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This Survey is based on the Secretariat's study prepared for
the annual review of Iceland by the Economic and Development
Review Committee on 23rd March 1987.

After revisions in the light of dicussions during the review,
final approval of the Survey for publication was given by the
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The previous Survey of Iceland was issued in May 1985.



INTRODUCTION

The past two years have seen a strong recovery of output and real incomes and
achievement of a better economic balance after the disruption caused by the 1 982-3 recession.
At that time Iceland faced a singularly unfavourable set of external circumstances: a sharp
decline in the fish catch, poor terms of trade, rising real interest rates on foreign debt and a
current payments deficit equal to 10 per cent of GNP. Wage indexation and currency
depreciation pushed the annualised inflation rate to over 100 per cent in early 1983. Real
incomes fell by 1 2 per cent in 1 983 as a stabilization programme was introduced. In 1 985 and
1 986 conditions were reversed. The fish catch recovered strongly, the terms of trade improved
remarkably and real disposable incomes grew by over 10 per cent a year. The inflation rate
was the lowest since the first oil shock, with prices in the course of the year rising by 13 'A per
cent.

The 1983 stabilization programme was partly responsible for disinflation gains. In
particular, the breaking of the automatic link between wage inflation and the exchange rate,
through the de-indexing of wages, and a commitment to greater exchange rate stability have
enhanced stability. The fact that real interest rates have been brought into closer alignment
with world rates, checking excessive rates of credit expansion, has also contributed. But since
1984 disinflation has probably owed more to developments in the world economy than to
domestic policies. Fiscal concessions have been made in return for wage moderation, and the
easy budgetary stance has exerted pressure on an already tight labour market. Imbalances
could worsen again if the particularly favourable external environment now facing the
Icelandic economy were to deteriorate.

Key macroeconomic developments since 1 984 are discussed in Part I. After describing
government intervention in the wage bargaining process, Part II deals with fiscal, monetary
and exchange rate policies. Part HI reviews the short-term outlook, appraises the risks
involved and assesses the prospects for the achievement of medium-term stabilization goals.
In Part IV the Survey addresses the issue of financial reform, describing the progress made
from credit rationing to a more market-oriented financial system. The Conclusions are
summarised in Part V.



I. DEVELOPMENTS IN THE TWO YEARS TO 1986

Favourable international environment

A number of external factors have combined to create a particularly favourable
environment for the Icelandic economy over the last two years. Lower oil prices were
accompanied by rising prices for marine products on foreign markets (Table 1). The country
also benefited from reduced interest rates on international financial markets which alleviated

the burden of external debt servicing. These factors, together with an improving fish catch,
contributed to a marked improvement in the terms of trade and a strengthening of the current
external position. They also played a key role in the disinflationary process, while boosting
output and income growth. The only unfavourable influences were the weakness of
non-marine export prices and the depreciation of the U.S. dollar, which, in view of Iceland's
trade structure, negatively affected the terms of trade.

The sharp drop in oil prices had a marked impact on inflation and the current account.
Although Iceland has abundant energy resources (geothermal and hydroelectric), all fuel oil

Table 1 . External environment and economic performance

1981 1982

External conditions

Price of crude oil2

Relative price of fish3
Terms of trade (1980= 100)

Average exchange rate for the Krona4
Average exchange rate for the U.S.$5

Foreign debt (per cent of GNP)
Average interest rate paid on foreign debt

Stabilization gains

Inflation6

Value of fish catch7

Current account (per cent of GNP)
GNP growth (per cent)

37.1 33.6 29.2 28.9 27.0 15.5

140.8 135.4 130.5 123.5 115.1 125.0

101.0 99.5 103.7 104.8 104.8 110.0

288.0 182.8 100.0 85.8 66.9 58.2

85.1 96.4 100.0 105.7 108.8 89.5

28.0 42.4 52.3 56.5 59.1 50.4

11.8 10.4 9.3 8.5

47.9 59.8 84.1 18.8 35.9 13.5

-0.2 -12.0 -5.2 14.1 10.4 13.2

-5.0 -10.0 -2.4 -5.4 -4.6 0.2

2.1 -0.9 -5.7 3.0 3.1 6.2

1. Preliminary.
2. U.S.$/barrel, refiner»' average acquisition price for imported crude oil.
3. Wholesale price of imported fiih in the United States, divided by the U.S. fixed-weight price deflator Tor consumption,
4. Trade-weighted average nominal exchange rate for the Krona, 1983-100.
5. Trade-weighted average nominal exchange rate for the U.S. dollar, 1983-100.
6. December-December change in the cost of living index.
7. Change at constant prices.
Sources: Central Bank of Iceland, National Economic Institute, United Stales Commerce Department and Secretariat calculations.



