Economic and monetary developments and prospects

Overheating continues to be a risk to price stability

Hopes that demand would begin to contract before price stability came under threat have been wan-
ing in recent months. In November, the 12 month rise in the CPI was 5%, which is much higher than
in neighbouring countries. The outlook now is also for a similar current account deficit this year to
that in 1998. A variety of other signs of overheating can be seen. Only part of the rise in the inflation
rate can be explained by extraordinary factors. Overheating has therefore contributed to higher infla-
tion. The current account deficit is a problem, even though its roots lie in the private sector, and has
become more malignant as the upswing continues. Credit expansion has slowed down somewhat but is
still far above any limit compatible with stability. It is probably still possible to avoid a hard landing.
However, this demands a greater treasury surplus than is planned in the budget, and ongoing mone-
tary restraint. A satisfactory outcome from next year's wage agreements is also essential.

Special external conditions only explain part of theleficit could undermine exchange rate stability.
higher inflation rate However, such a sudden turnabout was not expected
The 12 month increase in the CPl amounted to 5% without being preceded by a depreciation of the
November. The annualized inflation rate thuskréna. It therefore seems natural to ask whether this
increased by almost 4 percentage points sinsedden upswing in inflation could not be partly, or
January. Even though increased inflation was not i&ven largely, traced to unexpected changes in exter-
itself surprising in the fourth year of economicnal factors.
growth in excess of 5%, the sudden and sharp Admittedly, external factors do play a consider-
increase came largely as a surprise. Expectations
have been very quick to adapt to higher inflation chart 1 .
One form this took was a widening differential Consumer prices 1998 - 1999
between yields on indexed and unindexed bond 12 month % change and annualized 3 month % change
which was 2¥%2% at the end of last year and reach| 1o
4.6% in September, but has narrowed somewh g | —Annualized3 month% changes
since. A survey conducted by PriceWaterhous ~—12 month % changes
Cooper for the Central Bank showed that the publ
expected an average inflation rate of 5% over the fg
lowing 12 months. 27
The Central Bank issued repeated warnings 0
1998 and 1999 that excessive demand growth coy ... U .
disrupt price stability in the long term, in particular o
given that the large and persistent current accou JEMAMJ JASONDJEMAMJ JASOND
|
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1. This article uses data available on November 10, 1999.




Table | Analysis of CPI inflation by origin to November 1999 (%)

Change in index Contribution to CPI growth
Previous Previous
3mo! Jan.-No# 12 mo. 3md. Jan.-No# 12 mo.

(1) Agricultural products less vegetables...................... -1.6 15 3.0 -1.6 1.7

(2) Vegetables ... -27.3 11.7 3.7 -4.5 2.0

(3) Other domestic food and beverages..............ccce..... 5.7 6.0 9.7 5.1 6.6

(4) Other domesticC gOOdS .......ccvvvevcivieeiiiie e 3.8 2.6 2.3 2.7 2.3

(5) Imported food and beverages...........cccccecverireennennnn. 11.3 6.5 8.2 4.9 3.5

(6) Cars and spare parts................. 1.1 1.7 1.7 1.3 2.4

(7) PEEIOL....eiiiieieee e 15.5 26.4 14.7 8.9 18.6

(8) Other imported goodS..........ccocveerriiieiiiieecieee e 18.8 1.2 -1.1 40.0 3.2

(9) Alcohol and tobacCo.........cocueereiiiierieeeeeeeeee 0.6 14 15 0.3 0.8
(20) HOUSING .....eeeiiiiieieciieeceee e 18.4 15.2 13.4 31.0 32.4
(11) PUDIIC SEIVICES ...c.veiiviiiiiiiieiceec e 1.8 2.1 3.8 2,9 4.2
(12) Other SEIVICES ....eeiiiiieeiiiieeriiee ettt 2.7 5.4 5.2 9.0 22.1
TOAL .. 6.6 5.5 5.0 100.0 100.0
Domestic gOOAS (1-4) ....vvevvieiiieiieiieeeie et 0.5 3.8 5.1 1.7 12.7
Agricultural products and vegetables (1-2)..........c.cceeee. -5.6 2.7 31 -6.1 3.8
Domestic goods less agric. products and vegetables (3-4) 4.9 4.6 6.4 7.8 8.9
Imported goods, total (5-9)......cc.eeerrreeiriiiieiiiie e 10.7 4.4 2.4 55.3 28.6

1. Annualized change.
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able part. Petrol prices have been highlighted in paBalkans conflict contributed to even further. By the
ticular and housing prices to a certain extent. Thesnd of September, oil and petrol prices were at their
two items account for just under half of the rise in thaighest levels since 1996. The international rises
CPI since the beginning of the year. Had they risen ahtailed an adjustment to prices that had clearly been
the same rate as other prices, twelve month inflatiamsustainably low in the long run. In October, the
would have measured 3% in November instead d@ficreases in international markets were cancelled out
5%. This only takes account of the direct impact dfo some extent, although petrol went up somewhat
petrol prices on the CPI, not its indirect effect orearly in November. Even though petrol could still

prices of other goods and services.

Of the 4.6% rise in the CPI from January tg
November, just under one-fifth can be attributed t
rising petrol prices. If petrol price rises had not out
stripped others since the beginning of the year, ]
month inflation would have turned out to be jus
under 1% lower. The increase is by and large th
result of price rises in overseas markets, althoug
petrol tax has also risen (and in fact fallen once mo
in October) and there are signs of some rises in t
mark-up. Petrol prices in the world market werg
exceptionally low in the second half of 1998, in som
cases below production cost. Such conditions made
much easier for OPEC to agree on production cur
in March. The consequence was a very sharp pri
increase, which the Asian economic recovery a

M2 oil and petroleum prices 1996 - 1999

/ton
250 7$

—Gasoline 95— Fuel oil 3.5

2004/

07HH\HH\HH\HHH\HH\HH\HHHH\HH

JMMJSNIMMISNIMMISNIMMI SN
1996 | 1997 | 1998 | 1999




rise even further, it seems unlikely that majoextent. Unfortunately this is not the case. Prices of
increases will take place now unless new events didemestic food and beverages, apart from agricultural
rupt equilibrium in the oil market. products and vegetables, were 9.7% higher in
November than at the same time the year before, and
Demand pushes up market prices of housing anmhported foodstuffs had risen only slightly less. It is
food difficult to ascertain the underlying causes. In part a
Just under one-third of the rise in the CPI fronshift in the seasonal cycle may be involved, or tem-
January to November was caused by a 15% incregserary disruptions in supply, but it has also been sug-
in the housing component of the index. There is littlgested that increasing consolidation of food distribu-
doubt that the rise in market prices of housing is rootion and retail companies plays a part. This hypothe-
ed in sharp demand growth, while urban drift, credsis is supported by the fact that similar rises have
supply and falling real interest rates may also playlaeen seen in prices of both domestic and imported
part. In real terms, real estate prices in the Greatfrods. No general rise can be seen in the import
Reykjavik Area are now similar to those during therices of foods, which could suggest a higher mark-
economic boom of just over a decade ago. Ona#. However, it is too early to state very much cate-
prices reach such levels, increases can be expecteddoically about the impact of company mergers and
tail off. To some extent the housing price rises can i#oc formation in the food trade.
said to represent an adjustment from the low prices In some cases, external factors have caused price
that prevailed during the stagnation period in muchises, but market conditions have probably meant
of the 1990s. This adjustment process should hatteat prices have risen more than these warranted.
been completed by now and the greatest wave Bfices of services in the open market have risen by
increases has probably passed, although some addst over 5% compared with the previous year. This
tional rise in housing prices in real terms could takecludes a rise in motor vehicle insurance premiums
place next year. following legislation which makes more stringent
In a way, the increase in the housing componedemands for coverage. However, only just under
of the CPI gives an exaggerated picture of the rise one-third of this increase was reflected in the rise in
consumer prices. Firstly, the index only takes intthe CPI, namely the part which Statistics Iceland
account rises in real estate prices in the Greateonsidered was not the result of the mandatory extra
Reykjavik Area. Real estate prices soared there lasiverage. Although assessments of the extra cost
year, while the situation in most regional areas wasorne by insurance companies as a result of the new
completely different. Urban drift to the Greateregislation may be disputed, it must be considered
Reykjavik Area has magnified tension in the housinlikely that market conditions played a part in
market there but kept prices down elsewherenabling the insurance companies to raise premiums
Secondly, it should be borne in mind that the rise imore than would otherwise have been the case. Be
imputed housing cost, which is based on markehat as it may, the impact of the insurance premium
prices of housing and represents the most importamnge on the CPI was only 0.2% in the end.
reason for the increase in the housing component, Apart from imported petrol and food, price trends
does not directly reflect the direct additional cost ofor other goods, such as cars and electrical equip-
higher housing prices to consumers, but rather theiment, have served to restrain rises in the CPI. Their
opportunity cost of living in their own accommoda-prices have either virtually remained constant or fall-
tion. Thus relatively limited real estate trading camn, and Statistics Iceland calculations incorporate
lead to revaluation of this opportunity cost for alichanges in the quality of these goods, which pro-
consumers. Assessing housing cost is in fact a vetlyices a lower measured price.
difficult task and approaches vary widely from one
country to the other. Currency trends only had a temporary impact on
If rising petrol and housing costs were the onlyrices this year and higher productivity cushioned
explanations for increased inflation, it could behe impact of wage rises
hoped to slow down again automatically to a larg&he exchange rate of the krona weakened somewhat



