Economic and monetary developments and prospects:

Wage agreements are compatible with lower inflation, but
an excessive current account deficit poses a long-term threat
to exchange rate stability

Inflation in recent months has been at its highest level for a long time and far in excess of what is accept-
able in the long term. The roots of inflation lie in general demand expansion in the Icelandic economy
and tension in the real estate market, while the rise in petrol prices in international markets also plays
a major part. Recent wage agreements imply a much greater rise in wages than among Iceland’s trad-
ing countries, and other things being equal this will lead to a further real appreciation of the krona.
However, these wage agreements can be compatible with a reduction in inflation from its present rate,
if the exchange rate remains high and economic policy is kept tight. The Central Bank now forecasts 5%
inflation from the beginning to the end of this year and 4% next year, assuming an unchanged exchange
rate2 However, the current account deficit, which is virtually unparalleled among developed nations
and on the basis of present assumptions looks set to persist for the next few years, represents a major
threat to economic stability. Further measures therefore need to be taken.

Housing and petrol prices continue to rise clothing and shoes in April were higher than in
Price developments over the past three months halanuary, and the difference from the December price
been similar to those in the past year. Over the petevel may be explained by exchange rate develop-
od from January to April, the CPI rose by 1.1%ments. Some change appears to have taken place in
which is equivalent to a 4.4% annual inflation rateprice trends for imported food and beverages. From
The twelve-month rise in the CPI reached its highesanuary to April the price of imported food fell by
level since April 1992, at 6%. As in recent years, th8.8%. The twelve-month increase in these items is
increase in consumer prices was to a large extembw at its lowest level for eight months, or 4%.
caused by housing price rises. Excluding housindylthough such short-term changes need to be treated
the CPI went up by 4.5%. Rising prices accountedith some caution, a certain change may conceivably
for around half of the January-April index increasebe taking place and it will be interesting to monitor
private services for a quarter and petrol for a fifthdevelopments in the next few months. The price of
Domestic goods excluding food, imported food andgricultural products and other domestic food and
beverages and motoring costs, however, have falldmeverages, however, rose by 1.5% and 1.3% respec-
The impact of seasonal fluctuations on these inflatiatively during the period, or more than the general
figures should be negligible. Clothing prices shoulgrice level.
have stabilized after the seasonal drop, although they In January the Central Bank forecast an inflation
are still somewhat lower than in December. Prices ohte of 0.9% between the last quarter of 1999 and
first quarter of 2000. In the event, the index rose by
E— 1.1%. This is a small deviation and less than in recent
1. This article uses data available on April 25, 2000. Central Bank forecasts. However, this is the fourth
2. It should be pointed out that the new Central Bank inflation forecast iTime in a row that the Central Bank underforecasts

now published in the Monetary Bulletin, for the first time. The inflation | . . ) ’
forecast is discussed on p. 7. inflation for the coming quarter, following a period
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At its meeting in March, OPEC agreed to
increase oil production. The price of crude oil fell
considerably at once and petrol prices in internation-

Table | Analysis of CPI inflation by origin in 1999 al markets fell in April. The drop in world markets
exceeded expectations.

of overforecasting. The Bank’s new inflation fore-
casts will be discussed on page 7.

Change in index Contribution to CPI

in previous  growth in previous
% 3 mol 12 mo. 3mo. 12 mo. | Chartl
(1) Domestic agricultural Petrolprices )
products less vegetables.. 6.1 4.2 8.8 4.7 gy USSbarel e fiter o,
(2) Vegetables ... 89 44 1.8 0.6 3007 —Oninternational markets (gasoline 95) K- 90
(3) Other domestic 2807 —Domestic retail prices N A 88
food and beverages ......... 5.4 7.1 7.8 7.4 gig: S :gi
(4) Other domestic goods ..... -2.6 1.8 -2.7 1.3 2204 82
(5) Imported food and bev.... -14.2 4.0 -10.3 1.9 igg ?3
(6) Cars and spare parts........ -1.2 0.6 -2.8 1 1601 L 76
(7) Petrol ..o, 214 275 212 205 1401 - 74
(8) Other imported goods..... 05 0.0 15 0.1 1207 r 2
100\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\ 70
(9) Alcohol and tobacco ....... 15 1.7 11 0.9 JMMJSNJIMMJISNIMMISNI M
(10) HOUSING ..o, 17.3 159 50.3  34. 1997 1908 | 1999 2000
(11) Public SErvices ............... 09 48 25 94 7 Latest: April 25.
(12) Other services 6.0 5.8 25.8 18.1
Total. 44 60 100.0 100.0Vage agreements stretched to the limit ...
_ The wage agreement signed between the
Domestic goods (1-4).............. 3.7 4.6 15.6 13.7, . .
. Confederation of Icelandic Employers (SA) and an
Agricultural products . . .
and vegetables (1-2) .............. 64 4.2 10.6 5 @lliance of labour unions in the southwest on March
Domestic goods less agricultural 13, and corresponding agreements with the
products & vegetables (3-4).... 2.0 4.8 5.1 8.7Federation of Electrical Workers and the Icelandic
Imported goods, total (5-9) ..... 11 37 10.8  24.3General and Transportation Workers’ Union (VMSI),