has to be imported. Oil imports in 1985 accounted for about 1 5 per cent of all merchandise
imports in value terms. When crude oil prices fell from $21 to $14 per barrel in the first half of
1 986, the cost of oil imports declined accordingly: the import price deflator for oil decreased by
about 32 per cent in 1986 (compared to a rise of almost 24 per cent in nonoil import prices),
and the share of oil in the total value of merchandise imports was brought down to just over
10 per cent (Table 2). This windfall, which improved the terms of trade by about 7 per cent,
amounted to about 1 per cent of GNP, and directly reduced consumer prices by 1 'A per cent (a
little more than in the rest of the OECD area). The contribution of the lower oil bill to the
improvement of the current external balance was also substantial, of the order of 1 per cent
of GNP.

Rising fish prices on the US market boosted export revenues. Prices of white fish were
particularly buoyant, reflecting such factors as a shift in consumer preferences towards
seafood, a greater ability to deliver high-quality products due to improved transportation and
preservation techniques, and reduced fish catches by some other important competing
countries (notably Norway). In spite of weak fish meal and oil prices, arising from a world
grain glut and the growing production of palm oil in South-East Asia, the average foreign
price of marine exports rose by 1 5 per cent in 1 986. This shift in export prices was equivalent to
a terms-of-trade gain of around 7 per cent. However, the gain was offset by the impact of the
depreciation of the dollar and krona (which moved roughly in line with the dollar) against
other major currencies, which raised the price of non-oil imports. Given the structure of the
country's foreign trade, whereby the bulk of imports are from Europe and Japan, the
depreciation of the dollar reduced the terms of trade by about 7 per cent1 . Allowing for some
weakness in non-marine export prices and the beneficial fall in oil prices noted above, the net
improvement in the terms of trade was about 5 per cent. (For a further discussion of this issue,
see Annex I.)

Table 2. Export and import prices and the terms-of-trade

Portion due to movements in1

Weight in total trade. 1986 percentage
1985 change, krona term.

Foreign prices
Price of foreign

currency

Prices

Merchandise exports 100.0 20.8 11.2 8.6

Marine 74.7 23.3 15.0 7.2

Non-marine 25.3 13.4 -0.2 13.7

Merchandise imports 100.0 15.0 -0.7 15.8

Oil 15.6 -32.0 -31.3 -1.0

Non-oil 84.4 23.7 4.9 17.9

Terms of trade gains Expressed in foreign prices Exchange rate effects Net change krona terms

Total 12.0 -7.0 5.0

Portion due to movements in the

relative price of:2
Marine exports 7.2 -7.4 -0.2

Non-marine exports -1 .2 -0.9 -2.1

Oil imports 5.4 1.6 7.0

1. Price changes in krona terms are related multiplicative!? to foreign price changes and movements in exchange rates.
2. Prices are expressed relative to non-oil import prices. Columns may not sum to zero due to approximation errors. Sec Annex I for a discussion of the

derivation of these calculations.

Sourcer. National Economic Institute and Secretariat calculations.



Another factor improving the external position and raising national income was the
growth in the fish catch (Diagram 1). The total catch, which by 1984 had largely recovered
from the poor harvests of 1982-83, grew rapidly in both 1985 and 1986 in constant-price
terms, at rates of 10.4 and 13.2 per cent respectively. Widespread gains were registered in
both the high-value cod and the lower-value capeline - a feed and oil fish whose price is
currently depressed. Having bottomed in 1984 at 281 thousand tons, the cod catch reached
350 thousand tons in 1986 -which was nevertheless far below the 1981 record of

Diagram 1. Fish catch 1978-1987
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460 thousand tons2. Herring production remained relatively stable, although the sale of the
1986 harvest was temporarily complicated by difficulties in signing a new trade agreement
with the Soviet Union. Overall, these output gains, which included a growing exploitation of
"new" species such as shrimp, represented a significant productivity jump.