1.7-2.5%. The Central Bank's forecast was revised

Chart 3 ; upwards in April, July and, most recently, October,
Unitlabour cost 1996 - 1999 when the bank predicted an inflation rate of 4.6% for
% % changes between annual averages the year. This is a sharp turnabout from previous
45 years, when there was a tendency to over-predict
inflation.

Forecast errors can originate from two sources:
either the forecast model is incorrect, or the forecast
assumptions are wrong. A year ago the Central Bank
made a study of its inflation forecast3his was
prompted by an apparent inherent tendency to over-
predict inflation. The study found that no fundamen-
tal change had occurred in the long-term relationship
between wage costs, import prices and consumer
prices. The tendency to over-predict inflation was

1996 1997 1998 1999

primarily caused by too pessimistic assumptions
during the first part of the year and in the first half ofegarding external factors such as import prices and
May it was around 1% lower than at the beginning gfroductivity, besides which the policy of monetary
the year, and just over 2%2% down on the peak frorestraint had served to bring down inflation by pro-
summer 1998. Since May, however, the krona hakicing a higher exchange rate than the Bank had
appreciated substantially and early in November #@ssumed in its forecasts. It seems, however, that the
had reached a higher level than at any time since tpass-through of wages to consumer prices has
devaluation of June 1993. Although the depreciatiolengthened in recent years.
of the kréna played some part in the rise in inflation In the second and third quarters of this year, the
in the first half of the year, this impact should by an@entral Bank forecast a considerably lower rate of
large have faded out and in the near term the highiaflation than turned out to be the case. Almost half
exchange rate, if it persists, will lead to lower imporbf the shortfall in the second-quarter forecast can
prices in kréna terms. apparently be attributed to incorrect assumptions.
During the third quarter of 1999, wages in théThe main factor at work there was that petrol prices
general market were 5.3% higher than a year previ international markets began to rise very sharply in
ously, according to the wage index published biarch and April, contrary to predictions by interna-
Statistics Iceland. Wages of public sector and bartional agencies. By the beginning of the summer
employees had risen by almost 3% more than thopetrol prices had risen by around 50% since February
in the general labour market. According to theand in recent weeks they had roughly doubled since
National Economic Institute's forecast for economithe beginning of the year. Housing costs also rose by
growth and labour demand in 1999, productivity willmore than had been expected. In the third quarter, the
increase by around 2%:% this year. Thus the rise greater part of the discrepancy is apparently
unit labour cost would be around 2%. All thingsexplained by forces that the Bank's forecast model
being equal, such an increase should not have mucéinnot explain even when fed with the most recent
inflationary impact. and reliable data. Petrol prices continued to rise in
the third quarter, as it happens, but the main reason
Shortfall in the Central Bank's second- and thirdfor the remaining shortfall in the forecast, after
quarter inflation forecasts allowance for the increase in import prices, was the
In January, the Central Bank forecast 2.2% inflationse in the housing component of the index.
from the beginning to the end of the year. Other fore-
casts at that time were in the range 2.2-2.7% for the
year. The Bank's year-on-year forecast was 1.9% a—
other forecasts were along similar lines, in the ranc2. central Bank of Iceland Autumn Statement 1998.



Table Il Several assumptions in the Central Bank's January forecast, and actual developments

Premiss January forecast Status in November

Wage drift 2% wage drift assumed for 1999. Assessment unchanged.

Productivity 2.5% increase in productivity assumed for 1999.Assessment unchanged.

Exchange rate Exchange rate was assumed to remain unchanghke krona appreciated by 2.8% from the beginning of
from January 15. the year to November 10.

Import prices 1% reduction forecast for first part of the year ai3d6% rise expected in 1999.

1% rise during the last nine months.

Housing prices Rising market prices of housing were expectedMtarket prices of housing in the Greater Reykjavik
lead to a greater rise in the CPI than would othérea rose by 17% from the beginning of the year until
wise be the case. September and the housing component of the CPI by

12.5% from the beginning of the year until November.

Petrol prices Petrol price developments were not taken into p&etail petrol prices rose by 26% from January to
ticular account. The IMF report published in Ma@ctober and by 21.6% to November. World market
predicted a 9% reduction in oil prices in SDPRrices have more than doubled since March. The IMF
between 1998 and 1999. report published in October predicted a 27% rise in oil

prices in SDR between 1998 and 1999.

The Central Bank forecasts 4% inflation between The pending wage negotiations involving the
1999 and 2000 bulk of labour unions make the forecast's assump-
In its quarterly forecast in October, the Central Bankons on wage developments highly uncertain. If the
forecast a 3.3% rise in the annual average CHiteraction of wage and exchange rate developments
between 1998 and 1999, and 4.1% between 1999 adliffers from the forecast, the outcome could be better
2000. Virtually no inflation was expected for the resbr worse. For example, a 1%% appreciation of the
of the year on account of seasonal factors and thkedna over the next few months, on the assumptions
impact of petrol tax cuts. This forecast appears to beade in the forecast, combined with wage increases
holding good, since the CPI in November wad% below the forecast level, would leave the rise in
unchanged from the previous month. According tthe CPI just over 1% lower next year than the fore-
the forecast the increase in the CPI from the begicast figure. In both cases the development of real
ning to the end of this year will be 4.6%, while thevages would be virtually identical.

forecast for the year 2000 is 3.7%. This forecast wa<
based on the following assumptions:

Chart4

Comparison of inflation forecasts
¢ An unchanged exchange rate of the kréna fro with different assumptions

October 25, when it was 3.6% above the centr; 20 %

reference rate. { WRealised inflation
+ Average wages will increase between 1999 ar 157 MActualinflation forecast '
2000 by 6%%. This increase includes the impa | MForecast with realised assumptions

of pending wage agreements plus contractu 1~°§ B
rises in the general market and wage drift (2% i ]

1999 and 1%2% in 2000). 051 g
e Productivity increases of 2%2% in 1999 and 2% i 001
2000 ]
e Arrise in import prices in foreign currency terms _0.5: ‘ ‘ ‘ ‘ ‘ ‘ ‘
of 3%% in 1999 and 1%2% in 2000. 1998:1 1998:2 1998:3 1998:4 1999:1 1999:2 1999:3




A less favourable interaction of exchange rat
and wage developments is also conceivable, resy Chart6
ing in considerably more inflation than forecast by
the Central Bank. In order for this not to happen, th %
economy must slow down next year. A great de:
also depends on price developments for the spec 504 —nflation expectations
factors that have driven up inflation during the preg 45 —Mfiation premium B
ent year. The Central Bank forecast assumes that { | ~Cena Bankinfaton forecast -
increase in housing prices will decelerate until th
end of the year, then pick up again somewhat in tk
first months of 2000. Considering that residentig
accommodation prices in the Greater Reykjavik Arg 257
are already as high in real terms as during previol 2.0 ‘ ‘ ‘ ‘
peaks, price rises are likely to slow down at the leag ~ Sept Jan. May  Sept.  Jan.  May  Sept
The housing component of the CPI remaine 1997 1996 1998 1998 1999 1999 1999
unchanged in November.

