Economic and monetary developments and prospects

Inflation will slow next year if wage increases
are in line with current agreements

Inflation exceeded the tolerance limits of the Central Bank’s target in June. The Bank therefore now
forecasts an inflation rate of just over 8% from the beginning to the end of this year. However, if no fur-
ther exchange rate depreciation occurs and wage increases are in line with current negotiated agree-
ments, inflation will slow down next year and could re-enter the tolerance limits towards the middle of
next year, when the limits will have been lowered to 4%2%. On these assumptions, the Bank’s 2%:% infla-
tion target will be reached around the middle of 2003. As always, substantial uncertainty surrounds
these prospects. High inflation expectations indicate some risk that a price, wage and exchange rate spi-
ral could emerge. Thus the Bank has not seen grounds for further reductions in interest rates for the time
being, especially considering that higher inflation expectations, if anything, rather argue for raising
them. This consideration is compounded by the fact that the economy has proved much more robust in
recent months than was foreseen. It therefore remains uncertain whether the positive output gap has
been reduced to any significant extent during the first half of the year.

Inflation in Q2 was much higher than forecast irwhere in this Monetary Bulletin, presents a detailed

May explanation of the reasons that inflation gained

Inflation increased rapidly in the second quarter ahomentum and exceeded the target tolerance limits
this year. Between Q1 and Q2 the CPI rose by 3.5%, June.

with increases in May and June weighing heaviest. In

May, the Central Bank forecast that the CPI would he

5.1% higher in Q2 than a year ago. As it turned oy Chart1
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1. This article uses data available on July 23, 2001.
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Chart 2 ] . Table 1 Analysis of CPI inflation by origin 2001
CPlI inflation 1998-2001
12-month % changes o Relative
s % Change in index  contribution to
O in the previous  increase in CPI
% 6 mo. 12 mo 6 mo. 12 mo.
P
g | lceland: Consumer price indey n/" ~ TN\ . (1) Domestic agricultural
| ) BT products less vegetables .. 7.7 5.6 4.1 5.2
4 celand: Harmonised ind
of consumer prices (2) Vegetables ..........cccocueenee. 15.6 -0.4 1.2 -0.1
N DU/ A ey (3) Other domestic
Caind VA N ot food and beverages .......... 18.5 8.9 9.9 8.2
17 -7 -\ " 7 7 7 lceland's trading partners - (4) Other domestic goods....... 6.1 7.5 2.4 51
L0 L B B R (5) Imported food
JMMJISNJIJMMISNIMMISNIMMI
1998 1989 2000 2001 and beverages .................. 29.8 14.7 7.8 6.6
Source Statistics Iceland. (6) Cars and spare parts ........ 19.1 11.5 14.6 15.2
(7) Petrol ....ccoevviiiiiiiie 25.8 5.0 10.1 3.4

Inflation has been on the increase elsewhere (8) Otherimported goods ...... 135 54 163 113

the European Economic Area of late, but on a muc(®) Alcohol and tobacco 8.0 33 37
larger scale in Iceland. Based on the twelve-mom(i? ;'ng'ng r """""""""""" ' 2; 2‘3 12'3
increase in the HICP for the EEA, inflation in IceIancElZ; Ol:he'fssg\:'if:; """" 7'8 17'3 21’ 9
rose from 4.1% in March to 7.2% in June. At the ™"~~~ 7 T ' ' ' '
same time, inflation among Iceland’s main tradingTOtaI """""""""""""""""""""""""" : 70 1000 1000
partner countries went up from 2.4% to 2.7%. Domestic goods (1-4) .............. 11.3 6.9 17.7 184
Over the twelve-month period until the beginningAgriCuIturaI products
of July, the CPI rose by 7%. More than half of thaand vegetables (1-2).................. 8.7 4.8 5.4 5.1

increase took place in the final three monthsDomestic goods less agricultural
Imported goods account for 2.9% of the totgProducts and vegetables (3-4) .. 13.1 8.2 123 133
increase in the CPI over the past 12 months and z'mported goods, total (5-9) ...... 180 81 521 402
in the past three months. Over the past quarter moi1. Changes at an annualised raaurce Statistics Iceland.
vehicles and spare parts were the fastest rising co
ponents of the CPI, rising 8.1%, while price in-
creases of petrol and imported foods and beverageeelve-month period until the beginning of July, of
also had a significant impact, rising 7% and 7.2%vhich 5.2% occurred from the beginning of the year
respectively. Other imported goods prices went up and 3.3% over the past three months. Rising services
somewhat less. From April, domestic foods and beyprices can to a large extent be attributed to wage
erages (excluding agricultural products and vegetacreases, while the exchange rate depreciation has
bles) rose by 5.9%, or more than the total increase lirad a sizeable impact on the prices of some services,
the index. Although prices of domestic food rose lessuch as tourism and transportation. Given the length
than the price of imported food, the increase iof time that has now elapsed since wages rose in
domestic food prices contributed more to CPI inflaJanuary, service price increases may be expected to
tion due to their heavier weight in the index. Housinglow down in the near future.
price rises slowed down significantly over the past Public sector services rose much less than other
three months. The housing component of the CRErvices in the past 12 months, or 3%2%. In July, how-
rose by 1.9%, i.e. considerably less than the index aser, public sector services went up by 1¥%%. The
a whole. main source was a hike in electricity prices, but
Non-public services prices rose by just under 8%indergarten fees increased also in various places.
over the twelve-month period to July, and the price dfurther public service price rises can be expected in
public services have also risen considerably recentiyhe months to come, for example kindergarten fees in
Prices of non-public services rose by 7.8% over theeykjavik in August. Recently concluded wage
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agreements with a number of public sector unionsroperty. Nonetheless, it is not possible to ascertain
may lead to price rises in the near future as well. that demand is the overwhelming determinant of
housing prices. There has been substantial fluctua-
Housing prices dropped in real terms in Q2tion on the supply side. A sizeable supply of new res-
although nominal rises continue idential properties in the Greater Reykjavik Area is
At the beginning of July the market price of residenpending in the next few months. When construction
tial accommodation, as calculated in the CPI, hadork in these quarters gains momentum the supply
risen by 6.6%, but the index as a whole by 7%. lof housing on the secondary housing market could
real terms, housing prices therefore had dropped lnycrease as well.
0.4% in the space of a year. This decrease occurred Other factors could also impact housing prices. For
mainly in the second quarter, when housing pricesxample, the minimum disbursement of housing
fell by 2.3% in real terms. In the first half of the yeabonds was increased recently. This enables buyers to
the decline was 2.6% in real terms. finance their purchases on more favourable terms,
So far, a nominal price decrease appears to béthough the impact could be reduced if the discount-
confined to larger residential properties (detacheed yield on housing bonds rises, as can be expected.
houses) in the Greater Reykjavik Area. The Redls yet, however, it is difficult to state anything firmly
Estate Valuation Office’s indices for price per squaren this point. The consequences of the new real estate
metre in the Greater Reykjavik Area provide a goodnd fire insurance valuation for the housing market are
indicator of housing price trends, although thalso uncertain. A lower fire insurance valuation could
weights of the various components differ somewhatomplicate financing of residential accommodation
from those applied by Statistics Iceland. Accordingurchases, dampen demand and put downward pres-
to the Valuation Office, prices of detached houses fedure on prices. It is uncertain whether measures will be
in nominal terms in May and June. Preliminary evitaken to counteract this trend. In line with internation-
dence suggests that prices of multiresidential accoral standards, real estate taxes were removed from the
modation were broadly stable, or may even haviedex base in the spring. Thus any rise in real estate
declined marginally, between June and July. A dowriaxes resulting from a higher valuation has, as in the
turn is likely to take the form initially of lower case of other direct taxes, no effect on the index.
demand for larger properties. This in turn may tight-
en the supply of smaller apartments in the resale mafslatility of the inflation premium on treasury bonds
ket, since these will remain occupied by people whimdicates uncertainties about inflation prospects
would otherwise have moved into larger housingSince the publication of the last Monetary Bulletin in
thereby delaying the decline in the price of smalle¥ay the inflation premium on treasury bonds has

Chart 3 Chart 4
Housing prices 1998-2001
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shown sizeable fluctuations, reflecting considerabl
uncertainty about inflation prospects. The sharpe

Table 2 Inflation forecast of the Central Bank

day-to-day swing was between April 30 and May 2 Quarterly changes

when the inflation premium on 2-year governmen Annualised Change on
bonds rose by 0.7 percentage points, from 4.9% Change from quarterly same quarter
5.6%. This rise occurred once it became obvious th previous change of previous
the CPI for May would show quite a large increase quarter (%) (%) year (%)

partly because a petrol price rise was announced 12000:1 11 4.3 5.8

the end of the month. Inflation premium on thes2000:2 14 5.9 5.7

bonds peaked at 6%:% on June 5, but was somew/2000-3 0.5 21 45

lower in July. Considerable swings have also take 2000:4 11 4.6 42

place in the case of treasury bonds with a lifetime (2001:1 0.9 3.4 4.0

around 7 years, although less than on shorter oni2201:2 3.5 14.5 6.0

From April 30 to May 2 the premium went up by haH2001 3 2.1 8.6 7.7

a percentage point, from 4% to 4%%, and stood 2 L o [£°

4.9% by the middle of June. Since then it has falle2002:1 0.6 2.4 7.6

in pace with the premium on shorter bonds and w:2092:2 0.9 3.6 5.0

roughly 3%:% in the middle of July. A lower inflation 299%3 038 - e

premium on bonds with a longer lifetime suggest20024 08 3.0 3

that market participants expect inflation to slow2003:1 0.3 13 28

down on a longer-term view. However, it remains aigggfg 8'2 3'2 ;i

fair way above the Central Bank’s 2%2% inflation tar: oy g . N

get, which implies some lack of credibility among

market participants_ Figures indicate changes between quarterly averages of the consumer price
index. Shaded area indicates forecast.