Reflecting the decline in world interest rates, the average interest rate paid by Iceland on
foreign debt fell from 10'A per cent in 1984 to 8% per cent in 1986, helping to reduce the debt
service burden from 1 1 per cent to under 9 per cent of GNP (Table 3). The external debt

Table 3. Foreign funded debt and the debt service burden'

1983 1984 1986*

Long-term foreign debt
Net foreign reserves
Net external debt3

Service of foreign-funded debt

Long-term foreign debt
Net external debt3

Service of foreign-funded debt

Long-term foreign debt
Net external debt3

Service of foreign-funded debt

Memorandum items:

Average interest rate on external debt
(per cent)

Average maturity of external debt (years)
External debt denominated in U.S.J

K ronur, million

4 623

705

4 233

819

7 521

1451

6 549

1 460

14 904

1 101

15 022

2 771

32 127

2 280

31 141

5 648

42 559

1 763

43 470

8 455

60 857

7 297

62 257

9710

75 076

11 266

71000

12 125

Per cent of GNP

30.6

28.3

5.4

32.5

28.0

6.3

42.1

42.4

7.8

53.9

52.3

9.5

55.2

56.3

11.0

57.7

59.1

9.0

53.3

50.4

8.6

Per cent of export cvcnue

79.5

72.8

14.1

10.6

10.4

54.0

84.6

73.7

16.4

12.3

11.0

62.7

114.1

115.0

21.2

11.8

11.0

60.8

117.0

113.4

20.6

9.9

11.2

57.0

122.3

124.9

24.3

10.4

11.6

53.9

120.5

123.3

19.2

9.3

12.6

52.3

117.0

110.5

18.9

8.8

12.4

51.0

1. Based on average exchange rates during the year.
2. Preliminary.
3. Long-term debt, plus short-term import credits, less unpaid exports and foreign exchange reserves.
Source: Central Bank of Iceland.

position also improved insofar as net outstanding foreign debt, as a ratio of GNP, fell from
59.1 per cent to 50.4 per cent. The stability of the krona against the dollar (in which about a
half of Icelandic debt is denominated) meant that the krona value of dollar liabilities was
unaffected by currency movements, but the domestic price level increased by almost 26 per
cent, which implied a substantial fall in the real value of dollar debt. This was partly offset by
the depreciation of the krona against the Japanese yen, the Deutschmark and the Swiss franc
(which together account for over one-third of Icelandic debt), giving a net reduction in the
debt burden of just over 5 per cent of GNP due to the combined effect of currency and
domestic price movements. The remainder of the decline (3 lk percentage points) was due to
the increase in real GNP (for more details see Annex II).

Improving external position

Export volumes of marine products rose by about 8 per cent in 1985 and about 10 per
cent in 1 986, contributing an average of 2 percentage points to GNP growth in both years. The
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growth in the remaining quarter of Iceland's exports was also relatively strong; shipments of
aluminum and ferro-silicon picked up in 1 986, while agricultural and other exports registered
healthy gains. Overall, export volumes grew by an average annual rate of a little over 10 per
cent in 1985 and 1986, slightly faster than import volumes. Import demand for consumption
and investment goods was strong, influenced by large gains in household real income and the
improved profitability of fishing and other industries. In addition, car imports grew rapidly
because of a large reduction in customs duties. These more favourable developments in trade
volumes, coupled with large terms of trade gains, brought a substantial improvement in the
trade balance, which shifted from a deficit of }h per cent of GNP in 1 984 to a surplus of almost
3 per cent in 1986 (Table 4).

After reaching a record 4'A per cent of GNP in 1984, the traditional deficit on invisibles
was significantly reduced in 1 986. This was partly due to higher receipts on account of tourism
and airline revenues. Most of the improvement, though, was in reduced interest payments on
external debt. Overall, the current account deficit was substantially cut from 5 'A per cent of
GNP in 1984, to approximate balance in 1986. This reduced the rate of foreign borrowing
from its previous high level, but at the end of 1 986, the external debt (public and private) to
GNP ratio was still one of the highest in the OECD area.

Table 4. Balance of payments

1981 1982 1983 1984 1985 1986' 1987!