It is important to regain control over inflation between inflation assessments over the past twelve
before higher inflationary expectations establisimonths and actual developments. In general, howev-
themselves. General expectations have been fer, participants in previous surveys have had a ten-
rather higher inflation than the Central Bank hadency to overestimate the inflation rate.
forecast. The spread between expected and measuredThe inflationary premium on bonds, measured by
inflation has been even greater, since the Centridile differential between the yield on unindexed and
Bank has had a tendency in recent years to over-piadexed bonds of the same maturity, gives some idea
dict inflation, until last year. This gap apparently naref inflationary expectations among investors. A qual-
rowed last year, however, and was 0.4% in May arification must be added that this differential would
September 1998. Now it has widened once again aadtually need to be broken down into expected infla-
respondents in a survey made in September said theyn and an inflation risk premium, which is difficult.
expected 5% inflation, compared with the CentrdBe that as it may, the inflationary premium of
Bank forecast of 3.6%, i.e. a 1.4% higher figure. Ainvestors has been very close to inflationary expecta-
the same time, respondents estimated inflation ovBons of individuals as measured in surveys.
the preceding 12 months at 4.8%. In fact the CPI ro§&ecently, however, a growing discrepancy has
by 4.9%, so there was a close correspondeneeerged. In September the investors' inflation pre-
mium was 4%2% by this criterion, i.e. 2% lower than
individuals' expectations for inflation but 0.9% high-

Expected inflation, inflation premium and
Central Bank inflation forecast

Chart5 ; :
The Central Bank inflation fgrecast er than the Central Bank forecast. Since then the
% changes over year unless otherwise stated inflationary premium has dropped somewhat, so that
Inflation ‘ the differential can be expected to have increased
between year:

still further. A conceivable explanation is that
investors take a different view from the general pub-
1 lic as regards the impact of the strengthening kréna
of the kréna ‘ ‘ ‘ :;gzz in recent months, the special temporary factors in the
: : 1 price upswing and foreseeable restraint measures.

Inflation

Unit labour cos

Import prices f .
inforeign What causes economic overheating?

currency terms| ; ; ‘ ‘ In its forecast presented with the national budget in
0, . . . .
0 L 2 3 4 5% October, the National Economic Institute estimates
Based on the Central Bank's inflation forecast in October 1999. H 0/ |
The krona's exchange rate is assumed to remain stable from Oct. 25 1999 to year-end 2000. that GDP WI” grOW by 58 A) m_ 1999 bUt SIOW dOWﬂ
sharply next year to 2.7%. If this forecast holds good,




Table 1l GDP and its components * At the same time as general optimism about eco-
nomic prospects created greater demand for cred-
Percentage change unless it, the supply of credit increased. Among other

stated otherwise 1997 199819992 20002 . .

things, greater credit supply can be traced to new
Private CONSUMPLON ................... 60 110 60 25  gock offerings in the state-majority commercial
Public coNSUMPHON ....ocvvereeeesssess 31 37 34 25 panks during the buildup to privatisation, and the
Gross fixed capital formation...... 105 234 -0.1 2.1 establishment of the Investment Bank (FBA)
National expenditure.................. 62 121 40 24 with 3 strong equity position. Fiercer competition
Gross domestic product............... 53 51 58 27 for market shares took place among financial
Current account balanc¥ of GDP -1.4  -57 -46 -4.2 institutions as a result. Generally speaking, pub-
1. Preliminary. 2. Forecast.Source: National Economic Institute. lic access to credit has also grown in recent years

and the rules on access to government-backed

economic growth this year will be the highest since mortgage loans have been relaxed. Trading in
1987. Even more remarkable is that 1999 is the fish quotas has probably boosted both demand for
fourth consecutive year that annual growth has and supply of credit. Despite increasingly tight
exceeded 5%. Over these four years, GDP has grown monetary restraint, the real interest rates offered
by 24%, roughly the same figure as during the boom to corporate borrowers and on mortgages gener-
in 1983-1987. ally dropped.

High growth this year is primarily the result of
continued rapid growth in private consumption and External conditions are undeniably favourable,
considerably greater export growth than in 1998, #&ut not on the same scale as during the greatest fish-
the same time as import growth has been slowirgries upswings. Catches have increased in recent
down. Investment is expected to remain virtuallyears, but relatively steadily. Marine product prices
unchanged, thereby reducing the growth in nationake running fairly high in foreign currency terms, but
expenditure. relative to general price rises they are still lower than

Given the major role played by demand exparat the 1991 peak. Kréna prices are very high, howev-
sion in fuelling inflation this year, the cure must lieer, since the exchange rate is lower now than when
in dampening the growth of domestic demand. Tprices of marine products peaked in foreign currency
determine whether or how extensive action is neeterms in 1991. It can thus be said that the fisheries
ed, the cause of such heavy demand must beom is to some extent the product of domestic
assessed. exchange rate policy no less than that of external

In brief, the pattern has been as follows: conditions. This year, the price rises for marine prod-

* When prospects for external conditions picked U .7
because of the improved state of fish stocks, ris Marine export prices 1990 - 1999
in prices for marine products in export market Jan. 1990=100
and stepped-up investment in power-intensiv 160 7 —Inforeign currency terms
industries, optimism increased among business| 1507 —in foreign currency terms
and households, which reviewed their investmer 1407 defated by foreign consumer prices
. 1 —In Icelandic kréna terms
and consumption plans. 1303
e Falling unemployment and a brighter economi ]
scenario boosted the bargaining power of labol
unions and companies’ ability to meet highe ]
wage costs. The result was a large increase inrq¢ 1007
disposable earnings, which made householq¢ go1
even bolder in their consumption and investmer g
plans, and the same was true of companies se 1990 1991 1992 1993 1994 1995 1996 1997 1998 199
ing the domestic market.




Comparison between the upswings in 1986-1987 and 1998-1999

The present upswing resembles that at the end of therates are lower, which reduces the debt burden.
1980s in many ways but differs in others. The follow- Inflation is also lower, giving more scope for tackling
ing is a comparison of the main features of these two overheating before a currency adjustment becomes

economic growth periods: unavoidable.
« The current account deficit is greater now, or 5.7% ef Unemployment in 1987 was even lower than now, and
GDP in 1998 compared with 3%2% in 1987. there was more tension in the labour market which was

« Public sector debt now, although decreasing, is much Not as open externally then as today.
greater than in the 1980s. The same applies to house-Public sector operations are in much better shape with

hold debt, corporate debt and the national debt. a sizeable surplus now but a considerable deficit in
* Real interest rates on borrowing are higher now than 1985-1987.
during the expansionary period of the 1980s. * Investment plays a larger part in the upswing in recent

« Capital movements are unrestricted now, increasing Yéars than in the 1980s. However, the proportion of
the risk of a currency and financial crisis if market investmentis not high in historical terms.
players lose confidence in the economic policy. » The Central Bank is now better equipped to counteract
« The competitive position of industry is much better €xpansionary forces. The Bank has been granted
now, the real exchange rate closer to equilibrium and 9reater independence in applying interest rates and
corporate profits higher. Furthermore, real interest €xchange rate policy is somewhat more flexible.

ucts, which occurred in 1997 and 1998, have bed®98. A major factor there is that fishmeal prices
cancelled out to some extent, after peaking in autunplummeted after being exceptionally high. Prices of
other marine products are still running high, although

Table IV Comparison between two upswings they have been slipping slightly.

