind of reform did policy-makers implementrealize these objectives? Just like other
tax reforms of the era, the Norwegian 1992 reforraswone of ‘rate reduction, base
broadening’. However, its particularities are afgyamore striking. Not only did the
Norwegian reform go further than other reforms uttiog rates and broadening bases. It also
applied the principle of neutral taxation more rimgsly than elsewhere and introduced a
sophisticated dual income tax model.

In line with the international trend, the Norwegiax reform of 1992 cut rates and broadened
bases. This process had been in motion since ¥@8vgradual reductions of formal tax rates
and expansions of the tax base. The rationale dbwer rates was both to reduce efficiency
losses and to remove the strong incentives for @agidance and tax planning. Base
broadening was meant to ensure both a more effigibocation of resources and greater
fairness in taxation, as broader bases impliedecl@®rrespondence between actual and

taxable income.

102



The Norwegian tax reform, however, went furthemtmaost other countries in both cutting
statutory tax rates and broadening bases by remaéductions. On the one hand, formal tax
rates both for individuals and corporations were dramatically. The top marginal tax rate
for individuals (including social contributions) wdowered from around 70 percent in 1986
to just under 50 percent in 1992 (Ganghof 2006:9Ag corporate tax rate, which had been
fixed at 50 percent until 1991, was cut to 28 peroe 1992.

On the other hand, the tax base was expanded, nge#imat more of the income of both
persons and businesses became subject to efféaxiagon. This involved the elimination or
limitation of a large number of deductions and othenerous tax schemes. For corporations,
this included the abolition of tax-favored fundsdagenerous depreciation allowances. For
individuals, the value of interest deductions wemited and several specific deductions
removed or replaced by general deduction

The Norwegian tax reform not only went further intting rates and deductions. It generally
applied principles meant to ensure economic efiiyein a more rigorous manner than other
reforms. In particular, the principles of neutralind symmetry were implemented in almost
all areas. Neutrality meant that all types of apihcome became subject to the same
effective tax rate. This implied a uniform effeeitax rate, irrespective of the type of
investment, the form of ownership, or the sourcérancing. Symmetryneant that incomes
and corresponding expenses were treated in the saye When income was taxed at a

certain rate, costs could be deducted againstidine sate.

5.3.2 The dual income tax model

Equally characteristic as its attention to neuti@kation, was the specific tax model
introduced by the reform, namely the ‘dual incorae’ {DIT) model. This model explicitly

differentiates taxation between labor and capitabme. Although this was not the first dual
model, it was the most pure and sophisticatedsokihd. The dual income tax model was
attractive since it reconciled the efficiency piples of neutrality and symmetry with other
crucial objectives, notably redistribution and newe-raising. “The overall objective of the

1992 reform was to achieve a moderate taxationapftal income that is neutral in a very
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broad sense, while maintaining the distributiommdé of a progressive tax on labour income,”

as Christiansen (2004:9) points out.

In the reform, this model was realized through ithieoduction of two distinct tax bases,
‘regular income’ and ‘personal income’ (NOU 2003:5®Regular income’ is calculated for
both individuals and corporations. Included in degincome are all types of taxable income
from labor, corporate activity and capital. Taxalteome equals total income minus
deductions. The 1992 reform introduced a flat t#® of 28 percent on regular income, which

has not been changed since.

‘Personal income’, however, is calculated only ifedividuals. ‘Personal income’ includes
income from labor and pensions, without deductiohany kind. This income is subject to
social security tax and surtax. The social securdptribution was set at 7,8 percent for
salaried workers. In addition, a surtax of 13,5cpat was levied on incomes above a certain
threshold.

These tax rules implied different treatment of lahod capital income, which is the hallmark
of the DIT model. While capital income was taxedaatniform flat rate of 28 percent, the
taxation of labor income was progressive with a toarginal rate of 49,3 percent
(28+7,8+13,5) for a salaried worker.

Differential treatment of labor and capital incon@wever, requires that you are able to
distinguish between these types of income in practiVhile this is simple in the case of
regular workers or large corporations, it is praiikly difficult when it comes to small
companies and the self-employed. To deal with phablem, the 1992 reform introduced an
income-splitting modeheant to serve as a bridge between personal apdrate taxation.

This model applied to sole proprietorships, paghigrs and corporations with active owners,
that is, the types of firms where the returns bmtaeffort and capital assets were by definition
entangled. Basically, it implied that for firms tvitactive owners’, part of the income was
counted as labor income and therefore taxed agteehirate. An ‘active owner’ was defined

as someone who owned at least two thirds of the fir

The single taxation of all kinds of capital inconepresented another important feature of the

1992 reform. In this regard, the reform was extigni@yal to the principle of neutrality. To
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avoid discrimination of corporate investment, tleform introduced rules to prevent the
double taxation of the profits of shareholders, tvbe they were dividends or capital gains

(Christiansen 2004:10). Two novel measures wereitapt to this effect.

First, for dividends, an imputation system gavershalders full tax credit against the
personal tax on dividends for profits that had adre been taxed at the corporate level.
Second, for capital gains, a method called RISK wmaprevent double taxation between
corporation and individual. This method implied wsljng the tax value of shares for profit
retentions, so that capital gains that reflectedaaly-taxed retained earnings would not be

taxed again.

The 1992 reform did not, however, extend the ppiles of symmetry and neutrality to all
areas. The reform maintained the feature that tvlasantly violated these principles, namely
the favorable tax treatment of owner-occupied haysihe tax system continued to privilege
income from housing capital over other types ofitehpncome. In particular, the value

assessment of houses for taxation remained fantalarket value (Christiansen 2004:11).

5.4 The reform effects on the functioning of the ec  onomy

The 1992 tax reform engendered major changes infuhetioning of the Norwegian
economy. Most importantly, more neutral taxationcapital income led to a freer flow of
capital. Also, limits on interest deductions mehigher after-tax real interest rates, which

influenced savings and investment decisions.

A number of the reform elements contributed to nmmegetral taxation of capital income. First,
the reform eliminated deduction schemes, made digi@n rules more realistic, and severely
limited firms’ opportunities to avoid tax by putgrprofits in funds. Second, it introduced a
uniform tax rate on capital income. Third, singhation of all kinds of capital income was

established.
In this way, the 1992 reform effectively levelldtplaying field. A free, competitive market

for capital replaced the old regime of specific tagentives and directed capital flows. This

was indeed a radical shift. “The tax reform waseams roller that rolled over stumps and
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bumps with considerable brutality and evened iball,” as one informant vividly described
it.

The former tax system was weak in terms of netyraineaning that it strongly favored

certain types of investment over others. In paldiGitthe tax system gave firms incentives to
retain profits and reinvest them in real capitalisTlocked capital into the companies. The
1992 reform, however, removed these incentives.rliles no longer increased the after-tax
profitability of investments that were not the mpsbfitable before tax. The new tax system
was to a large degree neutral between differenéstments. Thus, capital owners were
induced to channel their investments to where theyld give the largest returns. The result
was an increased flow of capital. Some see thiarasmportant impulse to the growing

financialization of the Norwegian economy in the9@8 and 2000s, as the reform stimulated

the flow of financial capital.

The unlocking of capital had a couple of importaabnomic implications. First, it generated
higher and more equal returns to capital, at tmeesame as investments in real capital fell.
From 1991 to 1993, there was a strong increasharrdgturns to capital. Although this was
mainly caused by a booming economy, it appears tti@ttax reform triggered a shift in
capital returns to a higher level (NOU 2003:64). iM/lthere was a 13,3 percent return to
capital on average in the period 1970-1991, theamee between 1992 and 2001 was 18,8
percent. Moreover, the freer flow of capital getedaconvergence in the rates of return in the

economy (Christiansen 2004:12).

While the returns to capital rose, the investmemtseal capital fell. Under the former tax
system investments in capital were favored, givieg to a very capital-intensive production
structure. These incentives disappeared with ti® ¥8form. As a consequence, the level of
real investment as a percentage of operating prsffifted markedly downwards from the two

decades preceding reform to the decade followifayme

Second, the unlocking of capital triggered a shiag in distributed profits. While the former

tax system strongly favored keeping profits in tdoenpany instead of handing them out as
dividends, the new tax rules did not discriminatgween dividends and capital gains. As
mentioned, dividends were only subject to taxabarthe corporate level. Thus, more of the
companies’ profits were taken out as dividends ksd as capital gains. Total dividends
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increased exponentially through the 1990s. Patttig, was explained by the distribution of
old profits that had been hidden in tax-free furi8ist it was also a direct consequence of

more neutral capital taxation.

Moreover, the 1992 reform reduced the gap betwieemdal interest rate before and after tax
by limiting interest deductions. This implied inased neutrality between saving and
consumption, and led to a higher savings rate. Als® new tax rules were neutral between
the alternative ways of financing investments (Baetained profits or equity capital). As a
consequence, the part of investments financed gtwdaans decreased, while the equity

capital in Norwegian corporations increased.