lay down clear outlines for the content of those
which are still pending. In addition, the Federation of
Icelandic Trade (SV) and the Reykjavik Commercial
The housing market in the Greater Reykjaviland Office Workers Union (VR) agreed on a frame-
Area apparently is still very tense. The Real Estaw@ork for so-called market-based determination of
Evaluation Agency'’s index of real estate prices in thages, but it is difficult to assess at this stage what
capital area, which shows a moving three-montthis involves. Although the outlines of contractual
average, rose by 1% in January and 1.5% iwage developments for the next three years are
February. By then, it had gone up 22.5% over thkenown, it is unlikely, under prevailing conditions in
past twelve months. Furthermore, prices rose fasttre labour market, that contractual wage rises will be
during the first months of the year than the samile only factor at work.
period in 1999. Due to the fact that excess demand in Agreements made so far cover 60% of the private
the housing market has been concentrated in tlector labour market and 27% of the labour market as
Greater Reykjavik Area and as the CPI measured
until April only housing prices there it caused som
distortion in the CPI. The index was adjusted in Apri3- Other changes made to the CPI in April included a new method for cal-

1. Changes at annual rat8ource: Statistics Iceland

. . . . . culating the weights for insurance, in line with the harmonized
to incorporate information about regional housing
prices for the first time. However, the impact of the
adjustment was offset by an upward revision of th
housing rent componeit.
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European Economic Area index of consumer prices. Statistics Iceland
is currently conducting a consumption survey, the results of which will
be incorporated into the CPI as of April next year. It is planned to con-
duct such surveys every year to enable the results to be used for the
annual review of the index base.



a whole. The strength of the agreements that have During the contract period, a total of 230 m.kr.
been signed lies in their duration, until the autumn or from the payroll tax will be allocated towards job
end of 2003, but the increase in wages is clearly close training.
to the upper limit which is compatible with price sta-
bility. The agreements are revocable if the assump- An important aspect of the recent agreement is
tions on which they are based do not hold good, fdhat the lowest wages rise by considerably more than
example if significantly greater wage rises are negavages in general. This greatly increases the risk of
tiated in other agreements or if the assumed drop Wwage drift in the near future, since there may be a
the inflation rate fails to materialize. A special comi{endency to re-establish earlier differentials.
mittee appointed by the Federation of Labour and thdowever, large contractual wage rises may deter
SA will issue a ruling in the event of the assumptionemployers and wage earners alike from wage drift.
being questioned. If they are deemed no longer valigvhether the structure of the agreement will con-
the wage clauses will either be renegotiated dribute to extensive wage drift may depend on the
revoked with three months’ notice. tightness of the labour market, on the one hand,
Assuming that the agreements that have beevhich affects the bargaining position of employees,
reached so far on the private market will broadland the capacity of businesses to accede to wage
speaking apply to the labour market as a whole, tltemands, on the other hand.
impact of wage changes will be as follows:

Timing Wage increases Estimated cost effelct
March 1 2000 Wages below 70,000 kronur increase by 8.9%. The increase is proportionally 5%
smaller for higher wages, and wages above 90,000 krénur increase by 3.9%.
January 1 2001 The lowest wages increase by 6.5%, but higher wages by gradually less up
to 85,000 or 91,000 kr. (depending on contract). Higher wages increase by 3%%
3%.
January 1 2002 The lowest wages increase by 6.5%, but higher wages by gradually less up 3%%

to 90,000 or 96,000 krénur. Higher wages increase by 3%.

January 1 2003 The lowest wages increase by 5.25% or 5.75%, but higher wages by gradual- 3%
ly less up to 93,000 or 100,000 krénur. Higher wages increase by 2.25%.

1. On the whole private sector

In addition to the wage rises outlined above, the In the present economic climate, conditions in the
estimated cost to employers includes costs resultitgbour market may be expected to encourage wage
from various other clauses in the agreements. Thieift. Whether business profitability is likely to con-
main ones are: tribute to wage drift is more uncertain. In some sec-
* The employers’ contribution to match the 2%tors last year’s outcome was not particularly good, as

voluntary supplementary pension fund premiunis discussed in more detail in an article by Olafur Orn

payable by employees will rise from 0.2% toKlemensson in this issue. Seasonally adjusted unem-

2.2% during the term of the agreement. ployment is now around 1%:% and still falling. Such
* The right to sickness pay has been reviewed witllow rate of unemployment causes bottlenecks in the

the aim of clarifying it. These changes should ndabour market. Experience also suggests that the rela-

have any impact on total cost. tionship between unemployment and labour market
« Parents will be entitled to take leave to look aftepressure is not a linear one. Wage pressure could

their sick children for ten days a year at basic papcrease very rapidly if unemployment drops below a

rates after one year’s employment, instead afpecific threshold or rapidly approaches it. Where

seven days at present. It was roughly estimatedis threshold lies now is difficult to establish, but the
that this would raise wage costs by 0.1%. accompanying chart, showing the relationship be-
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Chart 2 to and from Iceland. Last year a record number of