New inflation forecast: Higher inflation in the near

term than forecast in May Annual changes (%)
The following is the Central Bank’s second inflationYear Year on year Within year
forecast after adopting inflation targeting. It is pre199s 1.7 13
pared under rather different circumstances from tf1999 3.4 5.8
preceding forecast, since the exchange rate h2000 5.0 35
depreciated considerably since the end of Apri2001 6.4 8.1
Scant hopes that the kréna would soon rally presur2002 4.8 2.9
ably caused the accumulated depreciation to prom?2003 2.5 2.2

greater increases in prices and the CPI than had be

expected. This large rise in the index caused ttShaded area indicates forecast.
twelve-month figure to overshoot the 6% toleranc
limit in June. In its new forecast, the Bank expects
prices to keep rising on account of preceding deprexcess of what is provided by current agreements and
ciation, although the quarterly increase will not be athe assumed wage drift, that the kréna remains stable
large as during Q2/2001. The annual rate of inflatioand that the economy will continue to cool in the
will keep rising until the end of the year, at whichmonths to come.

point the impact of the depreciation will largely have In May the Bank forecast assumed that inflation
been transmitted into the price level. According tdetween Q2/2000 and Q2/2001 would be 5.1%, but
the forecast, inflation will have moved to within theas it turned out inflation was 6% over the period. The
4Y2% tolerance limit around mid-2002 and reach thi@recasting error between quarters was outside the
214% target around mid-2003. This scenario is baséorecast’s 90% confidence interval. The bulk of the
on the assumption that wages do not increase iimcrease is attributable to the depreciation of the
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higher inflation than market participants, both in the

Table 3 Other inflation forecasts and inflation
course of the year and year-on-year, but the gap

expectations i , ,
appears to be closing. However, it should be borne in
2001 2002 mind that some of these forecasts were prepared
Year  Within Year Within  some while ago when the exchange rate of the kréna
onyear — year onyear  year \as higher, leading to lower forecast inflation. A
Average forecast ......... 6.5 7.6 6.0 3.8 survey of inflation expectations by the public is con-
General public’s ducted for the Central Bank three times a year, in
inflation expectations.. - 6.0 - - January, May and September. Last May, the public’'s
Inflation premium on expectations measured 6%, fairly much in line with
treasury instruments.... - 5.3 - - the experience of earlier surveys which have tended

Inflation forecasts are published by ECF, islandsbanki, Kaupt0 measure marginally higher expected inflation than
thing, Landsbanki and the National Economic Institute. The pubthe Central Bank has forecast. Inflation premiums, as

lic's inflation expectations are based on a survey in May. Thegneasured by the interest premium on non-indexed
interest rate premium is the difference between interest rates qfonds with a lifetime of slightly more than two years
0

indexed and non-indexed treasury instruments with a maturity ind d bond f ble lifeti |
just over two years. It is a measure of market participants’ expeg-ver Indexe onds of comparable liieume, also

tations for the average rate of inflation over the next two years appears to be broadly in step with the Bank’s fore-
cast. These premiums reflect the inflation anticipated

on average by market participants over that period
plus a risk premium which is in all probability on the
kréna, while wage increases in both the private artdgher side at the moment due to exchange rate fluc-
the public sector also had an impact. Thus the infladations.

tion forecast presented here anticipates significantly

higher inflation than forecast in May. At that time theAssumptions in the inflation forecast

Bank expected an inflation of 5.7% in the course ofhe forecast presented here incorporates, among
2001 and 3.4% over the following year. Here awther things, the revised economic outlook for
inflation rate of 8.1% is forecast in the course ofrowth and labour demand, published by the
2001 and 2.9% during next year. The forecast fddational Economic Institute (NEI) in June, and the
2003 is virtually unchanged, with anticipated infladatest forecasts of the IMF and the OECD, regarding
tion of 2.2% during the year, compared to 2.1% foreénternational price developments Changes in con-
cast in May. In the current forecast, pressure whidnactual wages are estimated based on current settle-
has been building up is expected to emerge earligrents with the main private sector unions. The out-
than was expected in May. As a result of this and dueok for wage drift is evaluated based on the assump-
to the depreciation of the kréna, inflation is forecadion that overheating in the labour market will ease
to rise in the near term, but the impact of the depre-

ciation of the krona is expected to have been large": - - - -
transmitted into prices by the beginning of next yea Tafla 4 Main assumptions of the inflation forecast
Accordingly, inflation will decelerate rapidly next percent changes

year, assuming that no further depreciation takepetween annual averages 2000 2001 2002 2003

Source: Central Bank of Iceland.

place, wage agreements hold and domestic demaconractual WAQES ....veveerenanens 3.7 5.4 3.7 2.9
slows down. _ Wage drift ..........oo..oorrvrrerrrennn. 20 17 12 10
Table 3 presents a comparison of the Bank's fortpomestic productivity ............. 22 15 10 13

cast with those of market participants, the gener gective exchange rate of

public’s inflation expectations and the inflation pre-the kréna (based on imports)... -1.0  18.2 3.8 0.0
mium on treasury bonds. On average, the Centrimport prices in foreign

Bank forecast higher inflation in the course of thecurrency terms ..........occoooieves 33 24 10 13
year than market participants, while forecast yea source Central Bank of Iceland.

on-year inflation is similar. In May the Bank forecas
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over the coming years, which is consistent with th
NEI's projections. Lower economic growth is
expected to bring productivity growth down. The
development of import prices is projected based ¢
IMF and OECD forecasts and forward prices fo
petrol and oil. Forward prices suggest that petrg
prices in Iceland could drop by 5-7% during the ne
quarter, if the exchange rate remains stable. There
a strong long-term correlation between petrol price
and oil prices, and the outlook in the oil market is fg
some downward trend in petrol prices next year. 0 0
As previously, the Bank assumes a consta
exchange rate from the day of the forecast, July 2
The main change in assumptions from the previoy
forecast is indeed the level of the exchange rate,
which depreciated by 5.6% from the last forecastn the exchange rate. Later in this article it is argued
Studies indicate that a permanent 1% depreciatidhat the real exchange rate is bound to appreciate in
generates a permanent long-term price rise of rougthe future. If this occurs within the forecast period as
ly 0.4%. If the recently witnessed depreciatiorthe result of a recovery of the nominal exchange rate,
proves permanent, it can be expected to push ugflation will end up lower than forecast. If, for
prices by more than 2% in the long run. example, the exchange rate gradually appreciates
Housing prices are expected to decrease by 5%awer the following nine months to the level it was at
real terms over the coming half-year. This assummear the end of April, inflation in the course of 2001
tion is broadly in line with the previous forecast of awill be 7%2% and move back within the tolerance lim-
5% real decline over the space of a year, although thie during the first half of next year. Then the Bank’s
decline is expected to take place earlier than was piieflation target could conceivably be reached as soon
viously assumed. The prices of large properties in thes next year. This scenario is of course based on the
Greater Reykjavik Area are already beginning tassumption that no upward review of wage agree-
drop in nominal terms. Smaller ones can be expecteakents is made.
to follow suit towards the autumn, since new housing Considerable uncertainty prevails concerning
is in abundant supply and there are emerging sighsusing price developments. New housing is in
that demand is waning. abundant supply and there are signs that demand is
dwindling. Nominal prices of most types of housing
Uncertainties and risk factors are still rising, however, although prices fell in real
As before, the Central Bank emphasises that foreerms during the last quarter. If housing prices keep
casts are subject to uncertainties and that specifising in nominal terms, the real decline in housing
values should be interpreted with care. The forecagtices will not be as large as assumed in the forecast.
is therefore presented in Fig. 5 with an assessment®h the other hand, it is also conceivable that pressure
its confidence interval. The entire coloured aregenerated by excess supply could lead to even sharp-
shows the 90% confidence area; the two darkest
ranges show the corresponding 75% confidenc>

Chart 5
Central Bank inflation forecast
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Source: Central Bank of Iceland.

interval, and the darkest range is the one inside whii;.
there is 50% probability that inflation will fall. The
uncertainty increases the longer the horizon of tt
forecast, as reflected in the widening of the confi
dence intervad.