5.5 The reform outcomes

5.5.1 The outcomes of reform in brief

The three preceding sub-sections have treatedijeetives of reform, the output of reform,
and the consequences of reform for the workingghef economy. However, the most
important question remains: What were the outcoofid¢ise 1992 reform?

In terms of efficiency and growth, the 1992 refooan be described as a considerable
success. A better allocation of resources appeanste generated higher returns to capital
and a gain in total welfare. Also, the reform likédlad dynamic effects that contributed to

strong economic growth in Norway in the 1990s.

However, this did not imply more lenient treatmehtapital. Tax revenue from corporations
as a percentage of GDP increased considerableipehrs after reform. The main reason was
that capital income that had previously been hiddas made visible and liable to taxation.
More generally, the reform strengthened the lomgiteapacity of the tax system to finance
the welfare state. The elimination of deductionsguend to the revenue leakages of the old
system, and the introduction of dual income tax ehaghsured high revenues from labor

income.

In terms of equality, the 1992 reform was partialyccessful. The reform neither led to a
clear increase in inequality nor much strongergstehution. The contribution of taxation to
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income redistribution increased from before to rafieform, but did not fully match the
increase in pre-tax income inequality. In particuthe income-splitting model represented a

problem in terms of equality.

In the following, | present the detailed discussiah the reform outcomes on each of these
variables: efficiency and growth, treatment of bess/capital, revenue-raising capacity, and

equality. The discussion is primarily based onraey of statistical economic analyses.

5.5.2 Effects on efficiency and growth

The 1992 tax reform was clearly a success in teigficiency and growth. Not only did a
more optimal allocation of resources increase tatfare. Experts also believe that the tax

reform was an important factor behind Norway’s sr@conomic performance in the 1990s.

As discussed in sub-section 5.4, the tax reforradingp the flow of capital, leading to higher
and less dispersed returns to capital. Thus, imsedear that the reform generated a better
allocation of resources between sectors and bisgee®A more optimal use of resources
meant a welfare gain for the Norwegian society awhale. The estimate of the most
comprehensive empirical study is that tax reforchttean increase in total welfare equivalent
to a 0,75 percent growth in private consumptionyegar (Holmgy and Vennemo 1995). Other
studies find an increase of between 1 and 2 pe(bEdU 2003:62).

However, Holmgy and Vennemo’s estimate is conseeatas it does not incorporate
dynamic effects. This likely underestimates the&fion economic growth, as the tax reform
affected the behavior of economic actors, bothndigg savings, investment and work. As
discussed in section 5.4, savings went up, whigeitlvestments in real capital fell. Studies

also find a certain increase in labor supply (RUN2003:67).

Experts generally believe that the dynamic effemfisthe reform provided an important
stimulus to economic growth (cf. NOU 2003; van éé&ord 2000). The tax reform coincided
with the beginning of a period of strong economé&fprmance in Norway. Although this
growth is mainly attributed to the positive busmegcle, tax reform probably also played a

significant role. In particular, the growth from 9D onwards was not nearly as capital-
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intensive as it had been earlier. Thus, it appteaisthe tax reform generated a growth within

Norwegian businesses that was based on other $abtam intensive capital use.

5.5.3 Effects on the treatment of business/capital

Increased efficiency can be interpreted both as eapression of liberalization and
rationalization. To determine if the tax reformmarily represented the former or the latter,
an important additional variable is how corporasi@apital were treated. Did the 1992 tax

reform imply more lenient treatment of capital tlae liberalization hypothesis predicts?

At first glance, this seems to be the case. In 1B®2way cut the corporate tax rate to a lower
level than in other countries and abolished thebtotaxation of dividends (van den Noord
2000:14-15). The 1992 reform also included a taresty for corporations, allowing them to
dissolve old capital reserves free of tax. Distiglouprofits increased exponentially in the
years following reform, generating enormous inconi@s wealthy capital owners. This
explosion in dividends did, however, only to a bedi extent reflect a real growth in capital

incomes, as we discuss in the next sub-section.

Yet, the development in the total tax revenue fomrporations does not match the hypothesis
of liberalization. Tax revenue from corporationsuadly increasedconsiderably in the years
after reform, both in absolute terms and as a péaige of GDP. While the corporate tax take
made up between 2 and 2,5 percent of mainland @XRel period 1977-1991, it increased

rapidly in the years following reform, hitting oveérpercent in 2000.

Although some of the increase is explained by ineahifting to the corporate tax base, the
main reason for the revenue growth is that cajpi@bme that had previously been hidden
was pulled out into the light. Under the old regitaege profits were kept inside corporations
and the corresponding increase in value channétiedwners as capital gains that were
neither taxed nor registered (Fjeerli and Aaberd@32P9). The new tax regime made these

incomes visible and liable to taxation.
The growth in tax revenues from corporations cleauggests that the treatment of capital did

not become more lenient. Rather, the tax reform seem$awe stimulated growth in

businesses while at the same time increasing éfieictive tax burden. The combination of a
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low corporate tax rate and few deductions provednfare effective than the old tax regime in

generating revenue from corporations.

5.5.4 Effects on the capacity to raise revenue

Raising revenue to finance the public sector is finedamental objective of tax policy.
Arguably, paying for the welfare state is also tidwe system’s most important contribution to
redistribution, as welfare transfers account fooutlthree fourths of total redistribution in
Norway (St.meld. nr. 9 (2008-2009):111). Therefaie,determine whether the 1992 tax
reform implied liberalization or rational updatinigs consequences for the ability to raise
revenue are of utmost importance. Did the tax refstrengthen or weaken the long-term

capacity to finance the welfare state?

In absolute terms, tax revenues increased rapitily 4992. Even though there has been a
strong increase in GDP, tax revenue as a percenfd@PP has since remained stable or even
increased marginally. This suggests that rathar timaiting the growth of the welfare state,

the tax system has allowed its continued expansion.

As a revenue-raising machine, the post-1992 tatesyappears to be much stronger than the
old one. Importantly, the elimination of deductigng an end to the enormous leakages of the
old system. This broadening of the tax base magmstible to raise a larger amount of

revenue with much lower statutory rates.

Also, the reform ensured that revenues grew aufoaiigt with the expansion of the
economy. That is, larger revenues were generatetbfault and did not necessitate continual
political adjustments. The reliance on flat ratathview exceptions — like the 25 percent

value-added tax and the 28 percent tax on regutame — was crucial to this end.

Moreover, the dual income tax (DIT) model introddidey the tax reform appears to have
been particularly effective in terms of raisingeaue. The different rates on labor and capital
income have allowed the government to raise lagnues from labor than they could have
with a comprehensive income tax (CIT). And as we sathe previous sub-section, corporate

tax revenues have also increased despite much kEatitory rates. In sum, the 1992 reform
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strengthened the ability of the tax system to foeanhe Norwegian welfare state. This

supports the hypothesis of rational updating.

5.5.5 Effects on equality

Finally, what was the outcome of the 1992 tax mafon terms of economic equality? A
common perception is that the tax reform usherednirera of higher income inequality in
Norway. And indeed, when we employ the standardchdiein of income, the statistics reveal
that income inequality soared during the 1990s. Ghe coefficient increased from 0,224 in
1986 to 0,255 in 1996 and 0,276 in 2000, a totavtjn of 23 percent (NOU 2003:70).

The observed increase in inequality is almost elytiexplained by an exponential growth in
capital incomes after the tax reform, especiallydividends and profits from realization of
stocks. The total value of these two types of ehpitcome increased tenfold from 1991 to
1996, rising from about 2 to nearly 20 billion NOROO0O6 value) (Fjeerli and Aaberge
2003:401). Inequality increased since it was alneastusively high-income households that
received these kinds of capital income. For instartbe top 10 percent in the income
distribution received 90 percent of dividends. I¥idends and profits from stocks are
excluded, inequality measured by Gini coefficiestunchanged from before to after the
reform (NOU 2003:71).

However, these statistics likely overestimate tt@awgh in inequality. A considerable part of

the observed increase in inequality is due to #u that capital incomes were made more
visible after the tax reform (Fjeerli and Aaberge®2)) Before reform, the tax system gave
owners incentives to keep profits in the businasiser than collecting dividends. Instead, the
returns to capital were taken out as stock prdfite were tax-free and did not appear in
official statistics. This changed with the tax mefp as it implied equal treatment of all types
of capital income. As a consequence, more of tloditprin businesses were handed out as
dividends. Also, new rules for taxing stock profiteant that a larger portion of these gains
was made visible. Therefore, the registered iner@asapital incomes and the corresponding
growth in inequality are largely atatistical artefact and they do not reflect the real

development in incomes.
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Statisticians have employed an alternative incoefenition to get a more correct estimate of
the development in income inequality, understoodhasdifferences in the possibility for

consumption between househdlds

Contrary to the results from the standard measunertige alternative estimates show only a
marginal increase in income inequality in the perdwound tax reform. The Gini coefficient
increased from 0,233 in 1986 to 0,243 in 1996 a2dDin 2000, a total growth of only 4
percent (NOU 2003:72). Further, the estimates stiwat this growth in inequality is not
explained by higher capital incomes for the wealthyt by developments at the bottom of the
income spectrum (Fjeerli and Aaberge 2003:407). Thius contention that the 1992 tax
reform led to a strong increase in inequality basedarge capital incomes for the wealthy,

finds little support in these data.