Annual percentage change ~ 1986- 1998- At later stages in the business cycle, the external
unless otherwise stated 1987 1987 19992 199¢  stimuli that originally launched it have diminished,
GDP growth 7.4 86 54 58 egpecially during the current year. Although cod quo-

CPl inflation 200 188 25 33 tas are continuing to increase, there have been cut-
Current acc. balance, % of GDP... -1.5 -34 -52 -46packs in other species. Shrimp catches have been
f?ae\f;‘é;f;?t(i:’eﬁa‘xcehaggisf?te 977 1000 873 874200 and deepwater fisheries have dropped.
Real exchange rate (relat. wages). 29.0 26.2 4.3 O.ZIn\/eStrner.1t In power-intensive mdu_stne; has .fa".en
Treasury fin. balance, % of GDP.. -2.5 -0.9 1.3 1.6 On.ce aga.lm'. Nonetheless t.he upswing 1s 'con_tlnumg,
' driven this time by domestic demand, which is gen-

Gen. government debt, % of GDP 28.2 26.6 44.7 420 . . . . . .
g ’ erously fed with foreign borrowing. This will be dis-
General government net

debt, % Of GDP ......voooeeererrrene 89 85 284 26.4Cussedin more detail later on.

Real annual growth of broad Combined economic growth over the past four

money (M3 ..o 12.6 138 122 11.1 years is now similar to that during the growth period

Real growth of DMB lending..... 84 196 285 274 from 1983 to 1987, but a comparison of the periods
Real growth of credit system’s when GDP can be expected to have outstripped long-
total lending?...........ccccceveveeerenennne 47 106 119

113 term production capacity, namely 1986 to 1987 and
Unemployment, % of labour force 06 0.4~ 23 20 1998 to 1999 respectively, gives the former period of
Real disposable income990=100 96.1 1208 113.2 1187  yerheating the lead in terms of economic growth
Real disposable income, 4 @nd growth in national expenditure, especially pri-

annual percentage change............. 17.3 25.8 6.6 . lowi h h iod
National expenditure..................... 10.0 15.7 8.0 .0 vate consumptlor). Following _t e growt peI’IO'
Gross fixed capital formation ....... 237 213 110 -0.1 came a '0”9 adJUStmem perIOd \_Nhen economlc

_ _ growth was either very low or negative and real dis-
Private consumption.............c........ 115 16.2 8.5 6.0

"~ posable incomes fell for years on end. We must sure-
1. Period averages. 2. Central Bank’s and NEI estimates and projectiomy. ask whether such a hard |anding is inevitable now
3. For 1999, 12 month % change to end of September is shown. t00. or whether growth can slowly be tailored to a

10



level compatible with long-run price stability, with- place in this deficit in 2000 either, despite the mod-
out having to cut real incomes. This question is narate growth forecast for that year.
easy to answer but the comparison of the two growth
periods given in the accompanying box and chart Risk of a higher current account deficit than forecast
useful to bear in mind. in the recent national budget
Secondly, the NEI estimates for private consumption

National expenditure has been reduced, but n@nd investment growth seem on the conservative
enough to ensure external balance side. Models for consumption and investment pat-
The National Economic Institute (NEI) forecastderns that have been evaluated at the Central Bank
some slowing down in the growth of national expenshow considerably greater growth in private con-
diture this year, and higher export growth than isumption and investment during the current year and
1998. In this respect the components of growth arfa investment in the year 2000 than were foreseen in
more favourable this year than they were last yeahe NEI forecast. If this turns out to be the case, a
National expenditure is now forecast to grow by 4%arger current account deficit can be expected than
this year compared with 12% in 1998. The NEI foreforecast by the NEi.
cast for more than 8% export growth this year is Thirdly, foreign trade statistics so far this year
quite an improvement on last year's sluggish growtheinforce the conclusion that the deficit will exceed
if this prediction holds good. A considerable reducthe NEI forecast. The NEI forecast assumes a deficit
tion in import growth is also forecast, at 3.4% comen the trade account of 17.9 billion kr. for the year as
pared with 22% in 1998. a whole. During the first nine months of the year it

It is too early to get off guard, however, despitdad reached 20 billion kr., which is approximately
the predicted lower growth in national expenditurethe same as for the whole of 1998. Admittedly, vari-
Firstly, it should be borne in mind that growth in pri-ous factors in the final months of the year will con-
vate consumption is still very high according to théribute to a lower deficit. A new fishing season com-
NEI forecast, at 6%. Although the investment wavenenced in September and greater exports of marine
has peaked, slower growth in national expenditungroducts may be expected until the end of the year
will not serve to cause a sufficient reduction in theompared with recent months. Higher aluminium
current account deficit that was formed in 1998. Thprices will also boost export value. Offsetting this is
NEI forecasts a continuing current account deficithe rise in imported fuel and raw material prices,
this year, equivalent to 4.6% of GDP. Even worse iwhich will widen the deficit.
the prospect that no significant reduction will take Another cause for concern is that imports and
exports of aircraft and vessels, which fluctuate and
do not necessarily reflect underlying economic

Chart 8 developments, create a rather more favourable pic-
Growth of private consumption, gross fixed capital ture for this year's current account balance, while in
formation and exports 1983 - 1999 1998 the opposite occurred. Excluding buying and

o  —Private consumption selling of ships and aircraft, the nine month trade

01— account deficit grew from 13.5 billion kr. in 1998 to

16 billion kr. over the same period this year. Growth
in exports so far this year is almost entirely account-
ed for by manufactured goods. Exports rose by one
quarter over the first three months of the year in vol-
< /NP o

w ume terms, but only 15% in value on account of low
i NS aluminium prices, although these are rallying briskly

- now. The growth in exports of manufactured goods is

—Gross fixed capital formation
—Exports

204
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3. It should be pointed out that OECD forecast a higher current account
deficit than the National Economic Institute for 2000, or 5.3% of GDP.
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Chart 9

Merchandise imports 1996 - 1999
3 month moving averages, seasonally adjusted at fixed prices
B.kr.

16

14

| —Total

—Ships and aircraft excluded

just under 2% billion kr. compared with last year.

This occurred mainly in the second quarter and is
largely attributable to a rise in expenditures on over-
seas travel, but a sharp decline also took place in
exports of various services, including those connect-
ed with Iceland Defence Force activities. Overseas
travel can be expected to continue growing, and like-

wise spending per trip, a development that the
strengthening of the kréna in recent months will
encourage to begin with. On the whole, this year's
current account deficit looks certain to be consider-
ably greater than the NEI forecast earlier in the
autumn, and may even exceed last year's deficit.
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196 | 1097 | 1008 | 1999 The current account deficit is greater now than in

1987, but is it a benign one?

largely caused by higher aluminium exports, but alsgompared with 1987, when the expansionary period
extends to many other product categories. Invesgf the 1980s reached its peak, the present deficit on
ment goods linked to fisheries and food productioghe current account is both greater and more persist-
head the list. Exports of marine products have beet. In 1987 the deficit was equivalent to 3%% of
sluggish in recent months and showed some contraGpp after a minor surplus the previous year, com-
tion during the first nine months of the year compared with a deficit of 5.7% in 1998 and at least 4.6%
pared with the same period in 1998. Low exports ahis year. It is not enough to judge the deficit merely
marine products in late summer, i.e. towards the ens its size; the underlying causes also need to be
of the fishing year, can be traced to the good catchegamined. If a current account deficit is largely cre-
early in the season. Excluding vessel and aircrafted because of profitable investments, which yield
transactions, export value during the first three quajhcreased export revenues in the course of time, there
ters of 1999 rose by only 1%, while total merchanis |ess cause for concern than when it is primarily the
dise imports rose by 5%2% in value and almost 7% iesult of growth in private consumption. The
volume. upswing in 1986 to 1987 certainly showed larger

During the first nine months of the year, mergrowth in private consumption, amounting to 23% in
chandise import growth slowed down substantially

compared with the previous year. The most recer*
figures indicate that consumption goods are sti
growing rapidly. Imports of consumer durables ar
growing most, but the import of non-durable goods i
also increasing. Imports even appear to have gain
momentum in the summer and autumn, after figure
for the first months of the year had shown a consig
erable contraction. Imports of investment goods we
greater than assumed in previous NEI forecasts a
increased in the final months of the period.