As always, many assumptions of the forecast a
highly uncertain. Most important is the uncertainty
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The assessment of uncertainty in the inflation forecast is principally
based on the Bank'’s historical forecasting errors where appropriate, and
on a simple extrapolation of the forecasting uncertainty over the hori-
zon the Bank has not hitherto forecast. Just as forecasts for individual
values are subject to uncertainty, so is the estimated uncertainty of fore-
casts. The estimated forecast uncertainty should therefore be interpret-
ed with caution. The aim is to highlight the inherent uncertainty of fore-
casting rather than to provide precise assessment of the probability dis-
tribution of forecast inflation.



er real decline than assumed, with a correspondingnemployment falls. Both these factors contribute to
effect on inflation. higher inflation and wage rises. Consequently the
Uncertainties about wage developments havBank’s inflation target would not be achieved in

grown in the wake of higher inflation, especially2003, assuming a stable exchange rate and that mon-
bearing in mind that this could trigger the revocatiortary policy remains unchanged. In fact, the disinfla-
of wage agreements next February. If agreements di@n process comes to a halt if Reydaral is included in
revoked and wage rises are negotiated, this will hatke scenario. On the other hand, an appreciation of
an upward effect on prices. Thus on a long-term vietihe exchange rate is to be expected during the con-
there is some risk of a wage and price spiral if custruction phase, if a substantial amount of foreign
rent inflation expectations establish themselves. financing is involved. Import of labour during the

construction phase will also dampen the project's
Alternative scenarios impact on inflation. Furthermore, it should be borne
One of the critical assumptions underlying the aboviea mind that the results are sensitive to the timing of
inflation forecast is that wage agreements will not bthese projects. If they occur during a period of slack
revoked. It is also assumed that no further poweir the economy and inflationary expectations have
intensive industrial projects will be launched.established themselves around the Central Bank’s
Naturally, considerable uncertainty surrounds thedarget, the inflationary impact will be more manage-
assumptions. A model which forecasts both wagezble. Scenario four shows what will happen if wages
and prices enables the construction of scenari@se consistent with agreements until the end of 2002
where these assumptions change. The most impamnd the contraction in the near term is sharper than in
tant determinants of inflation and wages in thishe NEI's June forecast. However, this scenario
model are the exchange rate and conditions in thacludes the enlargement of the Nordural expansion
goods and labour markets. The accompanying chaelter. On these assumptions, economic growth
shows four alternative scenarios. Firstly, it iswill only be in the region of %2% this year and a 2%2%
assumed that wages are determined according to ttantraction will take place next year. Subsequently,
model from the beginning of 2002. Scenarios twgrowth will return to its equilibrium path. Under this
and three incorporate hydropower development pragcenario inflation would fall below the target in the
ects corresponding to the expansion of the Norduraécond half of 2003. The above scenarios should not
smelter and the construction of the Reydaral smeltdre regarded as forecasts, but are presented to high-
based on the NEI's estimates of its timetable and eclight the interaction of economic growth, labour mar-
nomic impact. These projects cause the positive oltet conditions, wage formation and inflation.
put gap to widen as economic growth increases and

The recent depreciation of the kréna can largely be

traced to a persistent current account deficit

Chart & The Icelandic kréna was floated at the end of March
The inflation forecast and alternative scenarios ;g year. In June, the kréna had on average depreci-
Forecast and assumptions as on July 20, 2001 ated by 13% from March, and was almost 7%:%
g % :Isncﬂs:;ni;irlget_ ::ess;z;esw Scenaried  Scenario Il lower than as_sumeq in the inflation f_orecast which
- the Bank published in May. Over the first 20 days of
6 July the exchange rate was on average somewhat
5 stronger than in June, having reached a trough on
4 June 20. The Bank’s report to the government
3+ describes the interaction of many factors that might
27 have had an impact on the exchange rate in recent
! 2000 2001 2002 2003 months. Various explanations are put forward, e.g. a
Scenar?ol Wages_determined by‘theforecasting model from January 2002. I‘ea| eXChange rate incompatib|e W|th |0ng'term eco-
Soonaio Il Scenar 1 + sonamoson at Felar. nomic equilibrium, an exceptionally wide current
Scenario IV Scenario Il + greater economic contraction than in NEI forecast. aCCOUnt def|C|t Wh|Ch undermined exchange rate Sta-
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Chart 7 Chart 8 )
Real effective exchange rate of the kréna Basic balance and
January 1980 - July 2001 inflow of foreign credit 1995-2060
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1. Basic balance is here defined as the current account balance plus outflow of foreign direct

Source:Central Bank of Iceland. investment capital and portfolio investment capitdburce:Central Bank of Iceland.

bility when financing of it became harder to sustainmined before a sufficient adjustment in domestic
the fishermen'’s strike, and other events that causediamand takes place. Hence currencies may be partic-
temporary disruption to the inflow of foreign ularly prone to come under pressure when the current
exchange revenues and fuelled pessimism about thecount deficit begins to shrink, as at present seems
macroeconomic outlook. It is also conceivable thab be the case in Iceland. The Bank’s report to the
market participants overestimated the need for ajovernment discusses the reasons for the recent
exchange rate adjustment, or that self-fulfilling infla-depreciation in more detalil.
tion expectations about the response of other market Last year the current account deficit amounted to
players had been at work. 68.2 b.kr. and the combined outflow on net foreign

In the Central Bank’s view, there is not a stronglirect investment and net portfolio investments 64.5
case for the existence of a major deviation in the reblkr. To finance the sum total, termed the “basic bal-
exchange rate from its long-term equilibrium levelance” in chart 8, a currency inflow in the form of for-
In June this year, the real exchange rate measureceign borrowing to the tune of 133.4 b.kr., or 11.1
terms of prices reached its lowest level since Jurekr. per month, was required to prevent pressure on
1983. Historical experience suggests that the retile exchange rate. In the past year there have been
exchange rate is likely to appreciate again, either lyarious signs of diminishing demand for foreign
means of a nominal appreciation of the kréna aredit, reflecting increasing reluctance among less
through higher inflation, or both. However, this doesptimistic domestic borrowers, who have become
not rule out the possibility that the exchange rate mayore aware of the exchange rate risk. Greater cau-
deviate from its long-term trend over a protractetion is a constructive and necessary element in reduc-
period, perhaps several years, besides the fact tlrag credit growth to a level close to normal long-term
the equilibrium level itself is subject to great uncergrowth, but the side-effects of this adjustment
tainty. process can be painful.

It can be concluded that the current account
deficit, coupled with outflows to meet portfolio Substantial decrease in the underlying current
investments and direct investments, has been the r@atcount deficit and securities investment outflows
cause of the depreciation of the krona over the pastiring Q1
year, although other factors have also come into plajhe current account deficit during Q1 amounted to
Last year, the inflow of foreign credit equivalent tol5.6 b.kr., just over 3 b.kr. more than a year before.
one-fifth of GDP and the Central Bank’s repeatetHowever, the trade deficit excluding trade in vessel
intervention proved inadequate to prevent a depre@nd aircraft shrank sharply. Of the 10 b.kr. deficit
ation. If financing of the current account deficit turnexcluding vessels and aircraft, 8.6 b.kr. was on the
more sluggish, exchange rate stability can be unddactor income account, double the figure from a year
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before. The service account was in balance, cor .10

pared to a 2.4 b.kr. deficit over the same period th Foreign trade in January-May 1999-2001

previous yeatr.

