Economic and monetary developments and prospects:

Outlook for slower reduction in inflation than forecast
this spring

Short-term inflation prospects have become somewhat bleaker by the fall in the kréna since the spring.
The Central Bank now forecasts an inflation rate of just over 5%2% from the beginning to the end of the
year. A further cause for concern is that inflationary expectations appear to be establishing themselves
above 5%. Economic indicators do not provide any clear signs that the economy is beginning to cool.
Economic prospects for next year and events in the financial market in recent weeks, however, could
contribute to some cooling in the near future. Such a development would contribute to bringing down
the inflation rate. On the other hand, there is no outlook that the current account deficit will narrow in
the near term. It will therefore remain a risk factor to be addressed by economic policy. Broadly speak-
ing, the analysis presented in the last issue of the Monetary Bulletin holds good. For as long as infla-
tion prospects do not improve from the present state and economic overheating remains persistent, the
Central Bank will pursue a policy of monetary restraint. It will, however, monitor conceivable turning
points in developments very closely.

Inflation has remained above 5%2% ... housing, petrol and motor vehicle insurance, still
The twelve-month rise in the consumer price indeamounted to 3.2%. This is almost double the infla-
has been in the range 5%2-6% since December ldistn rate measured in these terms during the previous
year. From April to July, consumer prices rose byear, and also in excess of the EU average, which
1.3%, which corresponds to 5.2% inflation on amonetheless includes petrol prices. Inflation in
annualised basis. This is a somewhat higher rate kekland was in fact similar to that in Ireland in May,
inflation than during the first quarter of the year. As

has been the case for some time, higher housing &

Chart 1

petrol prices played a major part in price rises durir| Consumer price inflation
the second quarter. Something like half of the rise 12 month % changes
consumer prices during the quarter may be explain — Consumer prices, total

by these two items. There are |Im|tS to the increase % —Domestic goods and services, excl. agric. products and vegetables
. . . . . . . 7 T— —Imported goods excl. petrol, alcohol and tobacco —

petrol prices and the rise in housing prices is partig
ly a correction of low prices in recent years. Thus
is clear that the underlying inflation rate has bee
lower than measured inflation in recent months. ]
However, this does not mean that inflation is ng .11
a problem in Iceland. Firstly, the rise in consume =27
prices during the twelve months until July, excluding -4
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1. This article uses data available on July 21, 2000.
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or 5%, based on the harmonized EU CPI whichlmost 6% after mid-July. Greater uncertainty and
includes petrol but omits housing. Secondly, largapheavals in financial markets have conceivably
rises in housing prices are to some degree an indigiiven the risk premium up, although higher infla-
tion of the demand pressure in the economy. Thirdljionary expectations are probably the main explana-
there is a risk that higher headline inflation increasd®n for this trend.

inflationary expectations and thereby helps it to take

root. Chart 2

Price developments during the second quart Inflationary expectations 1997-2000
were almost entirely in line with the Central Bank ¢,_*
forecast published in May. The Bank forecast a ris B Public opinion according to survey

—T-bond inflation premium (3.1 yrs. to maturity
T-bond inflation premium (0.5 yrs. to maturity|