But what exactly was the effect of the changesunpolicy on redistribution? An analysis of
changes in the tax burden on different income gsogpggests a more progressive
distribution. From 1986 to 2000, the effective laxden decreased marginally for the bottom
60 percent of households in the income distribythile it increased a little for the top 40
percent (NOU 2003:72-73). Also, estimates from iStias Norway (2002) show that the
contribution of taxation to income redistributiamcreased from the period before reform to
the period after. The tax system made the incremseome inequality — which was mostly

driven by the wage development — less severe.

However, when also taking the development in pxeiftaome into account, Thoresen (2002)
finds that the real progressiveness of the taveaystecreased from 1991 to 1999. The reason
Is that the inequality in the distribution of incembefore tax increased, without a
corresponding increase in the inequality in thérithgtion of the tax burden. In other words,
the tax system did not cancel out the increaseréatgx income inequality. An important
reason for this appears to have been that the Ridelis wide gap between the tax rates on
labor and capital motivated income shifting. THiswaed high-income earners to lower their
tax burden. Yet, the 1992 tax reform in itself oatycounts for a small portion of the decrease

in real progressiveness. Subsequent adjustmentseiincome-splitting model and lack of

" Instead of measuring the dividends or stock sdfiat are realized in a given year, they estirtratdong-term
consumption possibilities from capital investmefist details, see Fjeerli and Aaberge (2003).
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index regulation of benefits are more importantdex for explaining this decrease (Thoresen
2002).

A reasonable conclusion would be that the 1992¢form neither led to a clear increase in
inequality nor much stronger redistribution. On tree hand, the contribution of taxation to
income redistribution increased from before to rafeform, preventing a large increase in
inequality. On the other hand, the stronger praivesess in the distribution of the tax
burden did not fully match the increase in preiteoome inequalityOn balance, the result of
the 1992 reform appears to be continuity in terfequity

5.6 Empirical epilogue

What happened afterwards? On the one hand, thetaQ92form proved remarkably robust,
as the core principles it introduced have not balgandoned. The broad lines of tax policy
today are the same as they were in 1992. On tlex bnd, there were a number of minor yet
consequential changes during the 1990s and a ngov reéorm in 2006 that revised the 1992

reform.

Almost instantly after the reform in 1992, polidais started pecking away at the income-
splitting model. This model was the most vulnergidet of the tax system, as it represented
the bridge between personal and corporate taxafiba.model had already been alleviated
during the reform negotiations. After the reformsexies of additional minor changes were
passed, all of which served to facilitate the resifécation of income from the labor to the

capital tax base. This made the income-splittingdehancreasingly ineffective. It allowed

many individuals with high labor incomes to shiftome so that they faced a considerably
lower tax rate. An expression for this is that pheportion of corporations subject to income-
splitting fell from 55 percent in 1992 to 32 perc@an2000 (Christiansen 2004). Due to this,

the tax system’s direct redistributive effect dietexted somewhat during the 1990s.

There were also other minor changes in the follgwiears. In 1996, the bourgeois opposition
in parliament passed a reform of shipping taxatibat the government was forced to
implement. The reform gave the shipping sectorrgelde factotax break, as profits were

exempt of taxation as long as they were kept inctimapany. In personal taxation, the Labor
government introduced an extra bracket in the surt&2000, increasing the tax rate on the
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highest labor incomes by 6 percent. This was sulesgty reversed by the Conservative

coalition in power from 2001 to 2005.

In 2004, a new tax reform was passed, which entetedeffect in 2006. This reform was in

the spirit of the 1992 reform, but introduced noselutions in areas where the 1992 reform
had failed. Most importantly, it narrowed the gagtvieen the effective tax rate on labor
income and capital income for individuals. The imeoshifting motivated by this large rate

gap had represented a headache for policy-makerssagwce 1992.

To deal with this, the 2006 reform replaced theome-splitting model with the so-called

shareholder model. The shareholder model impliashldotaxation of dividends and stock

profits above an imputed normal rate of return.sTimeant tightened taxation of capital, as
personal capital income was now taxed first 28 g@r@t the corporate level and then an
additional 28 percent of the remaining income atgkrsonal level. In practice, however, this
tightening has had little effect so far due totitsing. As the entrance values of stocks were
calculated in 2005 when the stock market was aak pthe calculated taxable income from

this source has been modest.
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Chapter 6: Analysis

6.1 The analysis in brief

What was the result of the Norwegian tax reforml1682, and how can we explain this
outcome? This chapter present the analysis of tpesstions, which is based on my empirical
investigation and illuminated by the theoretictrature. To preview the main findings: The
1992 reform was primarily characterized tayional updatingrather than liberalization. This

is discussed in section 6.2. Why was the Norwetgiarsystem move in a rational instead of a
liberal direction? In section 6.3, | argue thastbutcome depended on the process of change.

Rational updating was possible only becausendamental reformvas passed.

But why was large-scale reform feasible? In sec@ah | analyze the structural, ideational
and institutional preconditions for the reform. @t 6.5 explores the specific interactions

between these factors and highlights the mechartismigontributed to reform.

6.2 The reform outcome: rational updating

The first major finding of this study is that theoMegian tax reform of 1992 was
characterized by rational updating rather thanrdilieation. Tax policy did not take off in a
liberal direction; it stayed on the social demacramiddle way’. The middle way was
fundamentally recalibrated, though. The 1992 referraned out the bumpy road of activist
post-war tax policy, turning the Norwegian tax systinto a smooth highway of neutral
taxation. As a consequence, the Norwegian econayald caccelerate, and the state could
collect larger road tolls (that is, tax revenués)other words, the 1992 tax reform did not
mark the death of social democratic tax policystiould rather be regarded as a crucial

element in the modernization of the social demacabject.

As shown in section 5.5, the 1992 tax reform wasi@ess in terms of economic efficiency
and growth. Tax reform generated a better allonatib resources and higher returns to
capital, and its dynamic effects likely contributedhe strong economic growth in Norway in
the 1990s. Greater efficiency, however, did not eah the expense of equality. The total

ability of the tax system to generate outcomesqofaéty was reinforced by the reform, not
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weakened. This matches the hypothesis of ratiopadhting and contradicts the liberalization

hypothesis.

Most importantly, the reform strengthened the capaxf the tax system to raise revenue to
pay for the welfare state. In particular, thregdess contributed to this: First, the elimination
of deductions put an end to the revenue leakagéseobld system; second, the dual income
tax model ensured high revenues from labor incaané; third, new rules made previously
hidden capital income visible and liable to taxatidhe reform did however maintain the
generous tax treatment of owner-occupied housirgctwimplied forgone tax revenue. But
on balance the reform made tax policy better abkelfil its core function of raising revenue.
This also constitutes the tax system’s most importantribution to redistribution, as welfare
transfers account for three fourths of total redhstion in Norway. As such, the reform of tax

policy allowed the continued expansion of the Nagiaa welfare state.

At the same time, the reform did not weaken thastedution of incomewithin the tax

system. The oft-repeated accusation that the farmeproduced a surge in income inequality
turns out to be based on a statistical artefactatWihe statistical studies show is that the
reform neither led to a clear increase nor decrgasEonomic inequality, even though the

ineffective income-splitting model represented @agng problem in terms of equality.

My findings do not support Swank and Steinmo’s @6@3,651) contention that the tax
reforms of the early 1990s implied a “shift in pgliparadigm”. According to Hall (1993), a

paradigm shift in economic policy involves a refaitation of the basic goals and ends of
policy. In the Norwegian tax reform, however, tHerges in policy means were far more
important than the changes in policy goals. Reveaising remained the core objective of
policy, and concerns about efficiency did not replaquity objectives. The investigation
shows that equality and efficiency were equally am@nt concerns behind the reform in
1992. As such, my findings support to argument tiet reforms did not fundamentally

change the weighting of different tax policy goédfficiency and equity) but tried to better
achieve both goals” (Ganghof 2007:1066).