In comparison with the past year the DOrrowing e on previous year % change on previous year
requirement to fund the current account defici * 1999 B 200055 2001 E1999 B 20000 2001
declined sharply, which was equivalent to one-fifth 2% °
of GDP for the whole of 2000, as stated above. Tot, 15} -
borrowing requirement to finance the deficit, ne| 10l -
direct external investment and foreign securities pu
chases amounted to 24 b.kr. in Q1/2001, compar
with 30.8 b.kr. over the same period last year. Th
main factor at work was diminishing outflow on for-| " e mported General Exported - General Imported General Exported
eign securities purchases, which was 13.8 b.kr. lg o P s e oot e s
than in Q1/2000, at 5.9 b.kr. According to availabl{  source National Economic instiue.
data for the period, recorded credit inflow nonethe
less represented a lower proportion of the borrowingmounting to 2.2 b.kr. in April but a 3.5 b.kr. deficit
requirement than last year, at 77% compared wiih May. On the whole, foreign trade was in better bal-
87% then. This is reflected in a fairly large errors andnce over this period. Over the first five months of
omissions item, i.e. the surplus on the capital accouR001 the deficit was 8.6 b.kr., or 9.4 b.kr. less than
falls considerably short of the deficit on the currentiuring the corresponding period a year before.
account, which should theoretically balance, at leagxcluding trade in vessels and aircraft, the deficit
in the long run. It is premature to draw conclusionsias 3.1 b.kr., less than one-third of that during the
from these figures since they are rather volatilesame period in 2000.
although they could indicate growing sluggishness in Overall, the current account deficit seems quite
funding the current account deficit with foreign crediikely to narrow this year. Opposing forces are at
it, which could partly explain the exchange ratevork here, some tending to increase the deficit and
depreciation in the months that followed. others which reduce it. The recent depreciation actu-

ally operates in both directions to begin with. On the
External trade data for April and May indicate aone hand it leads to changes in the relative prices of
shrinking trade deficit in Q2 and probably in the secdomestic and foreign goods and services, thereby
ond half of the year improving the competitive position of domestic pro-
The merchandise trade account was in a surpldsiction and services, boosting exports and reducing

imports. The initial impact, however, may be an

Prices Volume

increase in current account deficit as a proportion of
_ ' _ GDP, because when the exchange rate depreciates,
Basic balance and foreign credit 2000-2001  and before market participants have the opportunity
to respond to relative price changes, the deficit will
B.Kkr. ECurrent account@ FDI, net . . , )
60 EPortfolio assets B Debt securities. | increase by more than GDP in kréna terms. This
PO loans, ete. -~ applies in particular to the factor income account,
where there is little scope for responding to changes
in the exchange rate. This phenomenon is known as
the “J-curve effect,” referring to the course of the
current account as it initially deteriorates when the
currency depreciates, then improves afterwards.
Little impact on trade volume was discernible
-60 T T T T T iati i
20001 200001 200001 20000V 20014 from the exchange rate depreciation last year. Thus is
1. Base balance is here defined as the current account balance plus outflow of foreign direct |t IS nOt Un“kely that the Curl’ent aCCOUnt def|C|t n the
investment capital and portfolio investment capitdburce:Central Bank of Iceland. .
second half of 2000 can be explained to some extent

Chart 9

20 - - - -

-20

40+ - - - - - L - - - - o o oo oo

MONETARY BULLETIN 2001/3 11



by the J-curve effect. During the first half of thisfor granted that faster export growth is spurred by the
year, however, some adjustment to the depreciatialepreciation. Growth in exports of marine products
is apparent, although these are difficult to distinguistiuring the first months of the year most likely

from adjustment linked to the economic cycle andeflects fairly good fishing catches rather than a
external conditions. For example, it cannot be takemeaker currency. Furthermore, aluminium produc-

Box 1 The National Economic Institute has lowered its forecast for growth this year

In its revised forecast published on June 18, the Next year, GDP is forecast to grow by only ¥2%
National Economic Institute forecast GDP growth 2% nd national expenditure to drop by 2%, following a
lower than forecast in March. The most significamegligible contraction this year. The last time national
change was that private consumption is forecast éapenditure contracted was in 1993. Imports are
decelerate much more rapidly than envisaged preexpected to continue to shrink next year, by 4.7%.
ously and is now expected to grow by only %% thialthough export growth is forecast to be sluggish
year. Revised figures for last year also show somewl{&t6%), it will be sufficient to bring about a reduction
less private consumption than earlier projections. ik the current account deficit ratio to 7.4% of GDP.
3%% fall in capital formation is expected in 2001, As pointed out elsewhere, in the Central Bank’s
which exceeds the March forecast by one percentagew the current account deficit is heading for a some-
point. This will result in a minor decrease in nationakhat lower figure than in the NEI forecast, despite an
expenditure, which will lead to a fall in imports byincreasing deficit on the balance of income this year.
0.9%, instead of growth of the same figure. Exports aféis trend could continue next year, spelling even less
forecast to remain unchanged. The current accowetonomic growth than is currently forecast, or even a
deficit relative to GDP is forecast at a similar size toontraction.

before, although the goods and services balance will be

more favourable.

Economic prospects 1999-2002

Forecast in June Forecast in March Difference
Volume changes on previous year Prov. Proj. Fc._:. Prov. Proj. Fe._.. Proj.  Forec.
in % unless otherwise stated 2000 2001 2002 1999 2000 2001 2000 2001
Private consumption.............ccccceeeeeenn. 3.7 0.5 -0.5 6.9 4.0 25 -0.3 -2.0
Public consumption............ccccocveeenee. 3.7 3.1 2.5 5.1 3.7 3.1 0.0 0.0
Gross fixed investment........................ 9.0 -3.5 -9.9 -0.8 9.0 -2.5 0.0 -1.0
Total national expenditure................... 5.1 -0.1 -2.0 4.6 5.4 1.1 -0.3 -1.3
Exports of goods and services............. 6.3 8.8 1.6 4.4 5.1 3.4 1.3 0.0
Imports of goods and services............. 9.3 -0.9 -4.7 5.7 9.3 0.9 0.0 -1.8
Gross domestic product.............ccceee.e. 3.7 15 0.5 4.1 3.6 2.0 0.1 -0.5
Balance on income in b.kr.................. -19.8 -24.1 -28.3 -13.5 -19.0 -23.5 -0.8 -0.6
Current account balance in b.kr........... -67.1  -73.0 -57.6 -43.6 -68.9 -72.15 1.8 -0.8
Current account balance, % of GDP .. -10.0  -10.1 -7.4 -7.0 -10.3 -10.1 0.3 0.0

Source National Economic Institute.
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tion, which accounts for the bulk of the growth, isfor the J-curve effect. Initially, the adjustment will
probably relatively insensitive to exchange ratéargely be felt in imports of consumer goods and
trends. Exports excluding volatile items increased hservices, and probably to a growing extent in invest-
8% in volume during the first 5 months of the yeament goods as the year progresses. This is already
and prices rose by 16% in kréna terms, largelguite evident from imports of consumer durables and
because of the depreciation. Increased export of alexpenditure on travel and transport. Export growth,
minium accounts for virtually all the volume growth,however, is probably nowhere near as sensitive to
since exports excluding power-intensive industrieshanges in the exchange rate, for the reasons stated
grew by less than 1%. Exports of marine products raabove. Nonetheless, the depreciation is likely to
fairly high during the first 4 months, but the impactyield, for example, some growth in tourism, although
of the fishermen'’s strike was felt in May. Growth inhardly on a significant scale before next year.
exports of marine products is likely to slow down The reason for expecting a fairly sharp adjust-
during the second half of the year. ment of imports is that a combination of factors are
Imports so far this year seem to have responded work in the same direction. The impact of relative
to the lower exchange rate and changes in the macpices changes has already been discussed. Imports
economic situation. Imports excluding volatile itemsalso decrease if real income drops in the wake of
contracted by 5% during the first 5 months of théigher inflation, which in fact is also attributable to
year compared with the same period in 2000, witthe lower exchange rate to a significant extent.
the contraction deepening in the last months. Theonsumer expectations of lower real income in the
greatest drop was in imports of consumer goodfjture can also amplify this effect. Also, there are
which fell 14%. Excluding aircraft, imports of various other cyclical mechanisms at work which are
investment goods also declined considerably. Ralikely to be felt simultaneously. For example, the
material imports, however, were still showing soméousehold debt service burden has increased, a cer-
growth, despite a decrease of one-quarter in fuiin degree of saturation can be expected to be pres-
imports and solely due to rising imports of inputs foent after hefty growth in the purchase of consumer
power-intensive industries. durables (e.g. cars) and investment goods during the
upswing, and the sense of job security has probably
Negative impact of the exchange rate depreciatiodiminished although unemployment remains still
on the balance on income counteracts the effect lmw. The signs of a contraction in imports that have
demand and relative price adjustment emerged during the first months of 2001 will there-
If adjustment to the exchange rate depreciation fere probably intensify in the course of the year.
ignored, and exports, imports and net factor incomenports of investment goods are still running high,
merely extrapolated in line with the exchange ratalthough some contraction is now being noticed. The
depreciation in excess of the assumption made in thEI's June forecast for a 3%2% decline in gross capi-
NEI's March forecast, the current account deficit willtal formation appears realistic, based on the trend so
exceed the NEI's forecast by 8 b.kr. In its revisefhr. In the NEI forecast, the investment activity sus-
forecast published in June, however, the NEI envisaining capital formation this year is the continued
aged no change in the ratio of the current accounbnstruction of commercial and office premises, pur-
deficit to GDP from its March forecast. In effect, thischases of computers and office equipment, and fish-
basically implies that the adjustment of foreign traderies. It is probably in these areas where a contraction
to the lower exchange rate will offset the J-curvés most likely in the near future.
effect. Counteracting the more favourable balance on
In view of developments over the first 5 monthdrade and services is the growing deficit on the bal-
of this year, however, the current account deficiance on income, including interest payments, which
could shrink more than forecast, although irregulas posed to become much larger than forecast by the
items distort the picture for Q1. The adjustment oNEI hitherto. In June it forecast a 24.1 b.kr. deficit
trade flows to changes in relative prices and inconteis year. However, the deficit for Q1 had already
would in that case probably more than compensateached 8.6 b.kr., or 37% of the forecast figure for
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the whole year, even though only part of the the deterioration in the inflation outlook during
exchange rate depreciation had occurred then. If the the first half of the year.
exchange rate remains weak until the end of the yegr, The stock of foreign securities owned by