The wage index and estimated work permits were issued or renewed — more than
wage drift on the labour market 3,000. So far this year the number of work permits
140 % 45 issued has surpassed last year’s record and if the

present trend continues, net migration to Iceland,

124 20 which amounted to 1,100 individuals in 1999, will be
10+ \ 18 even greater during the current yeatr.
8- 116 The wage index rose by 2.7% between the last

L1a quarter of 1999 and the first quarter of 2000. The
lion’s share of that figure is accounted for by pay
rises among civil servants and bank workers at the
beginning of the year. The negotiated wage rise in the
0.8 private sector labour market will be recorded in the
second quarter figures. In February the wage index
went up by 1.3%, which cannot be explained by con-
tween unemployment and vacancies (the Beveridgeactual rises. On the other hand, it rose by a modest
curve), suggests that labour market pressure, me@s2% in March, and measured wage drift between the
ured in terms of vacancies, intensifies once unenfirst quarter of 1999 and the first quarter of this year
ployment drops below 1-1%:%. Thus unemploymerig running at a similar level to the past two years.
may be very close to this threshold, especially sinCEhus there are still no firm indications that a turning
it still appears to be on the decrease. point has already been reached as far as wage drift is
It must be concluded that very little excess capagoncerned.
ity is present in the labour market now, although par- Wage agreements not only have a direct impact
ticipation is still somewhat lower than at its peak iron prices, but also affect prices indirectly via aggre-
the 1980s. Due to the fact that demand for extrigate demand. The impact of the wage agreements on
labour is largely confined to the service sector in theggregate demand results from both the wage rises
Greater Reykjavik Area, bottlenecks may occur at athemselves and the measures which the government
earlier stage. Furthermore, labour specialization magplemented in order to facilitate agreement, includ-
have increased and thereby raised the unemploymémg a higher personal tax allowance. The government
threshold beyond which wage pressure increases diginounced a rise in the personal allowance, which
proportionately. On the other hand, the labour markeluly went up 2.5% on April 1 on top of the 2.5% rise
now is probably considerably more open, as illustrathis January. At the end of the year for the next three
ed by statistics for issued work permits and migratiopears the personal allowance will go up by the equiv-
alent of the minimum wage rise under the SW labour
alliance agreement, i.e. by considerably less than the
average increase in wages. On average, the personal
4 allowance will be 4.3% higher in 2000 compared
87 . . .
, with the.prewous year. Welfare payments WIII keep
\\)85 pace with the personal allowance until 2003.
2-+8gx %8 Reforms intended to reduce the marginal effects of
L child allowance benefits were announced too, and

91 99 98 7 the right of parents to maternity or paternity leave

0 };\ /:7 was extended. The last-mentioned changes are in fact
89 94 consistent with the coalition government’s policy

declaration and therefore do not entail a deviation
? 0 1 5 3 4 5 6 from earlier plgns. Such a Iqrge increase in the per-
Unemployment rate, % of labour supply sonal tax credit was not envisaged in the budget, so

~ —Wage index (12 mo. % changes) | 1.2
- =—Wage drift (over previous 12 mo.) - 10

0

T T T T T T
1996 1997 1998 1999 2000

Chart 3
Unemployment rate and job vacancies

Vacancies, % of labour force

92 93

the government’'s measures involve some relaxation
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from its original stance, or by 1.3 b.kr. in 2000.

Table Il Inflation forecast of the Central Bank
However, the treasury’s loss of revenue must k

assessed in light of the fact that the personal tax cre Quarterly forecast

it rose by considerably less than consumer prices Percentage Change from

the beginning of this year and it is doubtful whethe change from Annualised same quarter
the subsequent rises will keep pace with inflatio previous quarterly previous

either. On the whole, the government’s contributiol quarter Index change year

to the wage agreements is fairly moderate, and le1999:1 0.6 185.2 2.6 15

than in the 1997 agreement. Moreover, the scope 19992 L5 1880 6.3 2.4

- . - : . 1911 6.8 4.4
using taxes as an instrument of economic mana919993 L7

1999:4 1.4 193.9 5.9 5.4
ment seems to be larger now. 2000:1. 11 196.0 43 58
_ ) . . 2000:2 1.4 198.7 5.7 5.7
. but could be compatible with falling inflation 5444.5 13 201.3 55 53
according to the new forecast 2000:4 1.3 203.8 51 5.1
Although recent wage agreements may be testing t
limits of price stability, the outlook is for somewhat Annual inflation rate (%)
declining inflation in the course of the year and eve vear Year on year  Within year
more so next year, provided that a major exchang, g 23 20
rate reversal does not occur. However, inflation wil;gq7 18 29
probably come down much more slowly than is des1g99g 17 1.3
rable. From January 1999 to January this year the C1999 3.4 5.8
rose by 5.8%. The Central Bank now forecasts th.2000 5.5 5.0
prices will rise by 5% this year and 4% in 2001. Thi:2001 45 4.0