Yet, my study suggests that Ganghof’'s interpretai® a bit too simple, as it gives the
impression of perfect continuity in objectives. Fldonclusion does not fit the Norwegian
case, as the goal of economic efficiency was gleadre important in the 1992 reform than
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before. The point is rather that instead of croydout other core objectives, the goal of
efficiency complemented the other goals. Thatag,reform was not a zero-sum game. The
architects behind tax reform were more concernexitain efficient allocation of resources
than previously, but they were not less preoccupigd equality and raising revenue. Thus,
one could say that policy-makers became more coedemwith raising revenue and

redistributing incomat a limited cost to the economy

However, there is reason to be cautious abouté¢hergl scope of this analysis. Although the
findings are relevant for the general understandinthe wave of tax reforms, they are most
clearly applicable to the analysis of tax policyasge in the Nordic countries. An important
reason for this is that the Nordic countries alpiemented dual income tax (DIT) models,
which differed from the models chosen in other ¢oas. In the closing chapter | briefly
discuss the Norwegian case in a comparative pdrgpec

6.3 Rational updating through large-scale reform

6.3.1 Liberal inertia, rational reform

Why was the Norwegian tax system subject to ratiopdating rather than liberalization? |
argue that this outcome depended on the procesharfge. Rationalization was possible
because #arge-scale reformwas implemented. Authoritative policy change appéa have
been a necessary precondition for the rational tipglaf the tax system.

Within-case comparison constitutes the main emgditi@sis for this claim. When we look at
the development of tax policy in Norway from 198@iutoday, there are several instances of
policy change (or the lack thereof) and correspagmdoutcomes. These cases suggest a
systematic relationship between processes of chandeutcomes of change. When there is
incremental policy change — or no change at alie-dutcome is most often liberalization.

Instances of large-scale policy change, on therdtaed, result in rational updating.

Let us first look at the periods of incrementalipplchange. During the 1980s, the lack of
major policy change made the tax system increagidgficient. The tax system was subject
to more and more subversive action that undermitsedbility to redistribute income and
generate revenue, leadingde factoliberalization. The dynamics of tax policy in tHecade
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following the 1992 reform were slightly differenAlmost instantly after the reform,

politicians started pecking away at the system.egdwminor changes were passed, most of
them relating to the income-splitting model. Theseremental changes represented
alleviations of the tax rules, making it easierdolassify income from the labor to the capital
tax base. This undermined the tax system’s alidth to redistribute and to raise revenue.

Thus, during both periods, incremental changeaxgolicy implied liberalization.

The three instances of large or medium-scale potihgnge, on the contrary, led to
rationalization. First, the medium-scale 1987 ta&ftomm introduced a limit on interest
deductions, which increased the actual tax burderthe well off and strengthened the
capacity to raise revenue. Second, the fundama&fg#t tax reform was mainly characterized
by rational updating, as argued in section 6.2rdhihe comprehensive 2006 tax reform
removed the incentives to reclassify income anttéiged capital taxation by introducing
double taxation of dividends.

6.3.2 Institutional theory revisited

These findings are incompatible with Pierson’s viéand more broadly the punctuated
equilibrium model) of the relationship between msses and outcomes of change (see
section 2.2.2). Pierson (2000) argues that incrémh@nocesses of change produce continuity
in outcomes. His contention is that path dependeminge precludes welfare state
retrenchment/liberalization. However, my investigatof Norwegian tax policy shows that
adjustments within the existing policy path genedladiscontinuity in outcomes in the form of
liberalization. Path dependent change did not prieMeeralization, it actually promoted it.

Pierson’s argument about path dependence is coreptech with the argument about critical
junctures. This says that at critical moments,aadshifts will occur that cause discontinuity
in outcomes. Again, the present case seems to ttiefylogic. The early 1990s can be
understood as a critical juncture in Norwegian felicy, which produced major policy
change that shaped the contours of the tax sysienetades to come. Yet, this fundamental
remaking of tax policy produced continuity in outoes. At this critical moment, policy-
makers did not send tax policy off in a differeand liberal) direction; they reoriented the tax
system towards its core objectives. More broadieg, ¢ritical junctures of 1987, 1991 and

2004 were actually the only instances of policyngeathat produced continuity in outcomes.
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All in all, my findings are consonant with Streeaekd Thelen’s (2005) critique of the
punctuated equilibrium model of change. Neither daeremental change be equated to
continuity in outcomes, nor does abrupt changeyrdcontinuity in outcomes. Streeck and
Thelen present an alternative view of the relatiqmsetween processes and outcomes of
change, arguing that (most) often, incremental ghais the source of discontinuity in the

form of liberalization. The Norwegian tax policyseasupports this alternative view.

When the tax system was not tended to, it was sulbpeerosion throughrift (cf. Hacker
2005). The inability to update policies to an irasigly complex economic environment
made the tax system falter. Policies drifted afhirthe core objectives of the tax system. To a
growing extent, the old tax policy regime gave fpégy to the subversive actions of the firms
and individuals with sufficient resources to engagetax planning and avoidance. This
weakened the capacity of the tax system to raigente and redistribute income, implying

liberalization as here defined.

Conversely, when the tax system was subjected jorrahanges, rational updating resulted.
The 1992 reform is a striking example of the comabon of drastic policy change and
continuity in outcomes. Even though Streeck andlérhelo not elaborate on this type of
institutional change, this finding is perfectly sistent with their argument. As they put it,
“Institutions require active maintenance; to remaimat they are they need to be reset and
refocused, or sometimes more fundamentally recdkr and renegotiated, in response to
changes in the political and economic environmenthich they are embedded” (Streeck and
Thelen 2005:24).

The Norwegian tax reform of 1992 implied a fundataémecalibration of the tax system,
which allowed it to effectively maintain its corejectives. Through reform, tax policy means
were updated to handle the complexity of a modaeronemy. Given the new political-
economic context, the reform reunited policy meaits objectives. As Ganghof (2007:1081)
argues, drastic changes in tax rules were necessdsfend the underlying substantive status
guo. Large changes were key to preserving the g#aksam of tax policy, namely to finance

the welfare state and redistribute income at adidhcost to the economy.
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With reference to the discussion about path depegjehis case shows how a change of
policy paths was a precondition for rational upaigtiThe existing tax policy path turned out
to be a dead end. As the economic environment @uhrigbecame virtually impossible to
achieve the core objectives of the tax system tfit@adjustments within the existing path. In
Norway, tax policy started to break off this pathl987 with the passage of the personal tax
reform, before the definitive rupture occurred @92. This shift of policy paths produced

more rational tax policy and deterred liberalizatio

6.3.3 Mechanisms that link large-scale reformtora  tional updating

Yet, this study also had the explicit aimexXploringthe mechanismanderlying a potential

relationship between fundamental reform and coitina outcomes. What is it about large-
scale policy change that can make it conduciveatmmal updating? A discussion of the
mechanisms at work in our case — the Norwegiarréform of 1992 — can illuminate this

general question.

My investigation suggests three (more or less) ggnmechanisms that link large-scale
reform to outcomes of rational updating. Firstgamreforms increase the participation of
experts in policy-formulation. Second, fundamemalicy change allows for more coherent
solutions. Third, comprehensive policy change mhygre up political opposition, since

groups that lose from one reform measure will ofienefit from another measure.

A first characteristic of major reforms of the pigial economy is that experts have a more
important role in the formulation of policy. Largeale reform tends to privilege the

participation of internal and external experts treéato that of politicians. This is especially

true in the field of tax policy. While incrementethanges can be made by politicians alone,
larger changes per definition involve experts. Tisatthe probability that experts are not

involved in policy-formulation will decrease withé size of policy change.

Stronger expert involvement in policy-formulatioancbe expected to increase the rationality
of policy solutions. The point is not that expgoexr definition will provide better solutions
than politicians. But on average, expert influemaé lower the probability of irrational
policy changes. Hence, one possible link from lesgale reform to rational outcomes goes

through the participation of experts in designingiqy. (An important objection is that
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outcomes will depend on the views of experts. Eogn@xperts may for instance be strongly
in favor of liberalization. Thus, it may be necegsto add a condition to the argument,

namely that experts do not actively pursue a liceganda.)

In the case of Norwegian tax policy, there arerciedications that such a mechanism is at
work. Several incremental tax policy changes hasenbmplemented by politicians against
the advice of experts, and have led to liberalimratior instance, this was the case with the

changes in the income-splitting model after 1992 iarshipping taxation in 1996.

Second, instances of major policy change open fimeraoherent solutions. The remaking of
an entire system (or large parts of it) allows @plnakers — both politicians and experts — to
think more systematically about policy design. Fstance, large reform gives policy-makers
the opportunity to apply general principles to artire policy area. This will privilege

coherent policy solutions. Small changes appeanawe the opposite effect, as they are

conducive to ad hoc-solutions.

Generally, we can expect coherent policy to impbrenrational solutions. This is clearly the
case in the area of tax policy. Coherence appeabs & prerequisite for good tax policy, as
there are strong inter-linkages between differégmnents of the tax system. The effect of one
tax rule or scheme is highly contingent upon otliégs. For instance, high statutory tax rates
do not imply high effective tax rates if they a@mbined with large deductions. In addition,
the uniform application of general tax principlesin line with the economic idea about
neutrality. The economic argument is that neuttaation leads to efficiency in the allocation
of resources. Hence, the second possible link flamge-scale reform to rational outcomes

goes through coherent policy solutions.