a simple projection of the exchange rate impact |celandic residents has become fairly large. Once
would leave the factor income deficit for the year as those who manage these assets start to expect a

the case, the factor income deficit alone could reach reason to increase the weighting of domestic

a record figure of roughly 5% of GDP, slightly larg-  assets in their portfolios.
er than its previous record of 4%2% in 1984. .
The adverse development of the balance on

income, caused by the depreciation, calls for a more . !
) ; exporters will benefit from the weaker exchange
abrupt adjustment on the demand side than would . . R
rate and could be viewed as interesting invest-

otherwise be required. In order to strengthen the . : 2
exchange rate on a permanent basis. the current ment options, while the outlook for profitability
ge rat b i in other sectors is less favourable, e.g. in the retail
account deficit should preferably not run higher than d fi ial h s al b il
2-3% of GDP on average, which assuming a 5% and financial sectors. There |skaso su kstantla
U ' . ncertainty in over mar making i
deficit on the balance on income would require a uncertainty overseas ma ets, aking t
surplus on the goods and services account in the unclear Whe.ther profltgblhty of dpmestlc bu5|—.
range 2-3%. In a downswing an even larger surplus NESSEs relatlve_,- to.fore|gn ones will have a posi-
- .~ tive or a negative impact on the exchange rate in
could be required to put the exchange rate on a firm
. - . the near term.
footing. It is clear, however, that the impact on the o
exchange rate will to a large extent depend on tife 'Ne real exchange rate of the krona is at a very
behaviour of market players such as the pension low level from a historical perspective. Investors

funds, which allocate national assets between pur- WhO wager on its stability are therefore unlikely
chases of domestic and foreign securities. to suffer permanent damage even if the krona
weakens further in the short term. On a long-term

Uncertain exchange rate outlook in the coming View, the low level of real rate of exchange
months, although a long-term strengthening is likely increases the likelihood of an appreciation, pro-
International experience indicates that it is next to Vided thatinflation does not head any further out
impossible to forecast exchange rate developments Of control.
with certainty, and the Icelandic kréna is no excep-
tion. There are conflicting forces that could serve to The balance of the above forces will determine
strengthen or weaken the kréna still further: the exchange rate of the krona in the years ahead, but
it is absolutely impossible to tell what results this
e The current account deficit still entails asizeablghg_of_\,\,ar will have in the next few months. The
need for foreign capital, although the need fogentral Bank has made its desire for the kréna to
foreign credit decreased markedly in Q1 due tgtrengthen from its present rate clear to market par-
lower net purchases of foreign securities. ticipants. However, the Bank will only intervene in
o Offsetting this is the greater short-term interesthe foreign exchange market if there is a pressing
rate differential with abroad, which has recentlyeason for doing so or intervention is likely to have
been almost 7% in the case of three-month Teng term effects.
bills, and somewhat wider measured in terms of
money market rates. This gives investors considrurnover and activity are still running high
erable incentive to buy Icelandic rather than forThe most recent statistics suggest that economic
eign short-term bonds, provided they have confiactivity was much more robust in the first half of the
dence that exchange rate depreciation will ngtear than could have been expected given recent dis-
offset the differential. However, the incentive tocussions in the media. Growth in the first-half of the
hold domestic assets is somewhat dampened ggar was probably not below potential growth.

The business outlook is ambiguous. Potential
investors have relatively few good options. Some
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Chart 11 which is consistent with the indicators on the state of

Turnover 1998-2001 the labour market discussed below.
% volume change from same period in previous yeal
) —=Total turnover = Retail trade Poorer business profitability due to higher financial
15 7& == |ndustries excl. fish Domestic sector excl. fuels- costs

process.&power-intensive

Available interim reports and forecasts made by
financial institutions suggest that profits of listed

companies declined during the first half of this year.
However, this is to a large extent the result of higher
financial expenses, mainly due to the depreciation of
the kréna. EBITDA as a proportion of turnover

L ] appears virtually unchanged from the same period

T T T T T T T T T T
Jan.MarchMay July Sept.Nov. Jan.MarchMay July Sept.Nov. Jan.March

-Feb.-Apr. -June-Aug. -Oct. -Dec. -Feb.-Apr. -June-Aug. -Oct. -Dec. -Feb.-Apr. Iast year In the flsherles sector thls ratlo seems to
1999 2000 2001 !
SourcesNational Economic Institute and Central Bank of Iceland. have grown ConSiderably, prompted by h|gher prOd—

uct prices in foreign currencies and the lower
Hence it is still uncertain whether the positive outpuéxchange rate of the krona. EBITDA has also appar-
gap has begun to shrink. The NEI recently publisheehtly increased in the manufacturing industries.
its first quarterly national accounts, from 1997 to th&eneral operating conditions therefore seem fairly
first quarter of this year. These indicate that GDP ifavourable for export and import competing indus-
Q1/2001 was just over 7%% higher than in the santges. On the other hand, higher foreign-denominated
period last year, mainly driven by dynamic exportdabilities as a result of the depreciation will hide this
and strong growth in capital formation, while privatdfact this year. Such an accounting adjustment will
consumption shrank slightly. Although these statisaave much less effect on cash flow, which will
tics need to be taken with a certain caution, as theseprove among companies experiencing growth in
are preliminary figures and the first attempt to proEBITDA.

duce quarterly accounts, it seems safe to conclude

that output continued to grow during the first month&abour market still overstretched with little sign of
of this year. Figures for turnover in various sectorgasing

based on VAT returns, support this conclusion. In th€he labour market situation is slow to change. The
first four months of 2001, turnover grew almost 7%abour market is still very tight judging by the num-
in real terms from the corresponding period last yeader of vacancies offered by employment agencies. In
As stated elsewhere, exports were robust in the firdtine these numbered 610, compared with 450 in
five months of this year, especially because of alWune 2000. Unemployment in June measured 1.2%,
minium and marine products. Turnover of domestibaving fallen by 0.4% from the previous month. This
sectors (excluding fuel) rose 3% in real terms frons a marginally lower rate than in June last year but
the same period in 2000, which is little changed froralso a lower monthly drop. Seasonally adjusted
the preceding year. To a substantial extent this is dueemployment was 1.3% in June and had not
to a large increase in turnover in the construction armhanged much since the middle of last year.

service industries, while retall activity remained vir- The number of new temporary work permits for
tually stagnant in real terms. Real turnover in mantemployee coming from outside the EEA fell in May
facturing industries excluding power-intensiveand June compared with the same months in 2000,
industries and fisheries was 4%% higher than in tHer the first time in more than a year. A total of 346
same period last year, which represents an acceler@w temporary work permits and permits for change
tion in the rate of growth. It is also worth noting inof workplace were issued in these two months, as
this context that the year-on-year growth in domestiagainst 405 in the same months last yé&are num-
sector turnover in March and April was higher thar——

in January and February. Thus these statistics Slz. The Department of Employment recently introduced a new subcatego-
provide no evidence of an economic contractior ry for temporary work permits, namely temporary permits for changes
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Chart 12 cut back staff the most, or by 3.9%, but this can be

Unemployment, work permits and job vacancies explained by the approaching end of the summer sea-
son. Manufacturing companies also wanted to cut

1,100-moNth moving average % 52 back staff slightly. Considerable demand remains for
Work i d (left-hand axi . . .