in consumer prices of 1.4% between the first and sg 507
ond quarter then, which turned out to be the cas
Thus there is no reason to revise the Bank’s forecg
for price developments in the next quarter on th 301
grounds of any deviation. However, major change
in various assumptions, in particular the exchang
rate of the kréna, do give grounds for reviewing it, 8 1.0-
will be discussed later.
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... and inflationary expectations above 5% are takin | 1007 | 1008 | 1999 | 2000 |
root
The higher rate of inflation in recent months has had Experience shows that inflationary expectations
an impact on inflationary expectations among thkeep pace with the real inflationary trend, although
general public and financial market participantswith a certain lag. However, the inflation premium
According to a survey conducted by Pricewateren treasury bonds presumably implies a more for-
houseCoopers on behalf of the Central Bank threeard-looking assessment than public inflationary
times a year, public expectations about inflation foexpectations. Thus expectations about inflation will
the following twelve-month period have been at ofall if inflation can be reduced. The risk is that the
above 5% since September 1999. The last survdgnger that inflation remains above 5%, the more
conducted in May, forecast an average of 5.4% infldirmly it takes root in expectations and subsequently
tion over the coming twelve months, which is a slighbas an impact on wage formation and other econom-
rise from the January forecast, although the median decisions. This in turn makes it more difficult to
remains the same at 5%. It is interesting to note thating down inflation than would otherwise be the
respondents in the survey appear more convincedse.
about inflation of 5% or more, since the standard
deviation of inflationary expectations in the sampl&hort-term inflation prospects have deteriorated
has been steadily decreasing since May 1999. The Central Bank has produced a new inflation fore-
The inflation premium on treasury bonds, i.e. theast for this year and next year in light of develop-
spread between interest rates on unindexed antknts in recent months and a review of the main
indexed treasury bonds, is another measure of thgsumptions. The Bank now forecasts that inflation
development of inflationary expectations. What diswill run at 5.8% between 1999 and 2000, compared
tinguishes the inflation premium is that it representwith the forecast 5.5% in May, and 5.6% over the
the sum of inflationary expectations and a certaiyear instead of 5% in May. Thus inflation prospects
risk premium, which is probably positive, and it isthis year have deteriorated somewhat, mainly
formed over a longer horizon since the bonds haveb&cause the exchange rate of the kréna in the current
lifetime to maturity of more than three years. Thdorecast is just over 5% lower than in the May fore-
inflation premium has risen significantly in 2000,cast. The forecast is based on data available on July
from just under 4¥2% at the beginning of the year t@1, including the exchange rate then. Other changes
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Table | Inflation forecast of the Central Bank IS0 the rise in housing prices could slow down in
the near future on account of higher interest rates,

Quarterly forecast less growth in real disposable income and poorer
Percentage Change from economic prospects. Nonetheless, the most recent
change from Annualised  same quarter measurements covering the period until June suggest
previous quarterly previous h h . . . th G t R k ,k A
year Index  change (%) year (%) that ousing prices in the Greater Reykjavik Area
1999:1 06 185.2 26 15 have continued to rise.
1999:2 15 188.0 6.3 2.4 _ _ _ o
. Still no clear signs that the economy is beginning to
1999:3 1.7 191.1 6.8 4.4 g y
1999:4 14 1939 5.9 54 cool o ' _ '
20001 11 196.0 43 58 Economic statistics which are available for' the flrst
2000:2 14 198.8 5.9 57 half of the year do not contain any categorical signs
20003 18 202.3 . - that the economy is beginning to cool down, and in

2000:4 14 205.2 59 58 ter'ms of s.ome crlter!a the; rate of expansion is actual-
ly increasing, especially in the labour market.

s PR o >0 " Table Il presents the main indicators in this
2001:3 10 2123 39 49 respect. It shows that the real year-on-year increase
2001:4 06  213.7 26 41 inimports during the first five months of the year
was greater than during the same period in 1999,
Annual inflation rate (%) since imports at fixed prices, excluding vessels and
Year Year on year  Within year aircraft, began to rise again this year after remaining
1996 2.3 20 virtually stable since late summer in 1999. Imports of
1997 1.8 22 consumer goods are in fact growing at a slower rate
1998 1.7 1.3 than at the same time last year because of signifi-
1999 3.4 5.8 cantly lower imports of motor vehicles. Growth rates
2000 5.8 5.6 of imports of other consumer goods, however, are
2001 5.2 3.8 higher. Turnover figures based on VAT receipts are

only available for the first two months of the year,
and show a considerable increase in turnover in real
terms, although admittedly less than last year.
in assumptions are a somewhat lower degree of wag@wever, turnover in manufacturing industries
drift this year, or 2% instead of 2%2%, caused by thexcluding fish processing and power-intensive
fact that wage drift still measured less than 2% duindustries, and in the retail sector, has been growing
ing the first half of the year. Productivity assumpat a faster rate. Compared with the year before, debit
tions for this year have been raised to 2.7% in liglgnd credit card turnover growth has slowed down
of the most recent estimates by the Nationgtom just over 15% in real terms in the spring to 6%
Economic Institute. These changes offset the lowewow. Even though the rate of growth is unquestion-
exchange rate to some extent. ably slower now, it is nonetheless above the thresh-
As usual this inflation forecast is subject to coneld at which excess demand is maintained.