Third, large reform means that policy-makers carkenaimultaneous changes to a large
number of schemes. Incremental change, on the didued, is usually limited to a single

scheme. Isolated restrictive policy changes arentdado create some clear losers and are
therefore often met with fierce opposition. But wheeasures are bundled together, gains and
losses may be distributed pretty evenly. Changiagyrschemes at the same time may thus
shore up political opposition, since groups thaeldrom one reform measure will often

benefit from another. Thereby, large-scale refoan make it easier to gain acceptance for

rational policy measures.
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This logic was apparent in the case of Norwegiarpticy. Policy-makers found it difficult
to eliminate or limit generous deduction schemés;esthe groups that benefited from a
particular tax deduction would always fiercely opposuch proposals. Major reform,
however, meant that those who lost from the elitnmaof a deduction would benefit from
other policy changes, such as rate cuts. On baldesegroups were clear losers, something

that reduced political opposition.

6.3.4 Beyond large-scale reform: the sources of rat  ional updatin

However, to explain the outcome of rational updgtibhis also necessary to look beyond the
general features of large-scale reform. The answeaihy the Norwegian tax reform resulted
in more rational policy (rather than more liberalipy) lies partly in the factors that caused
large-scale reform in this case. These structidahtional and institutional preconditions for
reform are the subject of the next section. Theuanfce of these factors on the outcome of

rational updating can be summarized as follows:

Firstly, the serious structural deficiencies of éxisting tax regime gave policy-makers large
room for rational updating of policy. Secondly, neax policy ideas, taken from abroad and
further developed by national experts, providedgyemakers with a blueprint for how to

better achieve the core tax policy goals. Thirdhe fact that large-scale reform was the
product of broad political consensus — rather thiong government — ensured a balanced
reform and precluded liberalization. Since broaddoacompromise can largely be explained
by the Norwegian institutional setting, this reenes a link between Nordic-style political

institutions and rational updating of policy.

6.4 Explaining large-scale reform

6.4.1 The preconditions for large-scale reform

The large-scale tax reform of 1992 led to a rafiapalating of tax policy. But why was it
possible for political actors to agree upon sucfuredamental reform? My investigation
suggests that there were three necessary preandditFirst, the huge problems of the

existing tax system were structural precondition for reform. A tax structure that was
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deficient and increasingly harmful to the econorepresented the reason why politicians
wanted reform. Second, the development of new enanmleas about taxation constituted an
ideational precondition for large-scale reform. These ideawided policy-makers with the
substance of reform. Third, Norwegian politicaltingions were amnstitutional precondition
for large-scale reform. By shaping the prefereraves strategies of the main political actors,
these institutions generated the political agree¢menreform. Figure 6.1 provides a simple

model to illustrate how these factors influencddnma.

Process/scal Outcomes of
of change change
Norwegian politica
institutions
Structural problems Lar_ge-scale Ratlor_lal
of extant tax system policy chang updating

Development of ne'
tax policy ideas

Figure 6.1: Causal model of the 1992 Norwegian tax reform

In other words, structural, ideational and insitnél factors are all necessary to account for
the 1992 tax reform. In this section, | look at thke of each of them in turn. In section 6.5, |
analyze how the specific interactions between tHastors produced reform. It warrants
emphasis, however, that these factors explain mefor the sense that they shape the
preferences and actions of human agents. It ig afleactors that perceive structural
problems, pick up and spread ideas, and pursuéicablaction within institutions. In this

account, politicians from the Labor and Consenetiparties, as well as economic

bureaucrats, are the most important actors.
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6.4.2 Structural problems of the tax system

In explaining developments in tax policy since ®80s, the tax literature has put great
emphasis on structural factors, especially thos¢hatinternational level. It has become
conventional wisdom that economic international@athas imposed strong structural
constraints on tax policy-makers (e.g. Swank an&in8to 2002; Ganghof 2006).
Interestingly, | find that international structurictors were not at all important for the
Norwegian tax reform of 1992. The interviews revemlt international tax competition was
not a major concern for Norwegian policy-makersmyithe 1980s. Ganghof misses the mark
when he writes of the Norwegian reform that “[tlheost important reform goal was to

achieve competitive [...] capital income taxation"aftghof 2006:96).

We can partly attribute the finding that econonmmternationalization was not important for
the 1992 reform to the fact that the discussioruabdernational capital mobility first really
emerged at a later point in time. But another irtgadrreason is that under the Norwegian tax
regime of the 1970s and 80s, the effective tax@ateapital was very low. The low effective
taxes on capital were partly the result of an imberal policy aimed at stimulating production
in businesses, and partly the unintended consequefnihie many deduction schemes. Thus,
mobile capital already carried very little of thextburden, albeit for other reasons than the
fear of capital flight. Because of this, there wasstructural pressure to shift the tax burden

from this income base to immobile income sources.

The Norwegian tax reform was instead motivatedtoyctural factors on the domestic level
That is, the structural problems of the extant Negi&n tax system represented the rationale
for reform. This finding is consistent with Gangisof2007) argument that the tax reforms of
the 80s and 90s were first and foremost a respornse pathologies of the existing tax policy

regimes.

In the late 1970s and early 1980s, the Norwegiarsyatem grew more and more deficient.
From the outset, Labor saw the tax system as dgmom terms of equality and fairness,
while the Conservatives regarded it as an impedin@mproduction. However, during the
1980s, policy-makers from both parties became asingly aware that the existing ‘high
rate, large deductions’ tax regime was ineffectiveth in terms of revenue-raising,

redistribution, allocation of resources, and ecoieagnowth.
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The inability of the tax system to achieve its cgoals was the source of the desire for policy
change among politicians. That is, it generateddémandfor reform. Yet, an important

reason why it took politicians so many years toeagon some kind of tax reform, was that
this demand was much stronger in the Labor pa#gwg th the Conservative party. Labor party
elites clearly wanted reform already in 1980, whilethe Conservative party leadership a
sceptical attitude to reform prevailed for a lomgd. Those in charge in the Conservative

party did not become convinced that reform was eéeuahtil the late 1980s.

When finally a strong common feeling emerged tlmaething needed to be done about tax
policy, it was because of the catastrophic macmemic effects of the tax system from the
mid-1980s onwards. First, the hyper-expansion edlitfrom 1984 to 1987 partly driven by
generous interest deduction rules made politicieeadize that personal tax reform was
necessary. Second, the subsequent economic dowsdouwnced central policy-makers that
the entire tax system needed deep-seated struakfi@m. This development confirms
Trangy’s (2000:87) predictions about the impactrisis on reform. In the absence of crisis,
policy-makers were unable to revise the tax systenly when the economy was expanding
uncontrollably or contracting dramatically wereamhs effectuated.

Taken together, the increasing structural problerhgax policy gave politicians strong
reasons to want reform. Without this rationalegéascale policy change would not have been
possible. The inertia in the early 1980s showedt réfarm was not feasible in the absence of
a strong common demand for change. In other watilsctural problems were crucial for

reform in the sense that they opened up a polisigate for large-scale policy change.

Moreover, the serious deficiencies of the existiagime gave policy-makers larggom for
rational updating of policy. In this regard, the riNegian case supports the point that
rationalization of policy was possible partly besauhe old tax regimes “turned out to

undermine efficiency, progressivity, and revenusing alike” (Ganghof 2007:1066).

However, huge structural problems were not a gefiiccondition for the 1992 reform.

Although policy-makers were aware of the equity affectiency problems of the tax system,
they were for a long time neither able to ascerthi appropriate solutions nor agree on
major policy changes. Even the strong economic doewindid not generate immediate
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reform. This means that structural factors can aake us so far in accounting for reform.
Structure needs to be complemented with ideas astitutions, which in the case of

Norwegian tax reform were crucial explanatory fagto

6.4.3 New tax policy ideas

New economic ideas about taxation were a secondssary precondition for fundamental
reform, as they provided its substance. Modernpialicy ideas originally emerged abroad,
but were further developed, adapted and specifiecxperts on the national level. This
process reached its climax in the 1989 Aarbakkdipummmission report. In the 1992
reform, policy-makers adopted its conclusions nwréess wholesale. The reform introduced
the particular version of the dual income tax (Dhpdel recommended by the Aarbakke

commission. Thus, new ideas about tax policy maithe content of reform.

The observation that ideas provided substantivgprerequisite for policy change speaks to a
more general discussion. Lieberman argues thatittitisnal approaches in political science
are limited in their capacity to account for théstantive course of politics [...] Ideas ... can
fill this explanatory gap [as] they constitute muafithe substantive raw material upon which
institutional theory feeds” (Lieberman 2002:697heTcase of tax reform in Norway shows
the relevance of this point. Any account of theoraf that ignored the role of ideas would

have been incomplete.

The kind of fundamental reform that was passed 9821would not have been possible
without the novel tax policy ideas. The developmeiideas that proceeded throughout the
1980s effectively pushed the possibility frontier ftax reform. When Finance Minister

Sigbjgrn Johnsen presented the tax reform in 188kaid: “This reform came ten years too

late”. However, a reform of this calibre would haeen unthinkable only a decade eatrlier.