10001 \ - - - - - Jvorcpermite gramea (Send@x®) -+ 21| workers in construction, where companies wanted to
9004 - _ == Job vacancies (left-hand axis) _L2o X . X . X i
g00d - N . =Unemployment rate, s.a. (right-hand axis) ; increasing their staffing by 2%. Fish processing
R Y 2 U 18 firms expect to increase their number of employees
ol N NS by just over 1% at the start of the new fishing season
wol - - - - A - N S N |15 in the autumn.
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1> Wage rises in Q2 in line with expectations

o+t 11 The wage index rose by 2.3% between Q1 and Q2
P M TN T M M T ddor this year, largely due to new agreements with central
SourcesStatistics Iceland, Central Bank of lcefand. and local government employees. Real wages were

1.3% higher in June than a year before. Since
ber of permit extensions were issued in June wdcember, they have risen by 1.6%. Wage agree-
substantially larger than year ago. During the first siments have been made with various groups of public
months of 2001, 2,259 work permits were issuedector employees recently and only a handful have
787 more than in the first half of last year. Of thigyet to complete negotiations. The wage index for
figure, almost two hundred were issued to stripteagriblic sector and bank employees increased by 4.4%
artists, who were first required to have work permitbetween Q1 and Q2 in 2001. A continuing rise may
in May 2000. The number of unlimited permits doube expected in the next quarter both because of con-
bled from 102 to 207. Indefinite permits are issued twacts that remain to be negotiated and due to the fact
foreign individuals, unlike temporary permits whichthat the index measures average wages for the peri-
are issued to employers. Foreign citizens are entitledl, so that recent increases will be spread over two
to indefinite permits after working in Iceland forquarters. The wage index for the general labour mar-
three years and obtaining indefinite residence peket increased much less, or 0.8% between Q1 and
mits. Given the large number of temporary permit®?2.
issued and extended in recent years, many foreign Wage drift in the general labour market more than
nationals are now entitled to indefinite residence armtbubled between the first quarters of 2000 and 2001,
work permits in Iceland, thereby becoming permawhen measured on the basis of a paired sample made
nent participants in the Icelandic labour market. by the Institute of Labour Market Research rather
Indications of an easing in demand for labouthan the wage index published by Statistics Iceland.
remain weak. However, the NEI's labour market sun Q2 wages in the general labour market had risen
vey in April indicated at a better balance in théy 8.1% in the space of a year, according to the wage
labour market, and a substantial easing of demandiimdex, which exceeded contractual rises for the
some areas, e.g. services, transport and manufactiargest groups of wage-earners by 2.1%, the same
ing. The Federation of Icelandic Industries conducfigure as in Q1. Wage drift in Q1 according to the
ed a similar survey among its members at the end listitute’s results measured 4%2%. Hence, the gap
June and beginning of JUlyOf the respondents, between wage increases as measured by Statistics
most businesses wanted to keep their staffing levdlseland on one hand and the Institute of Labour
unchanged, and overall they wanted to increase théitarket Research on the other hand has been widen-
workforce by 0.1%. Tourism companies wanted téng substantially of late. According to the Institute’s
results, real wages in the general labour market had
risen by 9.39%.

of workplace. In June, 131 new temporary work permits were issued,
and a further 87 on account of changes in workplace. —_—

4. Around twelve hundred business were sampled, and just over one-thi5. It should be pointed out that the use of paired samples (in which only
replied. individuals in both of two subsequent samples are compared) entails

16 MONETARY BULLETIN 2001/3



Chart 13 Much higher supplementary payments were
. , made to state pension funds in the first half of this
Wages as a ratio of gross factor income year than during the same period in 2000, or 7.5 b.kr.
% 1980-2000 against 3 b.kr. The net borrowing requirement after
these payments is 11.2 b.kr. so far this year, com-
pared with a 10.7 b.kr. surplus at the same point in
2000. Net funding with domestic long-term borrow-
ing was negative to the tune of 2.7 b.kr., and even
more if accumulated interest is included in repay-
ments. In all, 6 b.kr. has been funded with T-bills, 6.1
b.kr. with borrowing abroad and 1.8 b.kr. by drawing
] on bank deposits. At the same time last year, there
1980 1982 1984 1986 1983 1990 1092 1994 1996 1se8 2000 WETE in contrast net repayments of domestic long-
Source National Econommic Institute. term debt by 9.8 b.kr., net funding with T-bills was
minimal and net borrowing abroad amounted to 1.4
As stated in the Central Bank’s report to the gowvb.kr. Thus the treasury has played a considerable part
ernment, published elsewhere in this issue of funding the current account deficit this year,
Monetary Bulletin, wages have risen by considerablynlike the situation at the same time a year ago.
more than productivity in recent years, in pace with
robust domestic demand growth. Rising wages areeasury revenue growth has slowed down and indi-
reflected in a growing share of wages in factorect tax receipts have decreased
income, up from 60% in 1994 to 66% last year a%ax receipts were 6.4% higher in the first six months
shown in Chart 13. of 2001 than over the same period in 2000. Receipts
from direct taxes until the end of June were 20%
Much poorer fiscal result than in the first half ofhigher and personal income tax yielded 14% more
2000 revenue. Indirect tax receipts, however, were 0.6%
During the first 6 months of this year, treasury outlower than at the same time in 2000. In this figure,
lays were 1.7 b.kr. higher than receipts. Over th€AT receipts were 0.8% down, despite average price
same period last year, revenues outstripped outlasises of 4.7%. Import-related revenues (import
by 10.6 b.kr. This sharp turnaround can partly bduties, general excise taxes, and motor vehicle and
traced to ad hoc outlays to meet bond redemption p&trol import duty) dropped by 11%. However, rev-
Supreme Court ruling on disability pensions anénues from payroll taxes and motor vehicle taxes
buying up of sheep farming quotas, but is mainly the
result of a large increase in general outlays and a cer

68

66;
64
62; - - -
60l - - -

58

tain degree of slack in revenues. Chart 14
Central government revenues 1999-2001
Asset movements showed an outflow of 2 b.k 9
until the end of June. while for the same period la % change in real terms between latest 6 months and
’ . . . same period in previous year
year there was a 3 b.kr. inflow, the difference bein ;% P P Y
due to 5 b.kr. in late collections of revenues from pr ]
vatisation measures in 1999. If this last figure is e 1/ AU Direct taxes—

cluded, first-half movements in 2000 and 2001 wer
similar. The net borrowing requirement amounted t
3.7 b.kr. over the first 6 months of this year, compare
with a 13.7 b.kr. surplus for the first half of 2000.

Total revenues exc?./ Indirect taxes—\

T 1 11 1 1T T T T 1T 1T 1T T T T T T T T T TT
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some positive bias because of increments for length of service, 1999 2000 | 2001 |

although this hardly explains the entire difference between measure-  soyrcesstate Accounting Office, Central Bank of Iceland.
ments.
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Box 2 The Central Bank’s system for assessing the economic situation and outlook

The Central Bank assesses the economic situation arades them independently. The Bank also considers
outlook in a variety of ways, drawing not only on itsnflation forecasts made by financial institutions.

own work but also that of other official economi(i\/larket watch The Markets Unit of the Bank's

EEEEES SVEN &3 S NEWee] | Somsmis Ir]St'tml@ronetary Department closely monitors developments

Furthermore, it keeps abreast of analyses from finan- L . R
in domestic financial markets and maintains close con-

cial institutions, industry and employers organizatior}%d with other financial institutions

and the labour movement. The Bank also closely mon-
itors international economic developments which havurveys The Central Bank surveys the general pub-

an impact on the domestic economy. lic's inflation expectations. The Bank is considering
Broadly speaking, the Bank’s monitoring workwhether to launch more comprehensive surveys of
may be divided into the following categories: consumer and business sentiment. Furthermore, the
. Bank takes into account other surveys conducted in
- Assessment of economic indicators this field

« Forecasting
Market watch
- Surveys

Personal contactBank officials hold discussions with
a broad range of economic and social group to gather
information and hear their views. The Governors have
Personal contact with financial institutions, industry regular contact with senior officers of other financial
organizations, labour unions and businesses institutions. The Bank’s Economics Department has
Assessment of economic indicatoléew economic contact with analysts at other financial institutions,
statistics are scrutinised soon after they are publishéedustrial organisations, labour organisations, real
Each month the Bank’s Economics Departme@state market players and individual companies.
observes and analyses at least 82 domestic econofdfticials at the Markets Unit also have very frequent
aggregates, which are generally compiled on a monggntact with their counterparts at financial institutions
ly or more frequent basis. These indicators a@s well as firms that are major players in the foreign
analysed in a number of ways to extract the inform&xchange market. Furthermore, the Bank’s Financial
tion they contain. For example, the interest rate spdeepartment maintains contact with financial institu-
trum is analysed to obtain information on expectatiof®ns concerning the monitoring of financial stability.

about interest rate trends and inflation. . . .
After the Central Bank adopted inflation targeting, the

Forecasts The Central Bank conducts quarterly inflaBank’s system of monitoring the economy has become
tion forecasts spanning a horizon of at least two yearsore important. In the near future the Bank will strive
As part of the forecasting process it makes a compte-improve its ability in this area. The focus will be on
hensive assessment of the factors that are most crugigbroving the Bank’s forecasts and its methods of
for inflation developments. As a rule the Central Bankonitoring expectations, among other things via sur-
builds on NEI macroeconomic forecasts but also evaleys.