siderable uncertainty. Inflation may conceivably be Figures from the labour market give a categorical
higher if domestic expansionary forces continue oimdication of greater tension than last year, with less
the scale experienced in recent months and/or tb@employment and more vacant positions registered
krona depreciates further. At present, however, theet job agencies. An increase in the number of work
is fortunately more likelihood of a lower rate of infla-permits issued to foreign workers compared with last
tion than a higher one. In this context it can be pointrear’s figure serves to relieve the tension somewhat,
ed out that petrol prices have dropped sharply inut at the same time bears witness to high labour
world markets recently, which should soon be trangsiemand.

mitted to domestic prices, other things being equal. Monetary and credit aggregates present a some-

Shaded area indicates forecast.
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leaving a surplus of 10.6 b.kr. During the first half of
1999 revenues amounted to just over 90% b.kr., out-

Table Il Selected indicators

First semester unless otherwise stated lays 82 b.kr. and the surplus 8% b.kr. Leaving aside
1099 2000 Interest payments, a part of which are delayed pay-
. Turnover and demand ments on expenditures in previous years, the
- % increase over previous year improvement is considerably greater, at over 4 b.kr.
General merchandise impdrtg:ws 2.3 7.9 between the years. First-half treasury revenues were
without fuel and metal SMeEIErSs..........oc.ovveee. 16 7.2 11.2% higher than during the corresponding period
Imports of consumer gooHg: ] 3,2 4.6 in 1999. This is an increase of just over 5% over and
without automobiles.............ccoevvevevreisiieiiinn, . 10.4above the rise in wages and prices. Excluding pro-

Merchancise exporg: 14, -4.1 ceeds from the sale of treasury assets the nominal

Turnover based on VAT-recortis 5.9 rise in revenues so far this year has been 11.4%,
manufacturing excl. fish and metal smelfers- 4.3 55 while the budget assumed a 4.5% rise between 1999
retail trading e 32 52 and 2000. Above all it is revenues from direct taxes

which are rising more than had been forecast, yield-
II. Labour market .

ng 19% more than during the same period last year.

Unemployment — % of labour force...........c.c......... 2.2 1. . . .

. . he rise between the years was estimated 5%2% in the
Work permits granted to foreigners...........cc.ccceee. 1,193 1,47 L
Redistered vacancies — averane 149 dget. Turnover taxes and other indirect taxes have

9 G8 s now yielded 8.8% more than during the first half of

I1l. Money and credit 1999, while the estimated annual increase was 5.4%.
M3 — 12 month % increade.............cccocoeurruenines 20.2  12.1 Treasury outlays are now 10% higher than during the
M3 — 6 MONtH 96 INCIEASE. .vvvvvvrresee e rsesssress 121 7éorresponding period last year, and 4% higher in real

Lending by deposit banks- 12 mo. % increase... 32.4 26.0' terms. Interest payments have risen by 30% from the

Lending by deposit banks — 6 mo. % increase....... 12.7 "16¢ft haif |ast year, or 2.1 b.kr., almost entirely due to
Total credif — 12 0. 96 INCIEASE ... 158 16§ 6avy redemption of savings bonds. Since the bulk
IV. Asset prices of this interest has long been expensed by both the
— % increase in 6 months through June treasury and household savings bond owners, even
Equities — ISE Main ligt:mmms 8.6 15 though it is presented as a payment item now, it is
Residential real estate, Greater Reykjavik @reall.1 9.1 more natural to look at the development of outlays
corrected for consumer prideg e 89 64 excluding interest. These are 8% higher than during

1. January -May at constant prices. 2. January-February at constant pritBe same period last year (jUSt over 2% above price
3. Through June. 4. Through March. 5. 6 mpnths through June. 6. ‘H%es), while the budget assumed a 3¥%% nominal rise
quarter 1999 through 2nd quarter 2000. 7. Adjusted for mergers. .

between the years on a cash basis.