This finding supports Blyth’'s argument that new remmic ideas are the “prerequisite of
radical policy changes”. Novel ideas allow poli@gimes to break out of the normal logic of
incremental change: “While it is true that polidyanges in advanced capitalist states tend to
be incremental, nonetheless the espousal of driscanomic ideas is clearly related to
periods of deep-seated institutional reform” (BI\i#997:246). The logical implication of this

argument would be that the outcome of such fundéamhaeform is conditioned by the
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character of the critical ideas. As such, the aatapt and further development of tax policy
ideas by Norwegian experts is part of the explanafor why rational updating was the

outcome of the large-scale Norwegian tax reform.

Ideas represent an independent explanatory faotahé 1992 reform. They were neither the
product of structural conditions nor institutionalocesses. However, the role of new tax
policy ideas must be understood in relation witthtsiructure and institutions. The influence
of ideas on policy was contingent upon, on the loaned, their ability to respond to structural
problems, and on the other hand, their constituteod transmission within political

institutions. These relationships will be discussesection 6.5.

6.4.4 Norwegian political institutions

Political institutions capable of generating polli consensus represented the third
precondition for fundamental tax reform. Norwegpaniitical institutions structured politics in
a way that favored broad agreement on reform. Incase, there was both growing demand
for reform and eventually a supply of solutionst Bacision-making institutions were crucial
for bringing about reform as they moulded and jditemand and supply. The institutional
setting both stimulated¢onvergence in preferencesnong political actors around expert

solutions, and facilitated thmursuit of cooperative political strategies

In particular, institutions influenced the stratsgiof the Conservative party, which had an
ambivalent attitude to reform. Institutional feasrtipped the balance in favor of the
reformist strategy in the Conservative camp, by domg the costs of working for

fundamental policy change relative to working agaih This made it possible for politicians

to reach a reform compromise.

The Norwegian tax reform of 1992 would not have rb@essible without this positive
influence from political institutions. Or more preely, a reform as fundamental, well
founded and broadly agreed upon as the 1992 refomuid not have resulted without the

intervention of these institutional factors.

These findings are of particular theoretical insérdt supports the hypothesis that Nordic-

style political institutions provide an environmehit is conducive to authoritative policy
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change, at least under certain conditions. In t&itutionalist literature on change in
advanced political economies the central argumentthiat the dynamics of political
institutions make large-scale refomiifficult (Pierson 2000; Streeck and Thelen 2005). For
instance, American institutions are found to previdgh institutional barriers to reform and

give political actors disincentives to pursue rafatrategies (Hacker 2005).

Norwegian decision-making institutions, howevem t& argued to have the opposite effect.
In the case of tax policy, political institutiorfacilitated large-scale updating reform.
Institutional features lowered the barriers to mf@nd encouraged political actors to commit
to fundamental policy change, rather than blockThe clearest expression for this is the
actions of the Conservative party, for whom thisich was very real. While Hacker (2005)
argues that American political institutions gavengervatives in opposition to the welfare
system incentives to workgainstreform, | find that the Norwegian institutionalttseg
induced conservatives sceptical of taxation to vorkax reform.

More generally, the findings confirm the main thetaral expectations regarding political
institutions in the Nordic countries, namely tHay produce consensual politics that generate
rational and stable policies. In our case, politizestitutions generated consensus both
between politicians and experts and among polipeaties. (Although unions and employers
were not as central as expected, also they wetg fmathe reform compromise.) Consensus
along these two axes produced a balanced refortnwtaa robust both economically and
politically.

Thus, the fact that large-scale reform was the yorbdf broad political consensus appears to
have privileged the outcome of rational updatinghekalization seems a far more likely
outcome when implemented by a strong governmemgaaetone, than when it is based on
broad consensus among political actors. This argusgggests a link between Nordic-style
political institutions and rational updating of myl. The consensual character of these

political systems appears to make them conduciVar ¢ie-scale updating reform.

Lastly, the importance of institutional factorsatdle to other explanatory factors warrants
discussion. Although institutions were crucial fbe outcome, they cannot explain reform
alone. The institutional generation of reform agneat was based upon both the rationale for
reform provided by structural problems and the il reform solutions stemming from
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novel tax policy ideas. And the context of economiisis represents at least part of the

explanation why decision-making institutions coptdduce large-scale reform.

Such an understanding of the relationship betwéeictare, ideas and institutions helps us
explain why the Norwegian decision-making systens wat able to generate tax reform
before 1992. Institutional factors alone cannoti@xpthis fact, as the institutional setting was
more or less constant through the 1980s and e889sl What changed, however, was the
structural and ideational input. In the late 1980sreasing structural problems had generated
a common feeling in the Labor party and importartgof the Conservative party that reform
was needed, and experts had developed highly smaitéxl tax policy ideas. This provided

the necessary raw material out of which instituigioould shape tax reform.

6.5 The mechanisms behind reform

6.5.1 Interaction between structure, ideas and inst itutions

In the preceding section, | discussed the influeniceespectively structural, ideational and
institutional factors on the 1992 tax reform. listhection, | look at the specific mechanisms
through which these factors produced large-scdieypohange. That is, | explore the causal
pathways that connect these variables to the refdine interaction between structural,

ideational and institutional variables is at theecof this account.

| first discuss the relationship between ideas stnacture (6.5.2). New economic ideas were
influential on policy because they ‘fit’ well witthe structural environment. Second, | look at
the interaction between institutions and ideas.tlinone hand, ideas responded well to the
deficiencies of the tax system partly because texe constituted within Norwegian political
institutions (6.5.3). On the other hand, institnibfeatures increased the ideational influence
on policy by stimulating the transmission of new f@olicy ideas between actors (6.5.4).
Finally, | discuss how features of Norwegian poétiinstitutions made it easier for political

actors to pursue cooperative strategies (6.5.5).
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6.5.2 Structure and ideas

The linkage between structural and ideational facteas crucial for the 1992 tax reform. The
importance of each factor for reform was continggodn the presence of the other. Neither

factor was important in isolation. But togethegetthad profound influence on reform.

However grave they were, the structural problemsheftax system did not in themselves
bring about large-scale policy change. Rather, s say that the dissatisfaction with the
existing tax system opened uppalitical space This space needed to be filled. In our case,
ideas took on this role. While structural problegenerated the demand for reform among

political actors, ideas supplied them with the 8ohs.

This observation supports Blyth’s (2001) argumeyuwa the relation between structural and
ideational factors. In the tax case, structuraidiaconly bring us halfway in explaining policy

regime change. While structural problems accounttfe instability of the extant regime, they
tell us nothing about what a new regime would Itik&. That is, structural explanations are

indeterminate regarding the outcome of reform.

Therefore, ideas are crucial components of explamatof policy regime change. New
economic ideas provided the substance of the tdixypcegime established by the 1992
reform. The sophisticated dual income tax (DIT) elathat was introduced was the product
of idea development. As such, ideas constitutedctbeial link between the deficiencies of
the old system and the tax reform meant to impiavéhus, we can understand economic
ideas as “key mediating variables” (Blyth 2001:8jveen structural change in the economic

sphere and policy regime change in the politicalme

Yet, the political space created by structural ots could not have been filled with any
kind of ideas. The “responsiveness of ideas toiqudarr problems” (Berman 2001:236) is
crucial. New ideas about taxation became an impbnaediating variable because they

responded well to the deficiencies of the tax systs perceived by the main political actors.
First, these ideas provided a cognitive framewhék tlluminated why the existing tax regime

was unable to achieve its goals. They presentdteardtical explanation for many of the

economic problems experienced by policy-makerso@cthe ideas projected solutions that
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could answer these problems. The DIT blueprintrgleautlined the changes needed to make
the tax system more effective. As a consequendieypoakers came to regard these ideas as

relevant for tax policy.

In other words, novel tax policy ideas were infli&n since they ‘fit' the structural
environment. The effect of ideas was contingentnuih@ir applicability to actual, structural
problems. It appears that policy ideas without 8tieng attachment to the structural reality

would not have had nearly the same influence.

Relevant to the general tax literature, it appe¢has the DIT model responded particularly
well to the structural problems faced by Norwegwaticy-makers. This supports Ganghof’s
(2005:82) argument that the DIT model is attractlwecause it matches the structural
constraints and incentives confronting policy-makéfet, it is important to note that it was
the responsiveness to domestic structural probteatsmade the DIT model attractive in the
first place. Later on, however, the model has @isaven to be beneficial in the context of

stronger international tax competition (cf. Gangko05).

6.5.3 Institutions and the constitution of ideas

It is important to recognize, however, that theatiehship between ideas and structure was
constituted within an institutional context. St problems were perceived through
political institutions, and the development of taalicy ideas also partly took place within
these institutional confines. In our case, pollticetitutions were important in shaping the
relationship between structural and ideationaldisstas they forged the link between the

problems of the tax system and the solutions peavioy economic experts.