exceeded inflation by 4%, as wages have been risitlge same period last year. The budget assumed a 6%
more than prices and car ownership has increasettrease between the years and inflation of just under
substantially. 6%. A further 15% b.kr. was expected from sale of
Excluding revenues from the sale of assets, totaksets, which is still at the preparatory stage. The
treasury first-half revenues increased by 7.2% fromverall picture is that consumption-related revenues
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have plummeted in real terms while taxes on persogeted 34 b.kr., and the surplus excluding sale of
al income, corporate income and wealth have moessets around 5 b.kr. instead of 20 b.kr.
than kept pace with inflation. For the year as a whole,
total nominal tax revenues look set to be similar t&/nderlying credit growth still shrinking, and growth
the budget estimates, or possibly lower. in money supply and savings slows down again
Lending by deposit money banks (DMBSs) increased
Treasury outlays grow at twice the rate assumed by 9%2% from the end of March to the end of June,
the budget partly due to a revaluation of foreign-denominated
Treasury outlays were 21.6% higher in the first halbans following the 12% effective appreciation of
of 2001 than the same period a year before. THereign currency over the period. Excluding the
budget assumed an 11% increase between the yeargact of the depreciation of the kréna and indexa-
In part the large increase now is the result of ad haion, lending grew by roughly 3%. Twelve-month
measures:; payment of accumulated interest to mawiminal credit growth ran at 26% at the end of June,
savings bond redemption, buying up of agriculturahe same rate as the year before. The difference,
quotas, unforeseen disability pension payments ahdwever, is that this year the exchange rate depreci-
settlements for health insurance expenditures mtion and indexation of loans account for a major part
2000. Other outlays excluding investment expendnf this growth. After adjustment for these factors,
tures increased by 17%%, while the budgetecredit growth over the 12 months to the end of June
increase for the whole year was 9%2%. Central gowas roughly 12%2%. At the same point a year before,
ernment operating expenses alone rose by 10%:%rpwth was just over 24%2% measured in these terms.
compared with the 6.6% increase between the yearbus lending growth is continuing to slow down
assumed in the budget. It is not inconceivable that tlggadually.
large increase in outlays over and above ad hoc pay- At the end of June, broad money (M3) had
ments is partly explained by their timing, so that thancreased by 12% over the preceding 12 months, and
rate of increase could slow down as the year prohe rate of growth has hardly changed for a whole
gresses. If the present trend continues, however, cgmar. In the opening months of the year money sup-
tral government outlays will rise by 18% between thely was growing somewhat faster, for reasons includ-
years instead of the 11% forecast in the budget, whileg an increase in foreign-denominated bank
revenues excluding sale of assets will be more or ledsposits, especially in March. Currency deposits
on target. If the budget's assumption of 15% b.kdeclined somewhat again in May and did not
gains on the sale of assets holds good, the treasimgrease by more in June than at the same time a year
surplus would be around 20 b.kr. instead of the budbefore. Although money supply growth has changed
little over the past year, in real terms it is down con-

siderably, to 4%2% in the past 12 months.

Chart 15 _ Total lending and domestic securities assets of
Central Bank real repo interest rate and the credit system increased by just over one-fifth
housing bond real yield at end of month 2000-2001 over the 12 months until the end of March. The
752 fastest growth was in corporate lending, by almost
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703 - - - - - - - - s s s s s sy e

one-quarter, while lending to households increased
by almost 16%. Excluding adjustment for exchange
rate and indexation changes, the twelve-month rate
of growth in lending by the credit system was run-
ning at 13% at the end of March, which is a some-
what higher growth rate than at the end of last year.
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S FMAMI JASONDIFEMAMGI 3 Financial conditions and the monetary stance
| 2000 2001 The monetary stance eased somewhat in May and
Source:Central Bank of Iceland. . . . .
June due to higher inflation expectations and the
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Box 3 Are there grounds for Iceland to maintain a similar monetary stance to the USA?

Recently comparisons have frequently been madeemployment in Iceland has risen slightly of late, but
between monetary policy stance in Iceland and thestill very low.
USA. Since the beginning of this year the Federal The impact of Iceland’s much higher wage in-
Reserve has cut interest rates six times, by a totalaséases on the inflation outlook is magnified by the
2.75 percentage points. The federal funds rate stoodatticularly unfavourable development of the kréna,
6.5% at the beginning of the year, and had then beshich for example weakened by one-fifth over the
unchanged since the previous spring, but is noperiod May 2000 to May 2001. The US dollar appreci-
3.75%. Central Bank of Iceland policy interest ratested in effective terms by 7% at the same time, accord-
peaked at 11.4% over the period November 2000 itoy to IMF calculations, and by much more on a
March 2001. At the end of March they were lowerelbnger-term view. The dollar has not been stronger
by 0.5%. A question which has been frequently askesthce the mid-1980s, which is actually too much of a
is whether this difference between Icelandic and Ugbod thing from the point of view of US businesses
interest rates is warranted, e.g. in light of the fact thand the external balance of the economy. The ex-
economic growth is now slowing down in both counehange rate has contributed to keeping inflation in
tries and is forecast to be at similar rates this yeaheck in the USA, but kindled inflation in Iceland.
Closer scrutiny, however, reveals many differenceBespite the lower US interest rate, the dollar has
Firstly, inflation is much higher in Iceland, as the@emained strong, in fact undesirably so. The Federal
accompanying table shows. This means that despReserve can cut interest rates without much concern
the 7.15 percentage points differential between tladout the impact of exchange rate developments on
Icelandic Central Bank rate and the federal funds raf@jces. In contrast to the Central Bank of Iceland’s con-
the real differential is much less, at 3.2 percentagern about inflationary consegences of a depreciation
points based on inflation over the past 12 months. of the kréna, even if the dollar were to weaken sub-
As the chart shows, the two countries differ istantially, the Federal Reserve can afford to look at the
more than their inflation rates. Most indicators suggedbllar exchange rate with benign neglect. The US
that the Icelandic economy is much more overheatestonomy is relatively closed and self-sufficient
For example, the difference in wage developments (@lthough it has opened somewhat in recent decddes).
striking. Over the period from 1996 to 2000, wages iltceland not only has a much higher proportion of for-
Iceland rose by 18% more than productivity. In theign trade to GDP, but also profoundly lacks diversifi-
USA productivity outstripped wages over the sameation of production and domestic competition.
period. This means that there is much less risk of wagG&anges in the exchange rate are therefore transmitted
increases leading to higher inflation in the USA than imuch more quickly to Icelandic prices.
Iceland. This pattern reflects the situation in the labour The strong real exchange rate and large current
market. Unemployment was at a historical low in thaccount deficit in the USA suggest that the dollar may
USA last year, and went as low as 3.9%. Over the pas&preciate considerably over the years to come. The
half a year it has been rising again and stood at 4.6%
in May. In Iceland unemployment figures have beez. Only 10% of changes in the exchange rate of the dollar are transmit-
much lower. Registered seasonally adjusted une tedtoUS consumer goods import prices within one year. The impact
ployment reached a low of just over 1%, but lay in tk of a 10% depreciation of the dollar on the consumer price index in
. the USA is therefore only a fraction of 1%, compared with approxi-
range 2-2Y2% accordlng to labour market Surveys col mately 4% in Iceland. On the impact of exchange rate changes on US
parable to those in the USASeasonally adjusted import prices, see Maurice Obstfeld and Kenneth Rogoff (2000),
“Perspectives on OECD Economic Integration: Implications for US
Current Account Adjustment”, paper presented at a conference

organised by the Federal Reserve Bank of Kansas City, Jackson
1. Such employment surveys are only conducted in Iceland twice-yearly. Hole, Wyoming, August 24-26, 2000.
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attractive for investors to hold. Otherwise there is a

Comparison of economic conditions risk of even further depreciation while the adjustment
in the USA and Iceland of domestic demand is in progress.

A comparison of lending growth is no less striking.

% USA Iceland . . . o ]

0 o celan Lending has been growing fairly rapidly in the USA in
Latest cemra: P?Ink, policy interest rate... 33; 1?'(? recent years. In 1998 and 1999, twelve-month lending
Latest ar_mu_a INIRLION oo ’ ~ growth by US credit institutions to domestic busi-
Real policy interest rate

3 hesses (excluding other credit institutions) was in the

based on latest inflation....................... 0.1 o !

Forecast inflation, % range 6%-7%. Growth slowed down considerably last
between 2000 and 2001 ........................ 131 6.4 year and has recently been around 4%-5%. By com-
Wage increases 1996-2000 .................... 12.7 31.4 parison, lending growth within the Icelandic credit sys-
Rise in wage costs per unit tem amounted to around 20% last year and lending by
production, % 1996-2000 ..................... -1.8 17.9 DMBs increased by almost 35% when the growth rate
Exchange rate trend peaked in 1999. Since then, credit growth has not fall-
May 2000 - May 20A..........c..cccvevenene... 6.6 -21.4

en below 25%, although part of last year’s figure can

AT ERIR e L et s 3.4 45 in fact be attributed to the revaluation of loans linked
Forecast growth 2001 ... 0 to the exchange rate or price index.

OUIPUE GAP 2000 v 22 2 All the above goes to show that economic condi-
Unemployment as . . . .