Kronur, million

Current account -1046 -3 166 -1 305 -4 105 -4 808 270 -950

Trade account, fob -196 -1 885 467 -332 -10 3 980 2 550

Exports 6 536 8 479 18 623 23 557 33 750 44 968 49 650

Imports 6 732 10 364 18 156 23 889 33 760 40 988 47 100

Service account -827 -1 225 -1 730 -3 798 -»806 -3 870 -3 500

Net interest -802 -1475 -3 050 -^1555 -5 605 -6 270 -6 000

Other -25 250 1 320 757 799 2 480 2 500

Net transfers -23 -56 -42 25 8 160 0

Capital account 1639 2 595 1 598 4111 11 836 3111 1950

Net private borrowing 330 31 ^t35 -278 -99 - -

Net public borrowing 560 1 752 2 489 2 689 3 928 - -

Net short-term capital 240 416 -2 087 -287 3 379 - _

Other 509 396 1 631 1987 4 628 - -

Net errors and ommissions3 -151 -686 -81 -930 -2 190 - -

Overall balance of payments 442 -1 257 212 -924 4 838 3 381 1000

Central bank total reserves 449 -1 104 327 -382 2 650 _ _

Central bank short-term liabilities -7 -153 -115 -542 2 188 - -

Per cent of GNP

Current account -4.5 -8.9 -2.2 -5.3 -4.6 0.2 -0.6

Trade account -0.9 -5.3 0.8 -0.4 0.0 2.8 1.5

Net interest -3.5 -4.2 -5.1 -5.9 -5.3 -4.5 -3.5

Memorandum item:

Conversion rate: 1 U.S. dollar 7.2 12.5 25.0 31.7 41.5 41.0 -

1. Estimate.

2. Forecast.

3. Includes 1981 allocation of SDRs.

Source: Central Bank of Iceland.
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Progress with disinflation

Following rapid disinflation in late 1983 and early 1984, further progress in reducing
inflation has been difficult, in spite of favourable external influences. Consumer price
increases reaccelerated to 32 per cent in 1985, before falling to around 21 per cent in 1986
(Diagram 2 and Table 5). The deceleration throughout the year was more impressive,
consumer price inflation falling to around 13.5 per cent in the twelve months to December,
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Diagram 2. Wage and price trends
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Table 5. Incomes and prices

In per capita terms, percentage change on previous year

1980 1981 1982 1983 1984 1985 1986'

Wage and salary rates
Earnings
Disposable income

51.0

52.6

57.2

48.8

56.2

59.3

50.4

53.8

55.4

49.5

56.5

59.5

19.3

27.8

28.0

32.7

42.5

47.0

25.3

35.0

33.7

Cost of living index
Building cost index
Private consumption price deflator

58.5

55.6

56.2

50.9

51.8

50.5

51.0

56.2

54.0

84.3

70.8

81.0

29.2

22.2

29.0

32.4

32.1

32.4

21.3

24.5

21.3

Real wage rates2
Real earnings2
Real disposable income2

-3.3

-2.3

0.6

-1.1

3.8

5.8

-2.3

-0.1

0.9

-17.4

-13.5

-11.9

-7.5

-0.9

-0.8

0.2

7.6

11.0

3.3

11.3

10.2

1. Estimate.

2. Deflated by the private consumption price deflator.
Source: National Economic Institute.

compared with 36 per cent in the course of 1985. As noted, the sharp fall in oil prices
contributed importantly to this outcome. In addition, the specific measures taken by the
authorities to influence the climate of wage negotiation reduced the cost of living index by an
estimated 4 per cent (for more details, see Part II of the draft Survey.) The greater stability of
the exchange rate also played an important role.

Wage developments were less satisfactory. Wage and salary rates are estimated to have
grown by some 25 per cent in the course of 1986, down from almost 33 per cent in 1985, but
higher than expected because of the activation of indexation clauses in the course of the year.
With longer working hours and wage drift adding 10 percentage points to the increase in
wages, total earnings rose by some 35 per cent for the year as a whole. This was significantly
more than the 25 to 26 per cent projected at the time of the national wage agreement in
February 1986, and was partly a result of special settlements concluded during the summer in
the wake of strong fish catches and increasing business profitability. Real earnings grew by
nearly 1 2 per cent rather than the 4 to 5 per cent initially expected. Although the household
share of national income rose in 1 986, the growth in output and the improvement in the terms
of trade were sufficient to allow an increase in the profitability of the business sector and an
improvement of the current external balance.