During the first six months of 2000, net collection
what mixed picture. On the one hand, a considerabdé loans and short-term receivables has been around
reduction has taken place in the growth rate of thgb.kr., as against a 4 b.kr. outflow during the corre-
broad money supply, but on the other hand, crediponding period of 1999. The main factor at work is
growth is still far in excess of what is compatiblethat a considerable amount of payments for shares in
with stability and low inflation, and measured bystate enterprises sold during the last months of 1999
some criteria it is greater than last year. During theéid not fall due until this year. Against this inflow,
first half of the year real estate prices have risen cothe treasury has repaid 3 b.kr. of its imputed debt
siderably, although by less than last year. The shangth the state employees’ pension fund, compared
price index has only shown a small rise. with 1.3 b.kr. at the same time last year. This is total-

ly new, because until now the treasury’s pension lia-
First-half fiscal performance supports this conclu-bilities have mounted up without any payment or for-
sion mal documentation of this debt being made. In spite
Treasury revenues during the first six months of thef these payments the above items are in balance, and
year amounted to 100.7 b.kr. and outlays 90.1 b.kthe surplus on operations and net lending is equal to
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Table Il Treasury finances overview

Budget January-Juné
B.kr. 1999 2000 1997 1998 1999 2000
REVENUES. ...ttt . 209.9 64.1 79.3 90.6 100.7
Expenditures...... . 193.2 66.9 75.7 81.9 90.1
Fiscal balance 16.7 -2.8 3.6 8.6 10.6
Net lending and equify..............c.cvovevevecercnne. 14.2 4.2 -2.6 2.3 -4.2 0.0
Net borrowing requirement ...........cccceevvvveeivenenns -16.7 -21.0 5.4 -5.9 -4.4 -10.7
Domestic borrowing, Net.........cccceeviieeeiiieeenenen. -8.5 -12.1 13.7 6.3 -8.9 -9.6
External borrowing, Net..........ccocoeeiiiiieiiieeenien. -15.3 -10.4 -2.2 -5.4 -0.5 -1.4
Cash balanCe.........ccceoiieiiiiiieieeee e -7.1 -1.5 6.1 6.9 -5.0 -0.4
Treasury securities at Central bank..................... 0.0 0.0 0.9 0.3 1.3 2.5
Treasury securities of other sectors..................... -8.5 -12.1 12.9 6.0 -10.2 -12.1

1. Accruals basis. 2. Cash basis. 3. Inflows net of outflows. Extraordinary payments to state pension funds includgdinetebaes in revenues and
expenditures between 1997 and 1998 are in part due to changes in accounting practices.

the financial balance, at 10.7 billion versus 4.4 b.kthere is a combination of rising earnings and their
at the same time in 1999. If the pension fund paynteraction with the limits of the personal tax-free
ment is simply regarded as debt amortization, thellowance. Over this period the wage index compiled
surplus before borrowing is 13.7 b.kr. now, compareby Statistics Iceland has risen by 6-7%, but the tax-
with 5.7 b.kr. during the same period last year. free limit by 5%. Furthermore, the number of wage
The treasury’s scope for repaying foreign loanearners has increased. VAT receipts during the first
has been somewhat restricted by the Central Bank’s
foreign exchange reserve and the foreign exchan  Taple IV Treasury revenues in first semester
market situation. Long-term amortization has there 1997-2000
fore been targeted especially at domestic debt, wi
repayments amounting to almost 10 b.kr. during th
year. Foreign debt has been repaid to the tune of 7Nominal growth 1997 1998 1999 2000
b.kr. and T-bills held steady. During the first half ofPersonal income tax -8.6 151 127 145
last year, domestic loans of 10 b.kr. were repaid. TtValue added taX..........ccccooevnninnens 47 169 107 125
deposits of treasury with the Central Bank were virTaxes on spirits, cars, petrol,
tually the same at the end of June as at the beginnimPOrts and production ................
of the year in contrast with the first half of last year 2 Ol taXeS ..o,
when they fell. Total revenues
Treasury receipts of taxes on wages and spendirega| growth
provide considerable indications about incomu(vis-a-vis consumer price index)

