Introduction

Increased likelihood of the Bank’s inflation target being
attained in 2003 — Interest rates cut

National expenditure has begun to decline and a fuhere are clear signs that labour market pressures will
ther reduction is necessary in order to close the owgase in the months to come.
put gap and bring the current account deficit back to Broadly speaking, the Central Bank’s inflation
a sustainable level. Better balance will then be estatmrecast for Q3 was on target. Nonetheless, the Bank
lished in the Icelandic economy and the foundationtsas upped its inflation forecast somewhat for this
for stability and low inflation will be strengthened. Ayear and next, on account of greater wage drift and a
contraction in economic activity, which will emergelower exchange rate than was assumed in its previous
next year in the form of lower GDP than this yearforecast. Inflation is now forecast at 8¥%2% from the
will inevitably accompany this development. Thebeginning to the end of this year and 4% next year,
extent of the recession in 2002 is uncertain. Vergompared with just under 3% in the Bank’s August
high economic growth in 2000 and the first half oforecast. All the same, the probability of the Bank’s
this year increases the probability of a sharper comflation target being attained in 2003 is now greater
traction than would otherwise have been the case. than before, since the signs that the economy is cool-
There are various signs now that the economy isg are much more explicit and the outlook is that the
cooling. The drop in imports and retail turnover areutput gap will become negative as next year pro-
two examples. Another important factor is that thgresses. However, uncertainty still prevails, due to
sharp credit expansion of recent years has now largbe conceivable review of wage agreements next
ly come to a halt, ignoring the automatic rise in thgear.
outstanding loan stock caused by inflation and the The exchange rate of the kréna has been under
exchange rate depreciation. Excluding these adjusteme pressure in recent weeks. At the end of October
ments, annualised deposit money bank (DMB) lendt was more than 5% lower than at the end of July,
ing grew by only 5% over the six months until thedespite the Central Bank selling currency totalling
end of September, and shrank somewhat in the ladmost 10 b.kr. during this period to support the
three months. There are indications that pensidadna. In the short term, market conditions could be
funds and investment credit funds have increasemhfavourable for the kréna, especially if the inflow
their lending by more than the DMBs in the past fewf capital which is necessary to finance the current
months. Nonetheless, most signs suggest that thecount deficit shrinks faster than the deficit itself.
underlying growth in lending by the credit system a3hus it is impossible to make a short-term forecast
a whole has recently eased substantially. Slowéor the level of the exchange rate, any more than for
credit growth points towards a further easing ithe exchange rates of other currencies. The Central
demand in the near future. The labour markeéBank has previously stated its view that the real
remains relatively tight and wage drift in the privateexchange rate of the krona is now much lower than
sector peaked during the third quarter. Howevethe expected long-term equilibrium exchange rate,
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and will therefore increase in the near futureextent of this impact remains unclear, especially at
However, it is uncertain when this will take place andirst. However, in the Bank’s view it would be desir-
to what extent it will come about through a higheable, under the prevailing conditions, to increase
nominal exchange rate of the kréna or higher inflasther taxes more to offset this, or to cut back treasury
tion than among trading partner countries. expenditure. A compensating factor is that the trea-
The outlook is for a deterioration in the fiscal balsury’s loss in revenue will not appear in full until
ance this year, over and above what is caused BQ03, by which time some slack should have devel-
lower GDP growth. The reason is a large increase aped in the economy according to current forecasts.
treasury outlays due to specific expenditure decisioffus the Bank does not consider that the above plans
and large public sector wage increases, and umdermine the economic balance or jeopardise its
decrease in revenues on account of lower levels wifflation target.
consumption and imports. All things being equal, Measured in terms of the inflation premium on
this trend, coupled with the economic recessiorteasury bonds, inflation expectations have fallen
could reduce the surplus aimed for in next year'secently. The inflation premium on treasury bonds is
draft budget. The Central Bank reiterates its viewow in line with the Central Bank’s inflation fore-
that it is still untimely to ease fiscal policy or adoptcast. The credibility of the Bank’s inflation target has
other measures to spur demand. National expenditunsproved correspondingly. At the same time, there
is too high and will remain so next year, according thas been a substantial widening of the short-term
current forecasts. Thus it is important for the parliainterest rate differential with abroad. Accordingly,
mentary process to secure the outcome that wHse monetary stance has tightened, and the Central
envisaged in the budget proposal for next year.  Bank policy rate towards the end of October was
As pointed out above, the Central Bank regardsarginally higher in real terms than it was following
any measures to spur demand as untimely. In its Juthe interest rate cut on March 27. Higher real Central
report to the Government on the inflation tatget Bank interest rates, lower inflation expectations,
however, the Central Bank considered that measurelgar signs of a cooling economy, much slower cred-
“which strengthen the supply side of the economyt growth, a deteriorating economic outlook and
i.e. increase the supply of factors of productiomnterest rate declines in trading partner countries, the
(labour and capital), boost productivity and encourexpected emergence of a negative output gap and an
age savings ... would simultaneously create precomcreasing likelihood of the inflation target being
ditions for sustained growth and support the Bank'attained in 2003 all speak in favour of an interest rate
inflation target.” Proposals for reforms to the tax syseut. Consequently, the Central Bank has decided to
tem which the Government announced at the begifower the interest rate in its repo auctions by 0.8 per-
ning of October partly fulfil these conditions. Theycentage points. A tight monetary stance will still be
entail lower taxation of capital deployed in businesmaintained, however, since the Bank’s real repo rate
operations and higher taxation of labour, which isvill be about 6%% after this change. As ever, the
sensible in an economy that has been characterig@ading and scope of further interest rate cuts will be
by excess demand for labour and inadequate natiatetermined by economic developments and by the
al saving. Furthermore, they will contribute to a capprobability that the Bank’s inflation target will be
ital inflow due to direct investments, although theachieved in 2003.

1. SeeMonetary Bulletin August 2001.
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