Increased output and profitability

Real GNP growth accelerated from a little over 3 per cent in 1985 to just over 6 per cent
in 1986 (Table 6). Activity remained strong in the fishing and fish processing industries, and
both manufacturing and farm output strengthened, despite government policies to reduce
excess production in agriculture. The growth in value added by the trade and catering
industries also increased substantially; only the construction sector was weak. Final domestic
demand growth was more moderate, of the order of 4'/i per cent in both years. A rundown in
marine export stocks reduced the growth rate of totaldomestic demand to 3.0 and 3.8 per cent
in 1985 and 1986, respectively. As noted, the foreign balance gave a significant boost to
growth, and the contribution of real net exports turned from a negative 3 per cent in 1 984 to a
positive 2'/2per cent in 1986. With a marked improvement in the terms of trade, national

14



Table 6. Demand and output

A. NATIONAL EXPENDITURE

Year-to-year percentage changes in volume'

1981 1982 1983 1984 1985 19863

Private consumption
Public consumption
Gross fixed investment

Final domestic demand

Stockholding4
Total domestic demand

Exports of goods and services
Imports of goods and services5
Foreign balance4

GNP at market prices
Terms of trade effects4

Gross national income

4.7

7.2

1.0

4.2

0.6

4.7

1.4

7.2

-2.7

2.1

0.3

2.4

1.4

5.5

-0.5

1.6

1.2

2.8

-9.7

-1.1

-3.8

-0.9

-0.2

-1.1

-8.3

5.5

-12.3

-6.8

-3.7

-10.1

10.3

-5.7

5.3

-5.7

1.5

-4.2

3.0

0.1

8.9

3.8

2.2

6.0

3.0

9.3

-3.2

3.0

0.0

3.0

5.0

6.2

1.0

4.3

-1.3

3.0

11.0

9.7

0.1

3.1

0.5

3.6

6.5

3.9

0.0

4.6

-0.8

3.8

10.0

6.5

1.9

6.2

2.4

8.6

1987'

5.0.

3.0

4.1

4.4

1.6

6.0

3.0

1.5

-1.6

3.5

1.8

5.3

B. NATIONAL PRODUCT

Weight in
total Yea -to-year percentage changes1

(percentage)

1980 1981 1982 1983 1984! 19852 1986!

Agriculture and processing 6.5 -5.4 0.9 -1.0 3.6 1.8 3.4

Fishing and fish processing 18.3 0.6 -11.5 -12.3 11.6 9.1 10.9

Manufacturing industry 13.5 -0.3 5.1 -1.9 6.7 2.3 4.3

Construction industry 8.4 0.6 9.4 0.8 4.0 4.5 0.0

Trade and catering 11.9 1.6 7.2 -7.6 3.0 2.6 6.5

Public service and other industries 41.4 4.3 6.6 4.7 1.5 4.4 5.4

Gross domestic product 100.0 1.8 3.1 -1.1 4.1 3.6 5.7

VOLUME CHANGES ACCORDING TO EXPENDITURE METHOD

Gross domestic product
Gross national product

2.6

2.1

-0.3

-0.9

-5.0

-5.7

3.4

2.8

3.1

2.8

Source: National Economic Institute.

5.0

5.2

1 . Constant (1980) prices.
2. Estimate.

3. Forecast.

4. Contribution to GNP growth, i.e. changes in aggregates expressed as a percentage of GNP of the previous year.
5. Includes net factor income sent abroad.

income grew even faster than GNP, accelerating from 3 per cent in 1984 to 8'/2per cent
in 1986.