Increase from prev. year, %

-0.7 16.1 5.3 2.4
9.4 127 9.3 9.4
-09 238 142 112

developments and the economic cycle. Data currerPersonal income tax.................... -10.2 126 108 82
ly available do not reveal any substantial reduction ivalue added tax..............c..cc.coeuuc.c. 29 144 85 64
the growth of earnings, although there are certa Taxes on spirits, cars, petrol,

signs of a slow-down in the growth of householcmports and production............... 25 136 35 -32
expenditure, on the domestic front at least. PersorPayroll taxes ... 73 104 75 34
income tax receipts were just over 14% higher iTotal revenues...........cccccvvvvvveeee 27 211 123 52

kréna terms over the period from March to Junii. 1997 figures adjusted to fit subsequent accounting changes. 2. Changes

(|arge|y reﬂecting persona| income from February t(between 1997 and 1998 are misleading because of changes in accounting
. . i .

May) than during the same period last year. At wor"“*

6 MONETARY BULLETIN 2000/3



half of the year are just over 12% higher in kréni
terms than during the same period last year. Tt
twelve month rate of growth of VAT-revenues Difference
peaked in the early months of 1998, dropped slight| NEIS forecast  from fore-

in the second half of 1998, but levelled off in mid- _ In June 2000 cast for 2000
1999. After adjustment for price changes, however, ?:g‘:igl‘; g’tr:g g:;]ae?gv?:e'” % 2000 2001 1%;; Mgg%ho
is clear that the second wave was largely caused

Table V Economic prospects 2000 and 2001

inflation. The real growth in VAT receipts betweenP”V‘r’_lte consumption 4020 1500
the years is now around 6%, but was almost 9% Public C_Onsgmpt'on """"""""""" 35 25 10000
the same time last year. On the whole, these figur 5SS fxed Investment.............. 105 35 84 21
suggest that turnover is increasing at a lower ra \auonal eXpendittie................. 51 1027 04
than last year, although still not sufficiently to war-=*PO"S ©f 9000s and services.... 09 -1l -7 09
rant explicit claims that the economy is cooling'mpOrts of goo_ds and services..... ar 202706
which would demand a growth rate lower than th‘Gro,SS do_mesnc PrOAUCE .cvscrv 3.7 16 1o 02
grovvth of potential output, National income..........cccceevvveeennns 3.7 1.2 1.0 -0.3