Data for trade in services are only available fg
the first half of this year. Based on current exchang
rates, exports of services contracted then by 1% co
pared with the first six months of 1998, while
imports of services increased by almost 6%. As
result, the deficit on the service account widened

Chart 10 .
Economic growth, real exchange rate and

current account balance
B Economic growth (left axis)
—Current account balance, % of GDP (left axis)
b ) ) 1980=100
10 —— — Real exchange rate (right axis) O
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those two years but just under 18% in 1998 to 199fhvestment by corporations may become even more
If the periods 1983-1987 and 1995-1999 (forecast faerious for the financial system than when the public
1999) are examined as a whole, it transpires that pgector overheats the economy with excessive expen-
vate consumption grew by a similar amount ovediture or tax cuts during a boom. The State has the
both, or around one-third. Growth in capital formapower to increase its revenues through taxation if
tion is heading just past 73% now but was just undeeeded. Companies which run into difficulties, on
30% during the former period. However, it must béhe other hand, need to take painful streamlining
remembered that the growth in investment during thection and if they fail to do so there is a risk that loan
present period followed a large contraction and thédsses in the financial system will result.
investment as a proportion of GDP is not high in a The argument that profitable investments should
historical context. Neither the proportion of investdispel fears about the current account deficit was
ment nor private consumption is abnormal in a hidiighly relevant in 1997, less so in 1998 and even less
torical context. It is primarily public consumptionso in 1999. At the beginning of the upswing, invest-
which has shown some increase at the expensemént was particularly marked in power-intensive
both. The proportion of capital formation to GDPindustry and harnessing projects, and in 1998 also in
grew from 14%2% in 1995 to 21%:% in 1998, which idishing and fish-processing. Investment in power-
a similar ratio to the mid-1980s but lower than théntensive industry is now on the decline. Investment
average for the preceding decade. This year the piin-energy production is considered to have peaked
portion of capital formation will drop once more, toand will diminish next year. During the current year,
just under 20%, according to the NEI forecast, ankdowever, investment in commercial and office prem-
even more next yeatr. ises, office equipment and residential accommoda-
tion, together with public sector investments, is
Is a current account deficit less cause for concern gxpected to sustain the total level of investment
the private sector is behind it? while a contraction occurs in most other areas. The
Although a larger degree of fiscal restraint is curtypes of investment which are now growing will
rently maintained than during the upswing of theherefore not generate such clear foreign currency
1980s, the current account deficit is nonetheless corevenues for the national economy as the former
siderably greater. It has sometimes been claimed thatestments. Overall investment is expected to
the current account deficit now is not a cause for comemain constant in 1999. It is therefore continuing
cern since it is largely the result of heavy investmemrowth in private consumption which above all has
by the private sector and not of a deficit on publistopped the current account deficit from diminishing
sector operations. There are grounds for treating sutth any extent. In its Annual Report for 1998, the
an interpretation with caution. In this respect it i€entral Bank found that up to 40% of the current
worth pointing to the recent experience of manwccount deficit that year could be explained by arbi-
Asian countries. The above argument was oftetmary or temporary factors, such as trade with aircraft
advocated there before the currency and financial cand vessels, inventory accumulation by power-inten-
sis hit a large part of Asia in 1997. Firstly, it is notsive industries, and investments in power-intensive
certain that private investment is always profitablandustries and energy production. Even though ener-
Experience shows that this may be based on overapy production investment is still running high, other
timistic macroeconomic assumptions over whichemporary factors have dropped sharply. The deficit
companies have no control. They make their decin 1999 must therefore largely be explained in terms
sions independently without any overview of investef the economic cycle and underlying deficit, which
ment in the national economy, and may therefoneeeds special action to rectify. Indeed, projections
overinvest in certain sectors. Furthermore, not alWhich assume a relatively quick adjustment of output
investments generate future foreign exchange rete its long-term capacity levels show that the deficit
enues for the national economy, at least not suffwill remain in the range 3-3%2% over the period
ciently quickly, even though they might be profitable2001-2003. This suggests an underlying deficit
in the long run. Secondly, the consequences of oveamounting to 20 billion kr. per year. Thus the con-
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clusion is that the longer the economic growth perirate now, difficult as it may be to ascertain where the
od has lasted, the riskier the underlying causes of theal exchange rate is actually in equilibrium. The
current account deficit become, so there is every reprecondition for maintaining a stable currency over
son to take it seriously. the long term is the successful restriction of demand
growth in the near term. The profitability of compa-
Industrial competitiveness is much stronger nowies during the first half of this year does no suggest
than in 1987 that their position is tight. The profit on regular oper-
The real exchange rate of the kréna has appreciatatibons of companies listed on Iceland Stock Ex-
considerably in recent years. Nonetheless, it canncthange has fallen somewhat compared with 1998,
be considered high in historical terms, since it ibut it must be borne in mind that 1998 was a very
lower than or similar to 1990, when a devaluatiogood year. On average, equity ratios have risen
had taken place the previous year. Admittedly thslightly. As far as the fisheries sector is concerned,
devaluations in 1992 and 1993 brought the realrofitability of demersal fishing and processing is
exchange rate down even lower, but these werevary good, although it was even better in 1998, but a
response to different external circumstances fromownturn has taken place among companies which
today. Despite the recent rise, inflation is much lowdargely depend upon pelagic catches and processing
than in the 1980s. One consequence is that domesticthem for fishmeal and oil. Although company
demand does not undermine the competitive positigerofits are now much greater than they were during
of the export goods sector as quickly as before, prthe previous period of economic overheating, it
vided that the exchange rate remains constant. Thsisould be remembered that the introduction of an
there is more scope for responding to imbalancesjuity market has also ushered in increased demands
before an exchange rate adjustment becomesgarding profitability.
unavoidable. Because it was attempted to maintain a
steady exchange rate while inflation was still runningublic sector finances are strong but do not exert
high, the real exchange rate rose very rapidly durirgufficient restraint
the former growth period and in 1987 was clearlyPublic sector finances have improved greatly in
much higher than was consistent with external batecent years. The public sector showed a surplus
ance in the economy in the long run. Thus a depre@guivalent to 0.9% of GDP last year, and an even
ation of the currency was inevitable to attain ecdarger surplus is foreseeable during the current year,
nomic balance. or equivalent to 1.2% according to the National
From a long-term perspective, there does ndiconomic Institute. This success is entirely the result
appear to be as much reason to adjust the exchamjehe strong position of the treasury, while munici-
pal authorities have been in the red in recent years

Chart 11 . . . despite the economic boom. The strong treasury
Ratio of profit to turnover for publicly position this year is above all growth-led, because
listed companies 1997-1999 tax revenues have increased by considerably more
% Profit of regular operations before taxes than was assumed in the budget for 1999. The sup-
20

plementary budget for the current year assumes that
treasury revenue will exceed the budget targets by 10
billion kr. and outlays by 5.5 kr. billion. Both income
tax and turnover tax revenues are considerably in
excess of estimates. Consequently, the treasury bal-
ance will improve from a 9 billion kr. deficit in 1998
to a 7.5 billion kr. surplus in 1999. However, the
improvement largely stems from sales of assets, and
1997 1998 1998 1999 from special pension fund allocations in 1998 that
Jan-Dec.  Jan-Dec.  Jan-June  Jan.-June are not included in international public sector