implies an average rise in prices of 5%% betwee€shaded area indicates forecast.
1999 and 2000, and 4%:% between 2000 and 2001
In January the Central Bank forecast inflation oi
3.8% in the course of 2000. In part the higher inflan foreign currency terms, but the forecast now
tion forecast now reflect increases in the CPI duringssumes an annualised rise of 3.5% during the first
the first four months of the year, but inflationquarter of this year and an annualised rate of 2% after
prospects until the end of the year have also worthat. On the other hand, the exchange rate of the
ened considerably. This bleaker scenario may Be&dna has appreciated by 2.1% since the January
attributed to a change for the worse in variouforecast. The new forecast assumes a constant rate of
assumptions behind the forecast. Firstly, it is nowxchange from April 25. To summarise, the less
apparent that wage rises will be considerably largéavourable inflation outlook for 2000 is mainly the
than assumed in the January forecast. In Januargsult of changes in the outlook for wages and import
wage costs were expected to rise by 6%2% in 200frices, accounting for almost 1 percentage point of a
while the current forecast assumes an increase bR percentage point difference between the January
almost 8% in 2000 and 5%:% in 2001, based on amd the current forecast.
assessment of the cost effect of recent agreements ,As always, foreign exchange developments dur-
applied to the whole private sector. In addition, 2%2%ng the forecast period are one of the main uncertain-
wage drift is expected in 2000 and 1%2% in 2001. Thi#ges. As usual in the Bank’s inflation forecasts, the
assumption for productivity gains during the currenéxchange rate is assumed to be constant from the day
year remains unchanged at 2%, so the higher wagéthe forecast. There are various indications that the
cost will be passed on to prices. Productivity i&rona will remain stable or even appreciate over the
expected to increase by 2%2% next year. The otheoming months on account of capital inflows, for
main change in the forecast assumptions is a deterieasons including the large interest rate differential.
ration in the outlook for import price developmentsLater on in the forecast period, however, downward
In January import prices were expected to rise by 2@ressure on the kréna cannot be ruled out, if eco-
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Box 1 The relationship between inflation and output-gap

Inflation forecasts by the Central Bank and others have

. . Chart 4
bgen on the Iqw side for t_he past year, reverS|_ng an oppg Consumer price inflation and the output-gap
site tendency in 1998. This prompts the question whethe 5
important parameters are lacking from the cost-push 16 —CPl inflation

models which have been the principal forecasting tool, 1 EOutputgap
which could explain what is apparently a systemic devi- T\
ation. Internationally, the utilization of domestic factors
of production is often considered to be an important indi-
cator of price developments. A higher utilization ratio of
domestic factors of production increases the likelihood of
price rises and vice versa. To quantify the relationsship

between utilization of domestic factors of production and 1990 91 92 93 94 95 96 97 98 99 00 2001
inflation, statistical methods are commonly applied in 2000-2001: Projections.

order to assess how much production is compatible with

efficient utilization of the factors of production, i.e. The chart shows that the output-gap fell during the

leaves them neither underutilized nor overutilized. Thecontraction in 1988-1995, and became negative in the
outcome of such measurements is, however, subject tgecond part of that period. These conditions contributed
considerable uncertainty. The accompanying chart show® a downturn in inflation until 1999. During the subse-
an assessment of the output-gap for Iceland along witquent recovery, previously underutilized capacity was
inflation developments since 1990. gradually employed and the factors of production appear
- to have become fully utilized in 1997 or 1998 and
4. This is a structural vector autoregressive assessment of systemigyerutilized afterwards. Since then, demand has exceed-
shocks having a permanent impact on real GDP. See Mar d ducti it d fuelled . inflati
Gudmundsson, Thoérarinn G. Pétursson and Arnér Sighvatssor? [itereli@ieln CEIgeEsy Enl ulili=) GOty IniEulgg
(2000), “Optimal Exchange Rate Policy: The Case of Iceland” in According to this assessment, utilization of the factors of
Macroeconomic Policy: Small Open Economies in an Era of GIObaCIPI'OdUCtion this year will be 4% above the normal level

Integration, eds. Mar Gudmundsson, Tryggvi Th. Herbertson an .
Gylfi Zoéga. Reykjavik: Haskoladtgafan (pending publication) and although the ouput-gap will narrow somewhat from next

Thérarinn G. Pétursson (2000), “Wage and Price Formation in ayear onwards.
Small Open Economy: Evidence from Iceland,” Central Bank of
Iceland Economics Department, unpublished manuscript.

nomic imbalances continue. Another important favourable than is forecast now. Excluding rises
uncertainty is the impact of economic overheating on in energy prices, international inflation has been
wage drift and prices. The forecast model which very low over the past yeardn recent months,

incorporates these factors actually predicts a lower however, signs of emerging inflationary pressure
rate of inflation, but this is because it forecasts lower have become visible in the USA. Commodity
wage rises than assumed here. On the basis of theprices (other than fuel) which were on a declining
same wage rises, the model forecasts marginally trend until the middle of last year are also begin-

higher inflation than here. ning to rise again.
Uncertainties which could result in higher infla-
tion include the following: Uncertainties which could cause less inflation