Current account balance,

% Of GDP ..o, .78 72 36 -06

Outlook for lower growth next year than pre-
viously ...
At the beginning of June the Marine Researc Source National Economic Institute.
Institute proposed a cut in the total allowable catch-
es (TAC) of cod and other species during the next Economic growth will contract sharply next year
fishing year. Measured in cod equivalents, the praccording to the NEI forecast. The reasons are the
posed cutback amounted to almost 18%, excludirgpovementioned quota cutbacks, significantly lower
capelin. In mid-June the Minister of Fisherieggrowth in private consumption than in recent years,
announced a TAC decision entailing a somewhand a contraction in investment. Thus the NEI fore-
smaller cutback, which corresponds to a 4-5% comasts growth of only 1%:% next year. If this forecast
traction between fishing years. This decision halsolds good, the overheating which has prevailed in
inevitably brought down economic growth forecastsiecent times will abate sharply. This in turn will pro-
in particular next year, given that marine productioluce much less growth in labour demand than has
is expected to remain constant this year and then cdreen witnessed recently. Thus there will be some
tract by 7% in 2001. Coupled with this is the expectncrease in unemployment, which is probably now
ed reduction in investment next year. Also, a muchelow the long-term level compatible with low infla-
smaller increase in disposable income this year ation and economic stability given the present labour
next year than has been the case in the past few yeangrket framework. On the other hand, the current
the recent rise in long-term interest rates and the dragcount deficit will only drop slightly, since exports
in share prices may be expected to contribute e forecast to contract by more than 1%. Thus the
lower private consumption and investment next yeagurrent account deficit will remain above 7% of GDP
Against this background and the developments iand, all things being equal, there is no prospect of it
recent months, the National Economic Institutelropping over the next few years. The Central Bank’s
(NEI) has reviewed its economic outlook for the curanalysis published in the May Monetary Bulletin,
rent year and produced its first national economiarguing for the need to take action to narrow the cur-
forecast for 2001, which is shown in Table V. Thigent account deficit, therefore remains unchanged.
year, the main changes from the NEI's March fore-
cast involve lower exports and higher imports, pri-.. and the equilibrium exchange rate fell
marily as a result of greater investment. The cons&he bleaker prospects for exports, current account
quence will be slightly lower economic growth atbalance and economic growth inevitably lower the
3.7%, and a forecast increase in the current accolgquilibrium exchange rate of the kréna. This in turn
deficit to 55 b.kr., the equivalent of 7.8% of GDP. has an impact on the market exchange rate of the

Current account balance, in b.kr.. -54.7 -53.8 -25.8 -4.2
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kréna if no counteraction is taken to encourage it tdemand growth down below long-term growth in
appreciate, such as a credible rise in the interest difroduction capacity. Next year’s economic growth
ferential vis-a-vis abroad. Downward pressure on therospects are one such indication. It is also likely that
kréna could therefore be expected following thehis year’s rises in long-term interest rates will damp-
Marine Research Institute proposals, the Minister adn demand pressures. If the rate of growth in proper-
Fisheries’ quota decision and the new national ecty prices slows down significantly, this will com-
nomic forecast. pound the impact of the fall in share prices in recent
The krona had fallen by almost 4¥2% on July 2Weeks. The wealth effect that probably stimulated
compared with the end of May, and would haverivate consumption growth last year could then turn
depreciated even further had the Central Bank notto the opposite effect in the near future. Naturally
raised its policy rate by half a percentage point othe depreciation of the kréna will lead to greater
June 19 and intervened heavily in the foreigmnflation for a while, but will contribute to a decline
exchange market on the days when pressure on fheimports. Higher inflation will hit real disposable
krona was at its greatest (see further the article amcome if wages remain unchanged, thus bringing
Financial markets and Central Bank measuresjown private consumption.
Assuming that the exchange rate remains stable, this Finally it should be pointed out that the econom-
development creates the prospect of a lower reial and financial events of recent weeks are likely to
exchange rate of the kréna in the near future than hddmpen the general optimism about the economic
previously been assumed. However, the regrospects which has been driving private consump-
exchange rate will continue to appreciate, as showion and reducing savings recently. In fact, household
in the accompanying chart, and is expected to lsavings could conceivably be starting to increase
11% higher next year relative to wages than the aveagain. The fairly small increase in household debt
age during the 1990s, and will then be well above theith the credit system in the first quarter, or 1.3%,
real exchange rate which prevailed before the devahspires certain hopes that this is happening.
uations in 1992 and 1993. Nonetheless, it will still bé&dmittedly the rate of increase in debt is the same as
considerably lower than during the overheating inluring the same period last year, but afterwards the
1987 and 1988, cf. Chart 28 on page 60 in thiacrease in debt then jumped sharply to stand at 20%

Appendix. for the year as a whole. Lending figures from the
banks give no signs yet that this pattern is repeating
Chart 3 _ itself. Estimates suggest that higher indebtedness of
Quarterly real effective exchange rate of | households has increased their payments burden con-
_ 1550-100 the krona 1990-2001 siderably over the past three years. Other things

being equal, this trend will encourage lower debt
accumulation and increased saving in the course of
time.