Fuelled by the strong rise in income, real private consumption has been buoyant, growing
by 5 per cent in 1985 and 6% per cent in 1986 (Table 6). As real disposable income expanded
on average by lO'Aper cent a year during the period, households took advantage of the
increased cash flow to raise their saving ratio, which had fallen quite dramatically in 1984.
Much of the rise in the propensity to save was probably associated with an attempt by
households to improve their financial position, through rebuilding the real value of financial
assets. These appear to have been run down during 1983-84 (see Table 14 below), when real
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income fell sharply because of the severe recession and a restrictive incomes policy under the
stabilization programme (see Part IV). Although real consumption per capita had climbed
back only to 1 98 1 -82 levels by 1 986, the emergence of positive real rates of return on financial
assets, as a result of disinflation and the monetary reform, may mark a secular shift to a higher
rate of household saving. (It has already resulted in a marked upward trend in bank deposits).
On the other hand, the 1986 reduction in import tariffs on cars caused a temporary boom in
such purchases. Government consumption, despite the goal of restraining public sector
demand in order to halt the growth in public sector debt, has also made a significant
contribution to final demand growth. The volume of spending rose by around 1 0 per cent in the
two years to 1986.

Gross fixed capital formation grew at a rate of 1 per cent in 1985 and remained flat in
1986. Public investment continued the downward trend begun in 1982; with major electricity
supply and geothermal projects being completed, and limited spending on road and harbour
improvements, public investment in 1986 was only two-thirds of its 1981 peak (Table 7).
Residential investment was also weak because of the rise in real interest rates and the desire by
households to rebuild financial assets. In contrast, reflecting the improved profitability of
fishing and other sectors, private non-residential capital formation was buoyant, growing at an
average annual rate of almost 1 1 per cent in volume between 1 984 and 1 986. Net profits in the
fishing industry swung from -9 per cent of gross income in 1984 to a positive 6.2 per cent in
1986, and the corresponding change for the fish processing sector was also large, if not as

Table 7. Gross fixed investment

Per cent

share of Percentage changes n volume rom previous year1

gross fixed
investment

1985

198) 1982 1983 1984 1985 19862 1987J

Residential construction 21.9 -9.8 9.4 -9.1 10.4 -15.3 0.0 5.0

Other private investment 49.7 3.2 0.6 -11.3 13.9 17.3 4.5 1.5

Agriculture 6.3 -22.4 22.5 -14.4 38.9 21.7 9.1 -5.2

Fishing 3.8 18.0 -11.7 -13.3 -11.7 -15.0 104.1 4.3

Fish processing 4.7 2.7 3.3 -16.6 22.9 9.9 0.0 0.0

Aluminium smelter 0.3 36.4 -84.8 -68.8 0.0 140.0 33.3 21.5

Ferrosilicon plant 0.2 -80.0 -78.6 -33.3 150.0 40.0 -42.9 -13.3

Other manufacturing 12.0 2.7 21.7 -7.4 30.2 12.2 -9.8 5.0

Transport equipment 7.2 10.2 -18.6 -24.8 -21.5 64.0 -30.5 4.0

Other machinery and equipment 7.8 7.8 28.5 -6.1 52.3 21.8 0.0 5.0

Commercial building, etc. 7.4 15.9 27.5 3.5 -8.2 12.1 9.7 -5.0

Public works and buildings 28.4 5.9 -7.6 -15.6 -1.7 -8.5 -8.0 -8.6

Electricity supply 4.7 5.9 -7.4 -26.4 -15.0 -43.7 -22.3 -13.5

Geothermal heating, water supply 3.6 -8.2 -42.9 33.6 23.7 15.7 -13.5 24.5

Communications 12.7 7.2 2.8 -4.7 12.1 3.0 -1.0 7.2

Public buildings 7.4 20.5 8.0 -4.9 -14.0 1.9 -8.7 15.7

Gross fixed investment 100.0 1.0 -0.5 -12.3 7.8 1.0 0.0 4.1

Fixed capital formation as a
percentage of GNP 25.6 26.1 23.7 23.5 22.9 21.1 20.3

1 . Constant ( ) 980) prices.
2. Estimate.

3. Forecast.

Source: National Economic J intitule.
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dramatic. The drop in oil prices, strong export prices and higher capacity utilisation accounted
for most of the increased profitability of the business sector (see below). Boat owners have
taken advantage of these developments to speed up the modernisation of the fleet, and have
scrapped (or sold abroad) old boats at a faster rate. New investment has not increased the size
of the fleet, which is already underutilised, but rather has raised its efficiency.