accounting standards. As measured by the National
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Economic Institute, the central government balance whole also have higher levels of debt. Secondly, it
shows a smaller improvement, from a surplus of B more difficult to take fiscal action against over-
billion kr. in 1998 to 10% billion kr. This is less thanheating if its origin is in the private sector and not in
an economic growth rate of almost 6% should haveublic sector operations. If treasury overspending
produced. The draft budget for the year 200@ere the main cause of the current account deficit,
assumes a 15 billion kr. treasury surplus, which is 7the government could directly target the root of the
billion kr. better than during the current year. If thigoroblem through increased restraint. However, the
holds good, the cyclically adjusted balance wilgovernment can only have an impact on private sec-
improve considerably once more and the degree tfr activity by indirect and much slower means.
fiscal restraint will increase. This will, however, doDespite this, it is still important to apply firm fiscal
no more than make up for the slack which occurreaktion to counter expansionary trends in the private
in 1999. sector, though politically it might be difficult to raise
The central government balance during the cutaxation or cut back expenditure when the public sec-
rent year could in fact turn out to be better than thr is operating at a surplus.
draft supplementary budget envisages, since the Given the strong need to apply public sector
strengths on the revenue side appear to be greabv@erations against expansion in the private sector, the
than the weaknesses on the expenditure side. Tbperating deficit shown by municipal authorities is
outcome could be a surplus in the range 10-15 billioinoublesome. In 1998 there was a 4.5 billion kr.
kr. according to the central government accounts, deficit on municipal operations, or equivalent to
1% of GDP. Accordingly, a 15 billion kr. surplus10.4% of their tax revenues. Recent indicators sug-
next year would by no means imply any additionagjest that the deficit will only be slightly smaller in
restraint. However, if the improvement in the balanc&999. Such a large deficit leads to a rapidly deterio-
this year and the probable extra revenues next yeating debt position. Total indebtedness of municipal
were added to the budget plans, the treasury's operatithorities at the end of 1998 amounted to 47 billion
ing surplus would be more than 20 billion kr. andr., or around 8% of GDP, having risen by 5 billion
around 3% of GDP. This would imply a considerablér. during the year. At the beginning of this decade
extra degree of restraint. their debts were just over 4% of GDP. The municipal
authorities' debt counteracts fiscal restraint and feeds
The strong fiscal position makes it possible to cuslexpansionary tendencies in the economy. It is also
ion conceivable setbacks but public sector indebteihherently dangerous, because if the present situation
ness is greater than at the end of the last period @bntinues, municipal authorities' debt will rise from
overheating 90% of tax revenues in 1998 to more than 150% in
Over the years 1985-1987 the public sector operated
at a considerable deficit in spite of the economi

Chart 12

boom, especially in 1986. The present strong pos Treasury revenues, expenditures and
tion of public sector finances can be seen from var financial balance 1998-1990

ous angles. Because the public sector is now oper mRevenues (right axis)

ing at a surplus during an economic boom and i zo—L-Expenditures (right axis) Bl 01
indebtedness is being reduced, scope has been cr  —Balance (left axis)

ed for allowing public sector finances to soften th
reversal which may lie ahead. This positive aspect
public sector finance needs two qualifications, how
ever. Firstly, public sector indebtedness is how mug
greater than during the 1980s upswing, despite sy
stantial reductions in recent years. Net indebtedne
of the public sector was equivalent to 8.5% of GD

) > Treasury accounts Budget ~ Projections Budget balance
in 1987 but will probably amount to 26% of GDP a 1998 1999 1999 2000

the end of this year. Households and the economy
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The accompanying chart shows treasury performa
according to the National Economic Institute's prepar, chart 13

tion of standardized national accounts. After th Central government finances 1980 -1999
reforms in central government accounting in 199 % of GDP
these figures provide the main basis for retrospecti 4,—% WFiscal balance B Fiscal impulse-,

comparisons. Together with the operating result, tw = Structural balance
indicators are included showing the extent to whic e
treasury performance is determined by the econon
climate. One indicator, the fiscal impulse, assumes th
fiscal performance is neutral if treasury revenues are
fixed proportion of GDP and real outlays per capita a
constant. The other shows the fiscal balance, adjus
for the impact of the economic cycle. This first assess
whether GDP is greater or less than normal producty 6+%+—+++—+++—++—1++r1 711111
capacity, and then what the treasury balance would ha 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000
been, if the utilization of capacity had been norm
rather than as realized.

2010. Admittedly, investment in schools, kinder-of other countries. At the same time in 1998, net
gartens and drainage systems, which has been excepgration was 411, although more Icelanders left the
tionally high in recent years, is to some extent tencountry than moved to it then.

porary and may be explained by new demands for Wage developments during the year have largely
whole-day schooling and environmental reformsbeen in line with wage agreements. In the third quar-
Thus outlays may be expected to decrease to sotee wages in the general labour market had risen by
extent in the years to come. Nonetheless, debt accu3% from the same period in the previous year,
mulation in recent years means that municipakhile those of public sector and bank employees had
authorities' operations are now more sensitive tgsen by considerably more. Wage drift was still run-
changes in external conditions over which they havang at less than 2% and in fact dropped to 1%2% dur-
little control, such as setbacks to economic growth ang the third quarter. Rather more wage drift could
interest rate developments. have been expected in such a scenario. However, it

The domestic labour market is stretched to its limif chart 14

but foreign labour alleriated the strains so far Net immigration and issues of new work permits
Unemployment has been steadily declining and wz
down to 1.4% in September. In some parts of th 100 mNet immigation B New work peris
country unemployment has to all intents and pul  gp!

poses vanished. The number of work permits issug
to foreign workers has been increasing steadily
recent years and foreign temporary workers play @ 400
important role in certain communities. More thar
2,000 work permits were issued during the first nin
months of the year, or almost as many as in the whg 0
of last year, which was also a record. There has al
been net immigration to Iceland. In the first nine 01 02 Q3 Q4 Q1 Q2 03 04 O1 Q2 Q3 04 01 Q2 O3
months, 1,048 more people moved to Iceland tha | 1996 | 1997 | 1998 | 1999 |
from it, comprising 249 Icelanders and 799 citizen
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must be borne in mind that real disposable incomé&Xredit expansion still poses a risk to stability
and company payroll costs have grown sharply ifihe Central Bank has been concerned about the lend-
recent years and therefore presumably give less oc@ag boom and the rapid money supply growth during
sion for wage drift. Importation of labour has alsahis year and last. Growth in lending by deposit
solved bottlenecks in the labour market. It is alsmoney bank& amounted to 31% last yé€abut
conceivable that the strengthening of the equity magrowth in lending by the credit system as a whole
ket and profitability demands made there imposeas less, or just over 15%, which is the same rate
greater wage restraint on companies than during prvat M3 increased by. The growth in lending acceler-
vious periods of economic growth. ated further this year and the 12 month increase in
Once again the overheating of the economy itending by deposit money banks until the end of
1987 makes an interesting comparison. Unemployseptember amounted to 36%, while M3 increased by
ment then was even lower, or around ¥2%. There wasst over 15% over the same period. Figures are not
also less scope for importation of labour, since thavailable for lending by the credit system as a whole
European Economic Area had not been establishafter the end of June, when it had increased by 16%2%
and Eastern Europe was still behind the Iron Curtaifrom the middle of 1998.
Labour market participation was also much higher This development gives rise to two particular
than today, although the fact that 1987 was aroncerns. The first is that such high growth in mon-
income tax-free year with an unnaturally large labougtary aggregates and lending is not compatible with
supply must be taken into account. It is unrealistic tow inflation in the long run. Studies confirm a long-
assume that labour market participation could reat¢brm relationship between M3 and the nominal value
such a level again. Compared with the years befoof GDP changes which may be regarded as the sum
and after 1987, labour market participation is stilbf inflation and economic growth. If inflation is to be
some way from reaching the former peak. Under th@aintained in the range 2-2%% and the growth
conditions prevailing in the labour market in 1987¢capacity of the Icelandic economy in the long run is
real earnings increased excessively. The excessivethe range 3% to 4%the long-term growth of
and rapid growth of real disposable income in 198ihoney should be in the range 4-9%. This assumes
quickly undermined the competitive position of busithat the velocity of money can change within normal
nesses and at the same time intensified excdswits. In addition, studies indicate that rapid growth
demand and the current account deficit. During th& lending can lead to greater future inflation by stim-
present upswing real disposable income has alstating demand. The other concern is that a large
increased very rapidly but the gains now are mudhcrease in lending during an upswing can lead to

less than during the former phase. loan losses in the banking system when the econom-
ic situation tightens, which can then undermine con-
Chart 15 fidence in the financial system and its stabfity.

Real disposable income per capita 1980 - 1999
%

4. Commercial and savings banks and other institutions permitted to
accept deposits from the public.

5. The balance sheet of the Commercial Loan Fund was incorporated into
that of islandsbanki in October 1998, distorting the figure for 12-month
lending growth among deposit money banks for a whole year after-
wards. Rough allowance for this gives a figure for lending growth by
deposit money banks of 27% in 1998 and 32% over the 12-month peri-
od up to the end of September. However, this change does not affect
lending figures for the credit system as a whole.