1. There is a risk of wage drift because the loweghan now forecast include:
wages rise by more than higher ones.

2. Housing price rises may continue to outstrip
overall inflation, as there are few signs indicating

that the overheated housing market will coo5. The harmonized CPI in the Euro countries went up by 2.1% from
. . March 1999 to March 2000. This is marginally higher than the
down in coming months. European Central Bank’s inflation targets, while inflation excluding

3. International price developments could prove les  energy prices was only 0.9%.

8 MONETARY BULLETIN 2000/2



Box 2 Revised compilation of current accounts

In recent years the imputed capital gains on foreign secieconomic development, the less favourable outcome of
rities holding of residents has been entered as factdhe new method underlines the sensitivity of underlying
income in the current account, since information hasconomic trends. Recent upheavals in international equi-
been lacking about dividend payments from abroadty markets confirm that unrealised capital gains cannot
While this method is not in line with international stan- be taken for granted. In that sense the former method of
dards for the compilation of national accounts, it had nacalculation concealed an inherent risk in the current
significant impact on the calculation on the currentaccount balance. On the other hand, in the long run earn-
account until 1998, since holdings of foreign securitiesngs from equity ownership are largely realized through
and equities was very small. The stock of financial assetBuying and selling of shares rather than direct dividend
abroad owned by Icelandic residents has grown rapidlypayments. International standards therefore underesti-
in recent years, particulary the stock of foreign equitiesmate to some extent the long term benefit to the econo-
In 1994, i.e. before the final restrictions on capital move-my of foreign equity ownership.

ments were abolished at the beginning of 1995, Iceland’s
foreign equity stock amounted to 3% b.kr. At the end of
1997 it amounted to 40 b.kr., and its value was estimated cparts

at 103 b.kr. at the end of last year. In part this rapid g%relgggsgecugty mves;ment at year-end
growth is the result of soaring share prices in foreign Bkrl 1-1999 and imputed investment gal(l%s
. : - 160 —— 16
markets in recent years. As the stock of foreign equity BForeign securities investment stock (left axis)
multiplied the imputed gains had a progressively larger 1407 mGains on foreign securities investment (left axis) /=] [
. . 120 =Gains on foreign securities investment 12
impact on the current account balance, especially as as % of average investment stock (right axis)
I e S - 10

share prices rose quite rapidly over the past two years
The estimated capital gains amounted to 1.6 b.kr. in 1997
and 6.8 b.kr. in 1998, and would have been 14.8 b.kr. last
year had the same method been employed as before. Th
would have distorted the international comparability of
domestic balance of payments statistics. Although the 1991 1992 1993 1994 1995 1996 1997 1998 1999
change in methodology does not alter the underlying

1. Petrol prices in international markets have 0.2%. In light of the apparent slowing down of
declined considerably following OPEC’s deci- growth in motor vehicle imports, the effect is
sion in March to step up production. In the fairly likely to be transmitted to prices.
absence of a reversal, or if prices drop even fur-
ther, the petrol price rise in Iceland in the beginThe scale of the current account deficit in 1998 and
ning of April might have been the last one forl999 is almost unparalleled among advanced coun-
some time. Petrol prices came down marginallyries
in the beginning of May and could conceivablyin March the National Economic Institute (NEI) pub-
fall even further. lished revised figures for economic growth in 1999

2. Prices of imported food have decreased somend a forecast for 2000. The projected growth of
what recently, as mentioned earlier, and furthemational expenditure in 1999 is unchanged from the
decline cannot be ruled out. However, this itenNEl's December forecast. A somewhat larger con-
only constitutes 3% of the CPI and thus has #&action in gross capital formation is projected, but
minor impact. this is offset by a faster growth in both private and

3. The price impact of the lower excise taxes opublic consumption. In addition, exports are now
larger motor vehicles will be felt in the next fewconsidered to have been 1% lower than assumed in
months, and is expected to reduce the CPI Hyecember, and imports marginally greater (Table IlI
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shows deviations from the NEI October forecast) Table Il NEI's forecast in March 2000

Consequently, the economic growth estimate h and October 2000
been revised downwards to 4.4%, from 5.8% i
October. The most important turnaround in the ecol Difference from

. . . NEI's forecast October fore-
omy since the publication of the October ant in March 2000 cast in 1999
December forecasts is a larger than forecast Curré nnual volume changes in % Projection Forecast
account deficit. It is now estimated to have been 4if not indicated otherwise 1999 2000 1999 2000
b.kr. last year, the equivalent of 6.7% of GDP, whiclprivate consumption.................. 7.2 4.0 1.2 15
is a 2.1% larger deficit relative to GDP than forecaspypiic consumption ................... 4.7 35 1.3 1.0
in October and 0.7% larger than in December. MO:Gross fixed investment............. 2.0 84 -19 63
of the deviation from the December forecast can Enational expenditure.................. 47 47 07 23

attributed to changed methods in calculating the CUgxports of goods and services... 5.8 18 25 -08

international standards, which left the deficit for thegross domestic product.......... 4.4 39  -14 1.2
year 14-15 b.kr. larger than would otherwise havnational income......................... 4.1 40 -07 13
been the cask. Current account balance,