Strong gains in output continued to give Iceland one of the lowest unemployment rates in
the OECD area (Table 8). With an unemployment rate of less than 1 per cent and with
vacancies running at about 2xk per cent of the labour force, the labour market has been in a
continuous state of excess demand. Thus the success in reducing the inflation rate has been
achieved in the face of quite adverse wage bargaining conditions.

Table 8. Labour market indicators

Annual averages

1981 1982 1983 1984 1985 1986'

Unemployment (days per month)
Reykjavik area
Outside Reykjavik

Average number of unemployed
Unemployment rate

Length of work week2

8 827

2817

6 010

408

0.4

49.9

16 661

4 992

11669

770

0.7

50.2

25 730

10 058

15 672

1 185

1.0

49.6

32 093

11 269

20 824

1480

1.3

49.5

24 006

6 733

17 273

1 106

0.9

50.2

17 830

5 482

12 348

823

0.7

1. Estimate.

2. Average hours worked in the Reykjavik area
Source: National Economic Institute.

excluding those on monthly salaries
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II. ECONOMIC POLICIES

Overview

Over the last few years the Government has been quite heavily involved in the wage
bargaining process to achieve its disinflation goals. At the same time, emphasis has been
placed on the need for tighter monetary policy, better fiscal balance and "the greatest possible
stability" in the exchange rate to control credit and labour market pressures. The two sets of
objectives have often been in conflict, as concessions made in the interests of arriving at wage
agreements have run counter to the needs of fiscal and monetary balance. The exchange rate
objective has been least compromised, as exchange rate stability has directly eased wage
pressures. However, since profits had been squeezed in the face of the adverse terms-of-trade
changes of 1979 and 1980, the move towards positive real rates of interest was impeded by the
perceived need to cushion export industries from further financial pressure. This has led to an
over-reliance on public foreign borrowing to achieve consistency between monetary and
exchange rate objectives. The burden of foreign debt has put a greater onus on fiscal restraint
to cut back credit demands and ease pressure on domestic interest rates. But budget balance
has been undermined by a tendency to use fiscal concessions to obtain favourable wage
bargains.

Wage policy

The 1986 wage agreement

The Government capitalised on the improving external environment by offering fiscal
concessions in return for wage restraint during the February 1986 wage settlement. The
improved prospects for national income growth made it possible to reach an agreement on a
wage package that was consistent with both lower inflation and rising real earnings. The
settlement allowed for staged increases in wage rates of about 13.5 per cent between March
and December, considerably less than in earlier years. On average, given the overhang from
the previous year, both prices and wages were expected to rise by 20 to 21 per cent from 1985
to 1986, so that real wage rates were expected to remain approximately unchanged3.
However, as a result of wage drift, nominal earnings were forecast to grow by 25 to 26 per
cent, so that real earnings were projected to rise by 4 to 5 per cent, roughly compensating for
the sharp reduction which had occurred in 1 982 and 1 983. Although large, the projected gain
in purchasing power was not seen as inflationary because output, after adjustment for
terms-of-trade effects, was expected to grow even faster. (In the spring of 1986 the National
Economic Institute projected real gross national income to grow by 5 per cent.) The
settlement embodied an agreement that households would retain part of the terms-of-trade
gains and that the rest would be used to improve business profitability.

In order to achieve wage moderation, and as a precondition to the settlement, the
Government introduced a package of measures designed to lower the cost of living. As noted,



customs and excise duties on cars and other consumer goods were reduced, along with payroll
taxes and charges for basic utilities. Combined with increased agricultural subsidies, these
changes directly reduced the cost of living by an estimated 4 per cent. Nominal interest rates
were also reduced, and the Government reaffirmed its commitment to stabilizing the
exchange rate at its January level, at least until the end of the year. For the longer term, the
Government reduced income taxes and increased the supply of subsidised mortgage credit,
which effectively raised future real household income and wealth. Taken together, this
package was intended to build upon the opportunity for disinflation presented by the terms of
trade gains, and helped to achieve a significant deceleration in wage-price inflation. However,
the outcome was somewhat less favourable than foreseen at the time of the February wage
settlement, while a good deal of the disinflationary gain was at the expense of a higher
Treasury deficit.