6. The upper limit is probably too high, but does not make much differ-
ence in this context.

7. A more detail explanation of the predictive value of money and credit

B e e e N R A s s s s s s | for price developments is found on pp. 14-15 in the Central Bank of
80 82 84 8 83 90 92 94 96 98 2000 Iceland Annual Report for 1998.
Preliminary for 1999. Forecast for 2000. 8. The next Monetary Bulletin will contain a discussion of the stability of

the financial system as a whole.
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Table V Money and credit in 1998 and 1999

Chart 16 - - - selected items
M3 and deposit money bank lending S
% 12 month percent change 1999 12 m.
40 Percentage change (%) toend to end of
—M3 from beginning to end of period 1998 of Sept.  Sept. 99
30 —Lending Central Bank base money.............. 45 13.1 12.1
Banking system'’s foreign
201 liabilities for relending................... 54.1 30.5 70.3
Banking system’s total lending...... 27.7 15.6 27.0
10+ M3 e 15.2 14.9 15.3
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proportionally more than M3. So far this year base
What are the explanations for the large growth imoney has increased by 13% at the same time as M3
lending, and how are these new loans financedfas risen by 15%.
Firstly, it should be stated that there is nothing The financial statements of deposit money banks
unusual about strong growth in money and credit ishow how they financed their lending last year and
a situation of high growth and rapidly increasinghis year (see Table VI). In addition to conventional
income. Thus nominal GDP growth can be expectdihancing through deposits, foreign borrowing
to have been around 10% in both 1998 and 1999 apthyed the largest role. It provided finance for almost
the increase in total earnings from labour and capithhlf of the increase in lending in 1998 and almost
a similar figure. A similar growth in money would 40% so far this ye&The Central Bank’s contribu-
therefore not cause much concern. Furthermore, iti®n to funding the increase in lending was only 17%
natural for credit to grow somewhat in excess oh 1998 and has in fact been negative so far this year.
nominal GDP growth during an upswing, since lendThus a more obvious explanation for the growth in
ing generally fluctuates more than output. The receM3 and credit over and above the nominal growth in
growth in money and lending has, however, bee@DP is a credit expansion which is financed by for-
substantially larger than can be regarded as a natuedgn borrowing. Such an increase in lending leads to
accompaniment to an economic upswing. additional growth in deposits, which increases M3
One conceivable explanation for this monetargven further.
and credit expansion could be that the Central Bank What is the explanation for the large growth in
had encouraged it with substantial money creation tgnding by deposit money banks? Firstly, credit
lending to deposit money banks. Available data doetemand has been running very high because of the
not suggest that this is an important contributingconomic upswing. It has been even greater because
cause, especially not in 1998 when credit expandémuseholds appear to have made upward revisions of
significantly. The best criterion of the Central Bank'sheir expected future incomes and then based their
contribution to money creation is the increase in thexpenditure decisions and borrowing on this opti-
Bank's base money, which consists of notes amistic assessment. Secondly, the supply of credit has
coins in circulation and the deposit money bankgrown because deposit money banks have been
reserves. Base money only increased by 4%% increasing their market share at the expense of other
1998 at the same time as M3 increased by more than
15% (see Table V), and in 1997 base mone
increased by only 3.1%. If Central Bank money cre?: The same_picture is presented when the accounts of the banking system
. . . (i.e. deposit money banks and the Central Bank together) are examined:
ation were the main explanatlon for monetary expar almost half the increase in lending last year can be attributed to financ-
sion, base money would have needed to increase ing from abroad.
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Table VI Deposit money bank lending and funding of lending can pose great risks to exchange
financing1998 and 1999 (to end of September)  rate stability and the strength of the banking system.
This source of financing can be ephemeral. If it dries

1998 1999 up, either because of setbacks in international finan-
Inb.kr.and as % of lending bk % bk. % g markets or because foreign creditors, rightly or
Lending ..o 76.4 59.0 wrongly, lose their confidence in the country, there is
DepOoSIts.....cooovecicicn, 30.6 400 344 5833 risk of downward pressure on the currency. At the
Net securities...........ccceeeeeeeee.. -5.3 -6.9 75 12.7 same time the deposit money banks' foreign
Net foreign liabilities................ 36.8 48.2 224 38.0 exchange balance will become negative, as inflows
Central Bank, net...................... 12.8 16.8 -6.8 -11.5from abroad dI’Op but outstanding foreign-denomi-
Other, Net......ccccvveveeeiiiiieeeee, 1.6 2.1 1.5

25 nated liabilities remain. Under such circumstances
credit institutions face an even greater problem if
credit institutions. This is best seen in the growth idomestic borrowers encounter difficulties in repay-
lending by deposit money banks, which is far beyonithg foreign-denominated liabilities, because the debt
the growth in lending by the credit system as aervice burden on them increases as the domestic
whole. Thirdly, credit supply has increased wherebgurrency falls. Accordingly, it is a major cause of
it is easier to borrow money than before, for a longeroncern that the deposit money banks' foreign liquid-
maturity and on relatively better terms. Credit supplity position has substantially deteriorated alongside
was boosted still further last year when the lendinthe expansion in their lending activities.
capacity of state-owned commercial banks was One of the Central Bank's main objectives for
raised with new equity offerings and a new investalmost two years now has been to work towards
ment bank was established with a strong equity postowing down the growth in lending and create a
tion, which increased competition in the credit marmore solid foundation for the financing of credit. The
ket. A stable currency and an increased interest raBank has done so by issuing cautionary remarks to
differential vis-a-vis abroad has also increasegarties capable of influencing this development. In
demand for foreign-denominated loans. particular, the Central Bank has addressed its
Credit expansion fuels the upswing, which hasemarks to the management of banks, who are sup-
already exceeded the limits compatible with stabilitposed to be guided by the interests of their opera-
and low inflation. It also jeopardizes financial stabiltional security, and also to the government authori-
ity, insofar as it is based on over-optimism by borties as the main owners of some of these players. The
rowers about the future scenario and an underestinBank has also deployed the instruments at its dispos-
tion by credit institutions of credit risk. The risk ofal to exert an influence on lending by the banking
such an underestimation grows in pace with toughsystem. The Central Bank has raised its policy rate
competition among lending institutions. In thisand it also set liquidity requirement ratios for credit
respect it is disturbing to note that the deposit monestitutions in February. Liquidity requirement ratios
banks' equity ratios have been falling recently andnd their impact are discussed in more detail in a sep-
the share of subordinated loans in their calculateatate article on Financial Markets and Central Bank
equity has been increasing. The risk-adjusted equifictions. As a result of the liquidity requirements, the
ratio of commercial banks and savings banks at tttemmercial banks' and savings banks' liquidity posi-
end of June was estimated at 9%, i.e. only 1% ovéon has improved significantly and the share of
the mandatory minimum capital adequacy limit, anghort-term foreign borrowing in their liabilities has
had decreased by 0.3% from the same time the pieeen reduced. The growth in bank lending has also
vious year. The equity ratio excluding subordinatedlowed down somewhat but it is uncertain whether
loans stood at 6.7%, which is 0.7% over the mand#his trend can be entirely attributed to the new lig-
tory minimum, having decreased by 0.5% over theidity rules, since the Central Bank's interest rate
same period. rises and warnings should also have had some
Experience in other countries shows that a higimpact. It is also conceivable that lending growth
proportion of short-term foreign borrowing in thewould have slowed down of its own accord anyway,
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given the high level it had reached. Nonetheles§&DP from 1996 onwards. Private sector indebted-
growth in lending in recent months is still far tooness has been growing at a greater rate, however,
great. Annualized seasonally adjusted growth inausing the net national external debt to rise as a pro-
lending by the deposit money banks measured almgstrtion of GDP in both 1998 and 1999, and this pat-
23% from the end of April to the end of Septembetern looks set to continue next year.
Thus it is vital to continue working towards contain- Lending expansion and the accompanying rise in
ing this excessive growth in lending. An importanhousehold and company debt have fuelled consump-
point here is not to take any action which mayion and investment during the upswing, but at the
increase the lending capacity of state-owned crediame time leave households and companies more
institutions by boosting their equity, either by meansusceptible to income fluctuations. One consequence
of new share offerings or subordinated loansould be that a downturn in the economy will have a
Admittedly, the deteriorating equity position is agreater downward impact on consumption and
major cause of concern, but does have the positiugvestment than before, since the extra debt service
side-effect in the present circumstances of making liturden constricts other expenditure correspondingly
more difficult for banks to swell their balance sheetwhen income drops.
to the extent that has been seen until now. Eventually, Recently, the credit boom has been driving up
the management of credit institutions will have toeal estate prices. At the same time, rising real estate
consider very carefully the risk that a large increasgrices intensify the expansion of demand. This
in lending entails. occurs in two ways. Firstly, higher real estate prices
stimulate housing investment, which the NEI fore-
Growing indebtedness and asset price inflation makeasts to increase by 8% this and 5% next year, in
the economic situation more volatile what is probably a conservative estimate. Secondly,
The expansion in lending has gone hand-in-hartiugher real estate prices boost the market value of
with growing accumulation of debt by household$iouseholds' assets. This in turn encourages them to
and companies. Household indebtedness as a propgpend more, not only because they consider them-
tion of disposable income is estimated at 144% thiselves to be better off than before but also because of
year, as against 130% when the upswing began at tiheir greater borrowing potential using their own
end of 1995. Industrial sectors' debts with the creditousing as collateral. Accordingly, the impact of a
system have also been growing in recent years, frodownswing in the economy could conceivably be
73% of GDP in 1995 to a probable figure of 95% inntensified if it coincides with a drop in real estate
1999. Offsetting this is the reduction that has begprices. Thus it is important to assess the probability
taking place in public sector debt as a proportion afot only of even further rises in real estate prices but
also of a sharp fall.