Relative consumer prices

100+ - -
95

... which could lead to a slowdown in inflation
All things being equal the depreciation of the krona
by 4%-5% in recent weeks will cause greater infla-
tion this year than was forecast in May. However,
S this rise will be temporary provided it does not
1990 91 92 93 94 95 96 97 98 99 20002000 Prompt wage increases. If the economy then begins
Forecast to cool, this will contribute to a lower rate of domes-

907, - -

85

80
1 Relative unit labour cost

tic inflation which would then offset the rise in
The economy could begin to cool during the cominignported inflation for a while. Nonetheless, inflation
months ... will decelerate at a slower pace than previously
There are various signs that the economy could begaissumed, and according to the Central Bank’s current
to cool during the coming months, bringing domestiforecast for price developments in 2001, the 12-
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month rate will measure over 5%2% until the springsame nominal interest rate differential does not imply
If this turns out to be the case, it will create uncetthe same degree of restraint as before. Measured by
tainty about wage developments, because of assungbher criteria the monetary stance has eased slightly
tions made in wage agreements that inflation should recent weeks because of higher inflationary expec-
drop during the contract period. Inflation could alsdations and the fall in the kréna. Thus real interest
conceivably come down faster, as has been digates in Central Bank repos have come back down to
cussed. But given the risk posed by trigger clauses @nsimilar level to the New Year, as shown in chart 4.
the wage agreements, it is vital to seek out all possi-
ble ways to reduce inflation in the coming months. | chart 4
Assuming that the exchange rate remain Short-term real Central Bank interest rate and
unchanged, the Central Bank forecasts inflation ¢ interest rate differential vis-a-vis abroad 2000
just over 5%2% between 2000 and 2001 and just ung %
4% in the course of the year 2001. The Bank’s pr¢ 4, |
dictions suggest that inflation could drop to 2%4% el || 3uroadn 3-mo. inerbank
during the two years following that, as aresult o ssf |- - ,/—~_ - -~ -~ - - - -
falling demand pressure as economic growth ten 567 | L—"~- - - - - - -~ /3 R
porarily dips below the long-term growth of produc
tion capacity in the economy, and also due to a slig -
increase in unemployment and easing of tension | , 1 _
the labour market. The underlying assumption is thi 461/~ - ° :ﬁ};t(l";‘?pvfe;uﬁ’;';d ]
the krona will not be significantly weaker than al s+t rrrrrrrrrrr
present. In this respect the large and persistent ¢ Jan. Feb.  March Aprl - May  June  Juy
rent account deficit represents a major risk factor.
Thus the need remains for measures to boost nation- but remain on the alert for turning points
al saving and reduce domestic demand at an evAs outlined above, great uncertainty surrounds the
faster rate than is currently envisaged. It is importamixtent and speed of the cool-down in the economy in
to keep these considerations firmly in mind when théhe coming months. In shaping its monetary policy

_|\- Differential vis-a-vis ~ _ _ _ _ _ _ _ _ _ _ _

coming budget is drawn up. measures in the near future, the Central Bank will
therefore be on the alert to turning points in develop-
Monetary policy will continue to be restrictive ...  ments. Monetary policy will aim to bring inflation

For as long as inflation prospects and expectatiom®wn to a similar level to that among main trading

remain far above the acceptable long-term level, sigartners one or two years hence. The way that the
nificant signs of overheating still remain and credimain indicators develop over the coming months will

expansion is excessive, there are clearly no grounslsed further light on whether it may prove necessary
for relaxing the monetary stance. Measured by the tighten the monetary stance even further to

short-term interest rate differential with abroadachieve this aim, or whether the economy will cool

which was more than 6% on July 21, the degree qguickly enough to allow the present degree of

restraint has rarely been greater. On the other hamdstraint or even a lower one to suffice.

inflationary expectations have increased, so that the
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