Whyideas responded well to structural problems ipart explained by institutional factors.
Ideas fit partly because they were thoroughly pseed at the national level. Tax ideas from
abroad were further developed, adapted and spedifie experts within the confines of
Norwegian political institutions. This resemble® throcess of “imitation and innovation”
found by Westney (1987) in her study of the transfieWestern organizational models to
Japan. The development of tax policy ideas tookepl@ public commissions and in the
Ministry of Finance. This work greatly enhanced tekevance of new tax policy ideas for the

Norwegian system.
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Moreover, this process brought tax policy ideas iitie with existingideology That is, the

further development of economic ideas within thewsmian institutional context produced
tax policy solutions that were more compatible vl social democratic ideology held by
the majority of Norwegian politicians. The presewnéetrong social democratic norms in the

Norwegian economic bureaucracy appears to corestiartt of the explanation for this.

More specifically, the dual income tax model thatswdeveloped put particular emphasis on
objectives of equity and revenue-raising. This m#de new tax policy ideas appealing to
social democrats in search of new ideas that coetter advance their project of equity and
growth. That the ideas provided an answer to equadpcerns made them acceptable
politically, which was a condition for their inflaee on policy. Thus, the influence of ideas

was also contingent upon their fit with the exigtimstitutionalized ideology.

We can conclude that the ideational influence dorne was contingent upon the constitution
of tax policy ideas within the Norwegian institutad setting, since this increased their fit with

both the structural and ideological environment.

6.5.4 Institutions and the transmission of ideas

The interaction between ideas and institutions ezasequential for reform in another way as
well. Ideas can only influence policy if they aedkeén up by the actors who decide on policy.
Thus, the effect of ideas on policy is contingepom their diffusion, first from experts to

politicians, but also from political elites to rdgu party members and the general public
(Blyth 2001:237). As our case shows, political itosions shape this diffusion. New

economic ideas could exert considerable influentdaa reform only because institutional
features stimulated their transmission. The instiial setting generated convergence in
political preferences around these ideas, theretgirfg both the substantive and the political

basis for reform. Three mechanisms accounted &trdnsmission of ideas.

First, commission reportsvere crucial for the spreading of novel ideas altaxation from
economic experts to politicians. These reports iagphew economic ideas directly to the
Norwegian tax system and developed concrete ppliogosals. Thereby, they influenced the

opinions of political elites, making central actonsboth the main parties regard new tax
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policy ideas as appropriate solutions to the problef the tax system. Thus, the preferences

of political elites converged towards the viewsobnomic experts.

Second, ideas were transmitted from experts tdigals through their closeooperation in
the Ministry of Financelntense interaction with bureaucrats exposedtipaliactors from
both sides to rationalist arguments about tax potiesign. This shaped the views of

politicians, generating political consent to nevligoideas.

Third, economist politicianglayed an important role in the transmission af galicy ideas
from political-administrative elites to the broadwmarties and the public. These individuals
actively translated economic arguments about tablicyponto politically comprehensible
terms. This translation increased the acceptancendw/, often counterintuitive tax policy
ideas. It was thus essential for building broadgitipal support for the reform.

6.5.5 Institutions and political strategies

Convergence in political preferences around expelitions was a necessary, though not
sufficient condition for reform. As simple game-thetic models will tell you, compatible
preferences do not ensure actual cooperation.idbléctors still needed to work together to
arrive at a reform compromise. Thus, the abilityp&ss reform depended on the strategies of

political parties.

While the Labor party could be counted on to coafeefor reform, this choice was far less
obvious for the Conservative party, even in the |2980s. The Conservative leadership
wanted tax reform, but not at any price. As themaf outcome was uncertain, Conservatives
were reticent to pursue reform wholeheartedly. ams from a better tax system had to be
weighted against the potential losses from a miniet $ax system and from losing their no. 1

political issue.

In this situation, the influence from the institutal setting on the strategies of the political
parties was crucial. Features of Norwegian politicatitutions facilitated the pursuit of

cooperative strategies by reducing both the traimsacosts of the reform process and the
uncertainty related to the reform outcome. It appdhat this tipped the balance in the

Conservative party in favor of moving towards reforThe result was collective political
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action for reform. In other words, political institons contributed to reform by shaping not

only preferences, but also strategies.

More specifically, three institutional mechanismsngrated political agreement: First,
commission reportserved as &cal pointfor cooperation. They provided a ‘neutral’ solution
that both Labor and Conservative politicians cordtly around. The reports reduced the
uncertainty about what would be the outcome offarme process, thereby making it easier

for the political actors to engage in reform work.

Second, the production affficial political documentsinder alternating government worked
as acommitment mechanisriVhile power shifted between Labor and Consereati\both

parties actively used official documents to sigih&lir positions. That is, the institutionalized
production of documents allowed them to commit tor@ad reform solution. This reduced
the uncertainty about where the other player siooithe tax question, making it easier for

both to move towards reform.

Third, parliamentary committeaiork induced actors to cooperate to arrive at al freform
deal. The committee for financial questions repnese an environment of deep mutual trust
generated by repeated interaction and persondlamda Trust facilitated collective action.
The committee work thus allowed political opponettswork out a comprehensive, ‘win

some, lose some’ reform compromise.
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Chapter 7: Conclusions

7.1 Summary of the main findings

Since the research questions have already beevutitdy answered in chapter 6, this closing
chapter only offers a brief recapitulation of theaim findings: Firstly, the empirical
investigation shows that the Norwegian tax reforiml®92 was characterized by rational

updating of policy rather than liberalization.

Secondly, it appears that this outcome was contitngpon the large scale of policy change. |
find three mechanisms that link large-scale refdaonrational updating: the large role of
experts in policy-formulation, the possibility obleerent policy solutions, and the even

distribution of wins and losses.

Thirdly, the close-up investigation of the reformogess reveals that there were three major
preconditions for large-scale tax reform: The hsgectural problems of the existing tax
system; the development and adaptation of new w@licypideas and the consensus-
generating features of Norwegian politicastitutions The interaction between these factors

brought political actors to agreement on a deepedaaform of the Norwegian tax system.

The rest of this chapter is devoted to the broadéstantive and theoretical implications of
these findings. 1 first discuss the 1992 tax refasman integral element of social democratic
modernization in Norway. Then | look at the findsnffom the Norwegian tax reform in a
comparative perspective, raising the question adtiver the Scandinavian tax regimes exhibit
a particular development. Finally, | spell out tineplications of this study for theory on
institutional change in advanced political econarhi@lso indicate important areas for further

research.

7.2 Social democratic modernization

In the introduction, | stated that this study wastinated by an interest in the transformation
of the Norwegian welfare state regime since the039®id Norway abandon its social
democratic welfare state model in this period, aswhe model rather updated to the political

and economic environment of a new era? My investigaf the most significant tax reform
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in this period supports the latter hypothesisndfthat tax policy continued along a new and

improved social democratic ‘middle way’ rather thake off in a liberal direction.

This finding is consonant with Jon Erik Dglvik's rdention that the changes in the
Norwegian political economy the last quarter ofemtary are best summarized as “social
democratic modernization” (Dglvik 2007:291, my skation). The transformation of the
Norwegian political economy, he argues, has bearacterized by “the combination of
economic modernization, institutional continuity dara relatively egalitarian income
distribution” (Dglvik 2007:289).

The Norwegian tax reform of 1992 should be regardeda crucial precondition for this
development. Not only did the reform stimulate ewoic activity by levelling the playing
field for businesses and unlocking capital. It diameously strengthened the capacity to
finance the welfare state and maintained the diredistribution in the tax system. These
important implications of the tax reform for the Megian welfare state regime more than

suggest that welfare state scholars need to be ati@mtive to issues of tax policy.

Although the 1992 tax reform was largely successfuhese regards, we should not be blind
to its shortcomings and more problematic implicagioOne important area that escaped the
rational updating of policy was the taxation of @moccupied housing. This issue proved so
politically sensitive that policy-makers were uralb implement changes. Hence, the tax
system continues to privilege income from housiagital over other types of capital income.
This represents the greatest inefficiency of thewégian tax regime. On the other hand,
taxation of housing is Norway’s largest unexploitederve of tax revenue, which may prove

valuable for future policy-makers.

Moreover, the 1992 tax reform laid the ground fbe tgrowing financialization of the
Norwegian economy. Gerda Krippner defines finamzagion as “a pattern of accumulation in
which profits accrue primarily through financial asinels rather than through trade and
commodity production” (Krippner 2005:174). The nmefos introduction of uniform capital
taxation and the removal of tax incentives for katlof capital in businesses stimulated the
free flow of financial capital. In light of the kakdown of the financial system in 2008 and
the current economic crisis, this development aarelgarded as problematic. Yet, it would be
wrong to say that tax reform contributed to uncolied financial capitalism, as the reform
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actually introduced a corporate tax regime that liedp more effective regulation and

monitoring of capital.