Even though the new accounting methods large % of GDP.......ccooccvviiiiiriiiine. 67 72 21 -3
explain the widening deficit since the DecembeForeign trade
forecast, the position nO_W is consider.ablyiworse theMerchendise eXPorts........cceeuee. 7.4 15 -2.3 -0.7
had been expected earllgr. The deterioration from tl o, s production.............. 53 42 27 01
October forecast was split fairly equally b_etween th Merchendise imports ................. 5.0 3.8 2.9 2.9
balance on .gOOdS, the bal?nce on serwces'gnd 1 excluding volatile items......... 3.6 2.3 2.9 3.5
balance on income. In addition, the composition cExport Of Services ........cccceurenne. 2.6 2.4 -2.9 -1.1
national expenditure is now less favourable from thy .t of services ... 95 47 28 02
viewpoint of stability, because investment appears 'yierchandise trade balance ....... 22.4 -27.0  -4.4 -11.9
have been lower and private and public COnsumpﬁcBalance Of SEervices.........cccoevnie -5.5 -55 -4.5 -4.5
greater than forecast. Iceland’s current accoUine factor income from abroad.. -14.2 171  -43  -4.9
deficit over the past two years is one of the large:cent account balance ........... -42.8  -50.5 -135 -21.5

recorded by any OECD country in recent years. Onl
New Zealand has sustained a comparable defic
recently.

The NEI estimates that real disposable incomable income, rising almost 9% from the year before.
per capita increased by 5% in 1999 but private corf-his behaviour of households could be seen as some-
sumption by 7.2%. Hence, some private consumpvhat puzzling. It would seem sensible for house-
tion has been financed through household borrowingolds to reduce their debt during an economic boom
Data from the credit system confirms this, sincén order to level out consumption between good and
lending to households increased by 16% from thigad years. In contrast, households have been increas-
beginning to the end of the year and 15% in 1998, i.eg their debt during the present upswings.
considerably faster than disposable income. The ratio Two conjectures can be put forward to explain
of debt to disposable income has gone up steadillyis behaviour by households. The first is that they
over the past 20 years, but the increase in 1999 waspect a substantial real increase in income over the
unusually rapid. At the end of the year, estimatedext few years which will enable them to service
household debt was equivalent to 147% of dispofarger debt. Thus the rise in the ratio of household

debt to current disposable income may be explained
by their optimism about the growth in disposable
6. Current account balances for previous years were revised at the saificome over the coming years. The other explanation
time. The deficit for 1998 now measures just over 40 b.kr. instead of,

33% b.kr., increasing the ratio to GDP by just over 1%. There is IesgS that households now estimate their assets as bemg

discrepancy in calculations for the preceding years. much more valuable and are therefore prepared to

Source: National Economic Institute
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incur more debt than before. Moreover, the recemmounted to 3.2 b.kr., which is over 1 b.kr. more than
surge in real estate prices allows housholds to mogt the same time last year. The value of aluminium
gage their assets more heavily. Both explanatiorsd ferrosilicon exports also rose substantially,
probably apply. However, this scenario involves aeflecting higher export prices as well as volume
considerable risk for both households and the credjtowth. Merchandise imports measured at a con-
institutions from which they have borrowed.stantly exchange rate grew by 16% between the first
Expectations of continuing growth in disposablejuarters of 1999 and 2000. Around three-quarters of
income may be unrealistic and asset prices hightre increase may be attributed to more expensive fuel
than is sustainable in the long term. imports and by vessel imports in March. On the other
hand, it is worth noting that the imports of motor
Further measures are needed to ensure stability wehicles have declined from the year before, and that
the coming years imports of food and beverages remained steady.
According to the NEI forecast, economic growth willHowever, imports of other permanent consumer
slow down somewhat in 2000. GDP is forecast tgoods still appeared to be growing briskly.
grow by 3.9%, around 1 percentage point faster than The continued rapid growth in lending by DMBs
in the NEI's previous forecast. The most importantloes not point to a significant slowdown in demand.
changes in the economic outlook for 2000 are comBy the end of March, the twelve-month growth in
siderably faster growth of gross capital formationlending by DMBs was 24%. Admittedly this is slow-
which is forecast to grow by 8%2%. Business inveser than around the middle of last year, but at that time
ment is forecast to increase by 11%:%, in particular iending figures for the DMBs were swollen for an
vessels and aircraft. The growth rate of private anekceptional reasoh.So far this year, however,
public consumption has also been revised upwardsvelve-month credit growth has not slowed down to
Wage agreements that have been concluded since #my extent, while growth in money supply (M3) has
NEI published its forecast should not change thidropped marginally. It can only be concluded that
scenario much, as the NEI's assumptions seem ¢onsiderable demand pressure still exists. The
have been fairly close to the outcome of wage settlassessment of utilization of production capacity dis-
ments now envisioned. cussed above points in the same direction.