Chart 17 Real estate prices have soared over the past two
Debt of households and businesses years. In September the index of nominal residential

1602 property prices in the Greater Reykjavik Area had
—Household debt as % of disposable income risen by almost one-quarter over less than two years

140 —Business debt as % of GDP - and in real terms residential property prices are at

their highest for more than a decade. This suggests
that prices may be approaching their peak now.
While continuous data which would allow a precise
evaluation of real estate price developments are lack-
ing, available data show that property prices in real
terms can fluctuate by up to 30% between their high-
est and lowest levels. Greater fluctuations occurred
60 L L B e o A in prices in real terms in the 1980s, which can be
1990 1991 1992 1993 1994 1995 1996 1997 1ggrﬁcasltg9T explained by the high and variable rate of inflation at
that time. Such large changes in the price level are
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Chart 18 Chart 19

Housing prices in real terms Central Bank real interest rate,* treasury bond
Monthly observations as 3 month moving averages inflation premium and slope of the non-indexed
9q Jan. 1984= 100 % yield curve atend of month
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1997 but apartments only before that. Deflated by the consumer price index. *Repo rate, deflated by treasury bond inflation premium

unlikely now, but the rise in housing prices in reabeen imagined, since expectations of an interest rate

terms over the past two years could be cancelled cadjustment were already partly built in to the money

over a relatively short period if conditions alter, i.emarket rates in these markets. The fact that the yield

real prices could drop by around 15%. curve is now downward sloping also indicates a sig-
Share prices have risen sharply in the past twaficant degree of monetary restraint. Greater infla-

years. This should exert the same kind of stimulus dionary expectations, however, dampen the restraint

demand as rising property prices, since higher sharaposed by monetary policy, since they entail lower

prices make it less expensive for companies teal short-term interest than would otherwise be the

finance their investments and also boost the assetsoafse.

shareholders, which should encourage consumption.

This effect is probably still comparatively slight in.....but long-term interest rates have shown

Iceland, where the equity market is young and relaa tendency to fall

tively small relative to GDP. In their spending deci-The impact of the Central Bank's restraint measures

sions, investors may also take into account that tlveas dampened by the fact that, despite the rise in

rise in share prices may be a price bubble. short-term interest, indexed long-term interest rates
fell in 1998. The main reason for this trend is proba-
Monetary policy has exerted restraint .... bly the abolition of restrictions on external capital

The large differential between short-term nominamovements, which has gradually been forcing down
interest rates in Iceland and its main trading partnensterest rates in Iceland towards foreign levels, while
reflects a significant level of monetary restraintliquidity in the secondary market has also con-
After the rise in the Central Bank's policy rate irtributed to lower yields. Long-term real interest rates
mid-June, the difference between the yield on thrdeave a greater impact on private consumption and
month treasury bills in Iceland and the average afivestment than short-term ones. Interest rates on
comparable rates among main trading partnet®using loans and bank loans are most important in
(weighted by their share in Iceland's foreign tradehis respect, and interest on indexed bank loans fell
increased to around 5 percentage points, and thenbypmuch less last year than treasury bond rates. Since
almost 5% percentage points following the Bank'mterest rates have a somewhat delayed effect on
interest rate rise in September. On November 10 tlexpenditure, last year's reduction in long-term inter-
differential stood at 5.3 percentage points, while thest rates can be expected to stimulate demand this
rate rises of 0.5 percentage points by the ECB angar to some extent. In 1999 this trend has been
0.25 percentage points by the Bank of England amversed. At the end of October, interest rates on
November 5 did not reduce it as much as could hawedexed long-term obligations were somewhat high-
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Fortunately, the likelihood of this happening is still a
fairly distant prospect, but it must nonetheless
remain the main economic policy task in the coming
o _ months to prevent such a sequence of events and aim
6.0 iﬂi—lo year treasury bonds-  Housing bonds (96/2) instead for a “soft Ianding.”
] The national budget and draft treasury budget
which have now been presented for the year 2000
assume such a “soft landing” for the economy.
However, there are many signs that demand growth
in 1999 is underestimated in the national budget, and
that this year's current account deficit is under-pre-
dicted. Economic growth would need to be even
w lower than the 2.7% now forecast by the National
Economic Institute in order to defuse demand pres-
sure, but the probability of this actually happening is
correspondingly smaller. The Central Bank estimates
er than at the beginning of the year, while unindexetthat economic growth could be at 3%:% next year.
rates had gone up even more in pace with deteriordthe reason is a greater level of investment than in the
ing inflationary expectations and rises in the Centr&lEl forecast, even though the same assumptions are
Bank policy rate. The Central Bank's restraint measaade in other respects. Furthermore, the Central
ures have played some part in this developmerBank's forecast from October 25 assumes 4% infla-
They have conceivably prevented a further drop ition next year, based on an unchanged exchange rate
long-term interest rates, which would have fuelledrom that date. This is completely unacceptable.
domestic demand even more. There is thus a pressing need to apply all economic
policy instruments with full force against excessive
Economic policy needs to try to avoid a hard landingrowth in domestic demand and monetary and lend-
One result of the growth in domestic demand in thiag expansion.
past year or two has been to push capacity utilization The Introduction to this publication discusses the
beyond its long-term potential level. In recenimmediate economic policy priorities. The most
months this has been causing the economy to ovémportant point in this respect is continuing mone-
heat, which coupled with special circumstances haary restraint and a larger budget surplus than envis-
prompted a substantial rise in inflation. If the growttaged in the draft now before parliament. Another
in domestic demand is not sharply reduced in theremise for achieving a “soft landing” is that next
near future, and if monetary and lending expansioyear's wage agreements must be compatible with a
cannot be curbed, a harsh readjustment process cegduction in inflation from its present rate. If these
not be avoided later. In a worst-case scenario — if tliecuses are followed through, there is a strong likeli-
economy does not begin to slow down, and if excesood that it will prove possible to restore price sta-
sive wage rises result from the forthcoming wageility and balanced economic growth without a hard
agreements — growing inflation and the wideninganding. Among other things, this claim is backed up
current account deficit could force a depreciation dfy the comparison made above between the present
the kréna at the same time as the government is coperiod of economic overheating and that at the end of
pelled to increase monetary and fiscal restraint ithe last decade. Although the situation now is to
order to keep inflation under control. A reduction irsome extent more volatile due to greater indebted-
real disposable incomes would be unavoidable theness and unrestricted capital movements, the founda-
Domestic demand would be likely to drop sharply asons of the economy are on the whole much stronger.
a result, and unemployment would increase.

Chart20 Real yield on long-term bonds

At end of month.
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