On balance, | would argue that these problems wlegrly outweighed by the benefits of the
1992 tax reform for the Norwegian economy. Ther&orm appears to represent part of the
background for Norway’s strong economic and sopifformance the last 15 years. The
present study backs up the argument that “[a]n napo precondition for the comeback of
the Nordic models was the restructuring of thetali-economic regimes that took place in
connection with the crisis at the beginning of 1880s” (Dglvik 2007:288).

But what made this fundamental restructuring pds3iMy study of the 1992 tax reform also
provides an analysis of this question. | find tpalitical actors were able to agree on reform
partly because Norwegian political institutionsmnstlated consensus. Institutions both
generated convergence in preferences among pblaatars around expert solutions, and
facilitated the pursuit of cooperative politicalagegies. In the context of economic crisis, this
was enough to produce a broad-based reform comgeoriihis supports Trangy’s (2000)
assertion that in times of crisis the consensusated Norwegian system is conducive to
large-scale updating reform. Yet, this issue rezgumore systematic investigation. How and
under what conditions the Norwegian political syst@ay favor reform is an important topic

for further research.

7.3 Tax reform in a Scandinavian perspective

The finding that the Norwegian tax reform of 19@2 lto rational updating resonates well
with recent analyses of tax policy change in Sweg@&tainmo 2002) and Denmark (Ganghof
2007). In all the Scandinavian countries, the taforms of around 1990 appear to have
updated policy to a new economic environment rathan shift policy in a liberal direction.

These tax reforms have neither put an end to thiareestate or the ambition of equality.

One important explanation for this is that the Nombuntries all implemented dual income
tax (DIT) models, which differed from the modelsoskn in other countries. (Denmark,
however, reverted to a hybrid model in 1993.) GafidB005) argues that the DIT model is
less neo-liberal than other tax models, as it casdefficiency with a strong capacity to raise
revenue and leaves room for some redistribution. iliestigation supports this argument.
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The ability of the 1992 Norwegian tax reform toaecile efficiency and equity goals owed

partly to the choice of the DIT model.

Thus, there appears to be a particular affinityveen this model and the egalitarian goals of
social democracy. Pushing the argument even fyrtimer could say that the DIT model is the
incarnation of modern social democratic tax polientifying social democracy with a tax
model that explicitly discriminates against labocame may seem odd. Yet, | believe this
illustrates the inherent pragmatism of contemposgial democratic policy in the Nordic
countries. To be able to achieve a set of goalsishauch the same as before, policy-makers

have introduced policy means that are less corwealti but more effective.

This suggests that the Scandinavian countries septesomething of an exception in the field
of tax policy. Although greater efficiency and metdconformity was the common tune of tax
policy change all across the world, tax reformshi@ Scandinavian countries appear to have
been particularly sensitive to concerns about regeand redistribution. This conclusion
echoes much of the literature on changes in wetate regimes: Rather than converge in a
liberal direction, Scandinavian tax policy regingeem to follow a particular development

trajectory.

Yet, we should be cautious not to exaggerate timiagities. The tax systems of Norway,
Sweden and Denmark all have important particukgitMoreover, tax policy developments
in recent years suggest a partial divergence. Tigkt-wing government in Denmark
introduced a ‘tax freeze’ in 2002, which impliecatmo tax rate could be increased. The
Danish government is also currently planning adasgale tax reform that critics describe as
strongly liberal. Compared to this, the Norwegiar teform of 2006 seems to have had a
more egalitarian profile. In Sweden, the tax systeam not been subjected to major reform
since 1991. These different Scandinavian developpeths show that further investigation is
necessary. Comparative analysis of the modern goplof tax policy in the Scandinavian

countries stands out as an important task for éutesearch.

7.4 Implications for theory

The findings of this study also contribute to thedu theoretical debate about institutional
change. The investigation of the Norwegian tax mefaevealed an outcome that was
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qualitatively different from liberalization, whidls usually regarded as the dominant trend in
advanced political economies (Streeck and Thele®5R0The reform was instead
characterized by continuity in basic objectives apdating of policy means. | have referred

to this as ‘rational updating’. Yet, this term Isosen in want of better theoretical concepts.

In the literature on institutional changes in adweh political economies, the
conceptualization of changes that am characterized by liberalization has been somewhat
neglected. Usually, changes of this kind are definegatively, for instance as “non-liberal”
(Streeck and Thelen 2005:33) or as “lack of retnement” (Pierson 2001). Yet, to develop the
theoretical understanding of such changes, itserdgl to determine what theye, not just

what they are not.

Pierson (2001) has made perhaps the most sigrifeféort in this regard, by developing
dimensions of welfare state restructuring. In gatér, his notion of ‘recalibration’ is relevant
for the understanding of updating policy changeweler, we need stronger theoretical
concepts that are applicable to changes in theeanpolitical economy, not only to welfare

state restructuring.

Further, the preconditions for continuity in thetmames of policy should be subjected to
closer investigation by scholars. The conventiomadom is that continuity in outcomes is
produced by incremental, path dependent changes@ie€2000). Contrary to this view, my
study suggests that fundamental policy change neaydressary to ensure continuity in
outcomes. Just as small changes or no changesaduncp discontinuity (Streeck and Thelen
2005; Hacker 2005), large changes may be conddeigentinuity. The present study points
out some features of large-scale reforms that neagumt for such a relationship (see section
7.1). Yet, these are only tentative statements tabwmchanisms. The relationship between
deep-seated policy change and rational updatiqgplady should be explored in much greater

detail.

However, it would be an illusion to think that teeale of change by itself can explain the
outcome of rational updating. Deficient tax systeand novel ideas about taxation gave rise
to large tax reforms all across the world in th8d®and 90s. The outcomes differed: In some
countries it was close to a liberal policy shift,ather places it was mainly a rational updating

of policy.
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My investigation strongly suggests that the outcarhkrge-scale reform is contingent upon
institutional factors. In Norway the rational updat of policy was a function of political
institutions in at least two ways. For one, broatitical consensus ensured a balanced reform
and precluded clearly liberal solutions. For angthee institutional setting shaped the
development of tax policy ideas. Ideas that wergelg liberal at the outset were moulded
into a tax model that reconciled efficiency consewith objectives of revenue-raising and
redistribution. Other institutional settings likebhaped tax reform outcomes in a different
manner. Therefore, future research ought to expladeether political institutions
systematicallycondition the shape of the relationship betweercgsses and outcomes of

policy change.

Lastly, it is appropriate to point out one impottimitation of this study. There is reason to
believe that dynamics of change will vary somewfraim one issue area to the other,
depending on the structure of interests and theacker of the issue. For instance, in areas
where interests are concentrated and constituegltovganized, changing the status quo will
be very difficult (Pierson 2001). The present sthdg not explored the potential implications
of the particular features of tax policy. One hyyasis is that interests in tax policy are so
widely dispersed that change would be relativelyye@n alternative hypothesis is that tax
policy issues are so politically sensitive thag&achanges are prohibitively difficult. Needless

to say, this issue requires further investigation.
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Appendix 1: Interview guide

Topic 1: Personal rolein tax policy-making
» Background and knowledge of tax policy?
* Formal position?
* How did you participate in tax policy-making?
* Which decision-making processes were you part of?

Topic 2: Norwegian tax policy in general
* What are the particular features of Norwegian takeg?
* What have been the core objectives of tax policianway, and how have they been
weighted against each other?
* How would you describe the relation between thesisstem and the welfare state?
* To what degree does the tax system contributedistrégution?

Topic 3: The background for reform: the development in tax policy
* What characterized the post-war Norwegian tax gokgime?
* How did tax policy evolve in the 1970s and 80s?
* What were the most important problems of the atdp@licy regime?

Topic 4: Ideas and inspiration for reform
* To what extent did ideas inspire the 1992 tax rafor
* What was the source of these ideas?
* To what extent was Norwegian inspired by reformoat?
* To what extent did international structural pressunotivate the reform?

Topic 5: The political process leading up to reform in 1992

* Who were the main actors in the political procéss ted to reform, and what role did
they play?

* How would you describe the tax policy views of #ey political parties, unions and
employers?

* Which factors made the 1992 tax reform possible?

* What characterized the relationship between pw@iie and bureaucrats?

* What characterized the relationship between theplodijical actors?

Topic 6: The objectives and outcomes of the 1992 reform
* What were the most important objectives of the 11@9@rm?
* How did the reform balance objectives of efficiermnd equality?
* Was there continuity or discontinuity in goals?
» Did the reform imply liberalization or rather upihat of existing policy?
* In your opinion, did the reform achieve its badijeatives?
* How did the reform influence efficiency, growthdrstribution and the capacity to
raise revenue?

Topic 7: The evolution of tax policy since 1992

* How did tax policy develop after the reform?
« How was the 2006 reform related to the 1992 reform?
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