Faster growth in national expenditure is accom- The forecast current account deficit in excess of
panied by faster growth of imports, which are now% this year is a serious cause for concern. What is
expected to increase by 4.1% instead of 2%. Sineerse, however, is that there is no sign of an auto-
very sluggish export growth is still forecast, or lessnatic reduction in the deficit over the coming years,
than 2%, the current account deficit will widen stillgiven the NEI's long-term projection of underlying
further. According to the forecast, the curreneconomic factors. The current account deficit,
account deficit in 2000 will be equivalent to 7.2% ofaccording to the long-term scenario, will persist or
GDP, which would be the largest deficit since 1982even widen to 8% in 2004. Such a large and persist-

Exports at the beginning of a year are prone tent imbalance can test the confidence of market par-
fluctuations and hence provide only a weak indicaicipants in economic policy. International experi-
tion about emerging trends, but the available statigence suggests that such a large deficit poses a very
tics do not give any grounds for optimism about thaigh risk. Iceland’s deficit is similar to that which
development of the current account deficit this yeapreceded the currency prices in Mexico in 1994/1995
During the first three months of 2000 the mercharand in Thailand in 1997.
dise trade deficit was 5.9 b.kr., compared to 1.1 b.kr. No developed OECD country has had to tackle a
during the first quarter of last year. Excluding vesseldeficit on such a scale over the past decade, except
and aircraft, however, the deficit was 5 b.kr. asvthen New Zealand’s deficit reached 7% of GDP in
against 3.5 b.kr. in 1999. The most gratifying aspect
of these figures is the growth in exports of manufac. - o .
tured goods apart from aluminium and ferrosilicon7‘ As already reported in earlier Central Bank publications, the reason is

: . . . the incorporation of the Commercial Loan Fund’s balance sheet into
During the first quarter, exports in this category islandsbanki's accounts in October 1998.
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1997, but subsequently declined. In that particuld
case, the deficit grew when exports stagnated or cg
tracted following a strong real appreciation of the
New Zealand dollar, wich strengthened by almos , % m Currentaccount balance, % of GDP (left axis
one-third from 1992 to 1997. The following year theg — Net external debt, % of GDP (right axis)
dollar fell by an average of more than 10% and GD, 27 g
contracted during the first part of the year. As it
Iceland, the fiscal position was very strong, with
public sector surplus amounting to 2% of GDP it
1997 and an even larger one in the years before th 41~
The monetary stance was also very tight. At th 1
beginning of the 1980s, Portugal and Ireland alg

faced considerable economic difficulties, which 2 T L T T T T T T e
resulted in alarge current account deficit. Developin Forecast
countries experiencing rapid growth and a high cap-
ital formation ratio have sometimes run up a curremtliable indication about short-term growth, the
account deficit on Iceland’s scale or more without ancertainty increases exponentially for each extra
serious currency crisis ensuing. However, the scogear of the projection. One of the difficulties lies in
for a developed welfare state such as Iceland to grdareseeing the relationship between private con-
its way out of the problem is much more limitedsumption and accumulation of household debt.
What mainly distinguishes economic developmentslouseholds have been steadily increasing their
in Iceland from those in New Zealand several yeatiadebtedness for some twenty years now, but will
ago is that it has run up a large deficit with much lessbviously not do so indefinitely. During the past
appreciation in the real exchange rate. Inflation alstecade, households have been able to roll their debt
increased significantly in Iceland last year while irepayment burden forward by taking longer loans, at
remained low in New Zealand, as a result of stronger time when interest rates fell as well. Further loan
appreciatior?. This invites the conclusion that Ice-extensions may be more difficult to arrange.
land’s economic situation is more volatile insofar aslouseholds will therefore have no other choice, if
the higher inflation does not leave any scope for thhe economy suffers a considerable shock, than to cut
easing of monetary policy in the near future. consumption or sell assets, with the accompanying

Projections of the type recently published by theisk that this poses for the financial system. The cur-
NEI should be interpreted with caution. In view ofrent position is therefore clearly very sensitive.
the difficulty of foreseeing the development of manyAlthough private consumption can continue to grow
underlying economic factors so far into the futurefor some time by virtue of ongoing debt accumula-
projections of this type should rather be regarded éisn — and it is impossible to state for how long —
an instrument for revealing economic weaknessélere is a growing risk of a sudden reversal. To avoid
than an actual forecast. The persistent curreatcontraction in private consumption in order to meet
account deficit would push Iceland’s foreign debt ugrowing debt repayment, real disposable income will
to 85% of GDP in 2004, compared with 64¥2% at thhave to keep on growing. If this fails to happen and
end of 1999. The net external position would deterhousehold asset prices fall sharply at the same time,
orate less, since investment in foreign securities &sharp contraction in private consumption could fol-
assumed to continue. low.