% OF 120U fOrCR..........voooeeeeeeccccenns 46 16/2-21, Uons in Iceland are very different from those in the
QU FEEaT T USA. There are many indications that the USA is on
2000, % Of GDP....cooveverieiciereieieierenns 4.5 10.3 the brink of recession. The underlying economic trend
12-month credit growth, in the US economy leaves the Federal Reserve fairly
LateSt fIGUIES.....ovvreverrrerrissieerereieeeienenns 4.7 25.9 well placed to stimulate economic growth by lowering
Accumulated 3-year interest rates. Given wage and productivity develop-
LB DN sconeconezoscosszanezsseosesaoeczoczos 270 810 ments in recent years, excess capacity and the strong

1. IMF Forecast, May 2001. 2. Average US$ exchange rate as per position of the dollar, the Federal Reserve can ease the
IMF, International F.in.ancial Statistics\vt_erage kr. rate as per Central monetary stance, fairly confident that it will not lead to
Bank of Iceland official exchange rate index. 3. Consensus Forecast, . . i . .
May 2001. 4. National Economic Institute of Iceland, June 2001. higher inflation. In Iceland, there are various signs of a
5. Based on June 2001. 6. Foreign lending weighs heavier in total gloywdown or even a recession in the near future. The
e oy oo o o yon v NEIS measuremens of GDP for QL, however, il
in recent years indicate robust growth of more than 7% since Q1/2000,
although this may possibly be the product of temporary
long-term outlook for the exchange rate of the krérfactors. The bottom line is that macroeconomic imbal-
has been even weaker, and explains its less favouradtees in Iceland that need to be unwound are much
development. There are few reasons to believe that theger. This invites the conclusion that, however worth-
exchange rate of the krébna was more misaligned thahile it may be for the USA to attempt to stave off a
the dollar is today when it peaked in real terms lascession by easing the monetary stance, it should not
year, far from it. However, Iceland’s current accourtie taken for granted that such an objective is realistic
deficit last year was more than double that of the USAr even desirable in Iceland. Given the scale of the
The closer correlation between exchange rate aaderheating of the Icelandic economy in recent years, a
prices in Iceland means that monetary policy must pggmporary contraction of output may regrettably be the
much more heed to conceivable impacts on the kromaice that has to be paid for the excesses of the past, in
A persistent current account deficit may make #rder to prevent inflation from becoming too
unavoidable to maintain a sufficiently high interest difentrenched and to secure that the Central Bank'’s infla-
ferential with abroad as to make the Icelandic krortin target is attained within an acceptable horizon.
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exchange rate depreciation at the same time as tlegport to the government published in this Monetary
Central Bank policy interest rate remainedulletin. Further to this, recent statistics suggest that
unchanged. Towards the end of April the inflatioreconomic activity is still much more robust than is
premium on 2-3-year government bonds was arounddely claimed, as outlined earlier, leaving it uncer-
5%, then fluctuated in the range 5¥2-6%2% in May antin as to whether growth has dropped below its equi-
June. Measured against this inflation premium, thigrium level yet.
Central Bank’s real rate of interest was just over In accordance with the agreement between the
6%2% immediately following the cut in its policy rategovernment and Central Bank of Iceland on March
by half a percentage point near the end of March, b@%, the Bank’s interest rate decisions in the next few
was down to 5%% by the end of April. It then fellmonths will be primarily determined by the target of
further in line with higher inflation expectations toachieving a rate of inflation in the region of 2%2% no
reach 4%2% around mid-June. By then the krona wéeter than the end of 2003. The inflation premium on
8.4% weaker than had been assumed in the inflatitonger government bonds (5-7 years) suggests that
forecast the Bank had published in May. In Julythis target is still some way from enjoying the confi-
however, inflation expectations have diminishedlence of market participants. The Central Bank
somewhat and the exchange rate has strengthentidtrefore has less scope than normal for employing
On July 20 the inflation premium on governmeninterest rate cuts to soften the landing in the near
bonds was just over 5% and the Central Bank’s retrm. If the kréna strengthens in the near future
rate of interest had risen back to 5%2%. The kréna haad/or longer-term inflation expectations move clos-
then strengthened by 3.1% since mid-June. er in line with the target, the scope for lowering inter-
The slacker monetary stance caused by lower readt rates will increase. On the other hand, a greater
interest rates and the exchange rate depreciation Hi&ielihood of a wage, price and exchange rate spiral
been offset by the fact that other financial conditionsould force the Central Bank to raise its policy rate in
affecting demand have either remained relatively starder to keep the monetary stance sufficiently tight,
ble since the Central Bank published its assessmeanten though this would be accompanied by a harder
of the economic outlook and monetary developmentanding. The only consideration that could restrain
in Monetary Bulletin in May, or have had a tightenthe Bank from such intervention is if the stability of
ing effect. Tighter liquidity has meant that interesthe financial system would be endangered by such an
rates in the domestic inter-bank market have falleinterest rate rise, since a financial crisis would even-
by less than the Central Bank’s interest rate cut dnally cause demand to contract and thereby bring
March 27 could have warranted. Indexed long-terrdown inflation anyway.
interest rates are now similar to or higher than their Calls have been made from various quarters for
level towards the end of April, except for the venthe Central Bank to go on cutting interest rates
shortest instruments. In addition, borrowers nowmmediately even though inflation has been on the
probably rate foreign credit terms higher than a fewcrease and forecasts suggest that it will not return
months previously, because of the recent deprecigr within the tolerance limits until the middle of next
tion and greater swings in the exchange rate. It cgear at the earliest. Such demands cite the fact that
also be pointed out that equity prices have continuglde Icelandic economy has entered a period of con-
to slide and the ICEX-15 index is now 9% dowrtraction which will intensify in the near future. Some
from the end of April. The Central Bank began low<critics even allege that the Central Bank is out of
ering interest rates towards the end of March itouch with the pulse of the economy and that others
response to signs that the economy was beginninghave a better overview of the economy. This is
cool and the outlook for economic growth to dropvrong, since the Bank does strive to keep a close
over the coming period below its long-term equilibwatch on economic developments in Iceland as the
rium level. The weakening of the krona in recenBank’s duties require. This topic is dealt with in more
weeks and greater inflation expectations fuelled bgepth in Box 2 on p. 18.
higher measurements, however, halted this develop- In the debate on economic policies there has been
ment for the time being, as explained in depth in the tendency to compare Iceland’s monetary policy
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with that of the USA and point out how much morenterest rates begin to have an effect on the economy.
reluctant the Central Bank of Iceland is to cut inter&enerally speaking this criticism is unjustified. The
est rates under what to a large extent apprear to Bank is fully aware of lags in monetary policy imple-
similar conditions. As pointed out in Box 3 on p. 20imentation, which is of course the main reason that
21, such a claim is unfounded, since the economiiflation forecasts and the Central Bank’s assessment
circumstances are actually quite different. A numbesf the economic outlook play a key role in its formu-
of points can be identified. In several respects thation. All the same, a difference of opinion concern-
Icelandic economy has been much more overheated) the economic outlook and public discussions of
than the US economy, and the imbalances more prihrem is perfectly normal.
nounced. Released statistics indicate that a down turn On closer scrutiny the dispute between the
in the US economy is at an advanced stage and recEentral Bank and advocates of immediate interest
sion may be pending. A depreciation of the dollar isate cuts appear to revolve around two main issues.
desirable and will have far less inflationary impacOne is the assessment of the current situation, which
than a weakening of the Icelandic kréna. Inflation ishen affects the outlook. As pointed out in this arti-
much lower in the USA too. Moreover, two factorscle, the latest statistics suggest that the economy has
are crucially different. Firstly, the Federal Reservéeen more robust recently than even the Central
has much more scope to engineer a soft landing thBank foresaw. Secondly, the argument appears to
the Central Bank of Iceland has, since the formerisinge on whether it is possible and desirable to pre-
monetary policy enjoys much greater credibility. Thevent a recession or at least very low economic
Federal Reserve’s interest rate cuts do not causegy@wth as is the case at present. In this context it
substantial weakening of the currency and soarirghould be pointed out that without a substantial
inflation expectations, due to the deeply rooted viewtrengthening of the kréna, disinflation can only
that, in the long run, it will keep inflation in check.occur through two channels: Firstly, the depreciation
Secondly, there is a difference in the banks’ legallgf the exchange rate and high wage growth which
stipulated objectives. The Central Bank of Icelanfkeeds current inflation could stop or be reversed so
has price stability as the single main objective of itthat the fuel for further price increases dries up.
monetary policy, while the Federal Reserve is equabecondly, a smaller positive output gap and/or slack
ly committed to price stability and low unemploy-in the goods and labour market could ease inflation-
ment. ary pressures. Dis-inflation through the latter channel
The Central Bank has also been criticised fowill occur only if economic growth slows down for a
being insufficently forwardlooking in its rate deci-while below its equilibrium rate. It is highly risky to
sions, i.e. not taking sufficient account in its monerely solely on the former channel of adjustment.
tary policy decisions of the fairly long lag before

MONETARY BULLETIN 2001/3 23