It is unlikely that such a development will actual- The accumulation of national foreign debt cannot
ly come about in this way. Although the models uselde sustained indefinitely either, but a turnaround is
in projections of this sort can at best provide a fairljust as difficult to predict as in the case of private

consumption-household debt linkage. Technically
8. New Zealand uses inflation targeting in its fiscal measures and also h§peakmg’ the economY can contlnge to accumu!ate
a very independent central bank. debt for as long as it enjoys the confidence of foreign

Chart 6
Current account balance and external debt 1980-2000
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creditors. However, there is a risk that before foreign
creditors lose their confidence, the confidence of
market participants in the stability of the krona will
have vanished. On the assumptions made in the NEI
projection, debt accumulation will not stop automat-
ically. In the absence of any action this will gradual-
ly increase the risk of a loss of confidence in the sta-
bility of the krona. It is worth considering alternative
adjustment scenarios, since it is clear that the NEI
scenario is hardly tenable:

1. The turnabout may conceivably be a slow one,
obliging the Central Bank to raise interest rates
gradually over the next few years in order to
maintain a strong exchange rate. High interest
rates would eventually smother the economic
growth which is now present, while the govern-
ment would have the opportunity to take other
measures to reduce demand and the current
account deficit less painfully.

Experience shows, however, that reversals are
often very sudden. When capital flight has start-
ed, the scope for defending the exchange rate
may be quite limited. Were this to happen, the
kréna would inevitably depreciate sharply for a
while. Experience also shows that balance is most

growth cannot be taken for granted. Sharp price
fluctuations can occur. The fisheries sector’s
growth potential is more limited than in the past,
so growth will increasingly have to come from
other sectors. Apart from the expansion of the
Nordural aluminium smelter at Grundartangi, the
outlook is for a pause in export growth based on
power-intensive industries, while the weight of
other exported manufactured goods is still insuf-
ficient to affect the current account balance in a
fundamental way, even if these exports have been
growing quite briskly recently. Nonetheless, the
prospects of export growth in various areas
appear fairly good, and new export sectors can be
hoped to have a significant impact in the course
of time. In order to achieve a significant reduc-
tion in the current account deficit, exports need to
grow considerably faster than imports. Secondly,
households might increase their saving over the
next few years while the NEI forecast assumes
that private sector saving will remain at today’s
historical low. This is in fact rather unlikely, but
it is impossible to predict when and how a rever-
sal will take place.

Although an impressive surplus is projected in

often not restored until after a period of overthe budget for 2000, in the Central Bank’s view it is

shooting. This would be followed by a sharp coninadequate considering the scale on which domestic
traction in private consumption and capital fordemand growth has generated revenues for the treas-
mation, and financial institutions would unavoid-ury. In addition, various recent government measures
ably suffer serious losses under such conditionshave to some extent undermined the restraint implied
. The most preferable course of events would bi@ the budget. Besides measures intended to facilitate
for the government to adopt forward-lookingwage settlements, amended legislation on excise
restraint measures in order to contain domesttaxes on cars will cost the treasury 300-350 m.kr. in
demand. Domestic interest rates would then noevenue, as well as stimulating imports and borrow-
need to rise as much as would otherwise be theg. Although a good case can be made for simplify-
case. Fiscal measures would have a direct effdayg the excise tax structure, the Central Bank consid-
on demand, in particular in the area where it iers that these reforms should have been designed so
most important to contain it, i.e. private con-as to leave fiscal restraint undiminished and have a
sumption. minimal impact on imports.

. Despite the bleak outlook for long-term macro- The March national economic forecast implies
economic stability, it is impossible to rule out athere will be no scope for easing monetary policy in
scenario that would avoid serious contractionthe near future. Although national expenditure
Firstly, the NEI assumes fairly sluggish exporgrowth has slowed down and is likely to continue to
growth during the period, or 2%2% annually. Thiglo so over in the medium term, this will in itself not
would certainly be a rather dismal result, giverbring inflation sufficently down or the current
that annual global trade has been growing by 6%ccount balance to a sustainable level, unless further
on average over the past decade. However, expedonomic measures are taken. In the absence of
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tighter fiscal policy, monetary policy may need to béemporary, for example if the long-term fiscal posi-
tightened even further. At the same time a very tighion is considered good. Iceland’s position in this
monetary stance will have various negative sideespect is not entirely clear, but conceivably the pub-
effects. High interest rates or a high rate of exchandje could view the present strong fiscal position as a
could smother growth-edge industries in their infantemporary phenomenon, in which case a tax rise
cy. Hence, it would be preferable to attack the prolwould be considered permanent, and would probably
lem revealed by the NEI's long-term scenarialampen general optimism too. Both these factors
through greater fiscal restraint. would contribute to greater national saving. As far as
Conventional measures of fiscal restraint, i.e. cuspending cuts are concerned, it would seem viable to
backs in expenditures or tax increases, are likely target labour-intensive investment expenditure under
be more effective in terms of their effect on nationahe tense climate now prevailing in the labour mar-
saving and domestic demand than various indireket. Finally, it is important to pay attention to reduc-
measures such as tax incentives. Furthermore, pifig the special incentives for accumulating debt
vatisation by no means necessarily increases natiomhich are now present in the Icelandic tax system,

al saving. In general, spending cuts are more effestich as interest rate rebates on mortgages.
tive than tax increases, which may be regarded as
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