The 1987 wage settlement

The Icelandic Federation of Labour and the employers association concluded a new
agreement respecting 1987 wage increases in December 1986. The settlement, which covers
most private sector workers, resulted in a substantial increase in minimum wage rates and, on
the crucial assumption that the terms of other wage settlements are similar, average nominal
wage rates are expected to increase by 7 to 8 per cent in the course of the year, resulting in an
average increase of 1 8 per cent from 1 986 to 1 987. Together with wage drift and other factors,
this implies a likely rise in nominal earnings of around 22 to 23 per cent. The agreement is
based on an assumption of about 14 per cent price inflation and is contingent on the
maintenance of a stable exchange rate, so that it implies a further major gain in real per capita
earnings, of the order of 8 per cent. As in 1986, the government granted fiscal concessions in
order to achieve a settlement. These included the withdrawal of a proposed oil import tariff,
increased social security benefits, and various measures to hold down food, electricity and
other prices.

Fiscal policy

The 1985 and 1986 Budgets

Public finances have deteriorated over the last two years, reflecting difficulties in
controlling the growth of public outlays and fiscal concessions in return for wage moderation.
The intention of the 1985 Budget was to use fiscal policy to consolidate the trend towards
disinflation. However, since public expenditure was also meant to cushion the financial
squeeze on industry, a moderate deterioration in Treasury finances was foreseen, with the
Budget projected to go into slight deficit (Table 9). In the event, Treasury borrowing exceeded
estimates by about 3 per cent of GNP and expenditure, instead of remaining approximately
steady, rose from 26 to 28 per cent of GNP.

Against the background of a deteriorating financial position, the original 1 986 Budget
called for the restoration of a slight Treasury surplus. Despite a number of measures reducing
direct and indirect taxes, in order to pave the way for the impending wage settlements, this
would have represented a marked fiscal tightening. Government expenditure was to fall by
Vi per cent of GNP. However, the package of measures agreed during the February wage
negotiations was expected to cost 1 800 million kronur in lower revenues and increased
subsidies. As a result, the Treasury deficit was estimated to reach 1 .5 billion kronur (just over
1 per cent of GNP). Because of subsequent increases in public spending (higher public sector
salaries and wage-linked social security benefits, resulting from specific wage contracts), the
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Table 9. Treasury finances (tbe "A-Budget")

t-j

o

Revenue

Expenditure
Financial Balance2

Net lending (lending -)
Miscellaneous, net

Net borrowing requirement2

Net borrowing outside banking system
Change in cash balance

Central bank financing, net
Cash deposits (increase +)

Revenue

Expenditure
Financial balance2

Net borrowing requirement2

Revenue

Expenditure
Financial balance2

29.2

26.8

2.4

Original Outturn

1986

Original
budget

Amended

budget
Outcome

1987 Budget

Cash basis in millions of kronur

9 577 15 100 20 747 25 336 27 110 37 854 35 344 38 235 43 029

9 379 16 263 19 964 26079 29 497 37 691 36 830 40111 45 872'

198 -1 163 783 -743 -2 387 163 -1486 -1876 -2 843

-532 -376 -598 65 -228 -598 786 233 480

-207 -1 135 -302 -120 -1492 -1 150 -1 150 -964 -300

-492 -2 674 -245 -798 -4 107 -201 -1 850 -2 607 -2 663

639 1484 796 964 1686 1078 2 703 5 642 2 740

-147 -1 190 -551 166 2 421 -877 -853 -3 035 -77

-126 1 258 -532 166 2 478 -877 -853 -2 827 -77

-21 -68 -19 - -57 0 0 -208 0

Cash basis. as per cent of GNP

27.0 25.3 26.9 28.7 25.7 27.5 25.1 27.1 25.2

26.5 27.3 25.9 29.6 28.0 27.4 26.2 28.5 26.8

0.6 -2.0 1.0 -0.8 -2.3 0.1 -1.1 -1.3 -1.6

-1.4 -4.5 -0.3 -0.9 -3.9 -0.1 -1.3 -1.8 -1.5

Accruals basis, as per cent of GNP

27.3

29.7

-2.4

1 . Operational expenditures, which account for about 40 per cent of total outlays, have been adjusted for a projected 9.6 per cent increase in wages and salaries. However, estimates of transfers, maintenance and
investment outlays are based on end-year 1986 prices.

2. In Icelandic usage, the "Financial Balance* (or "net lending" as defined in the SNA) is referred to as the "Revenue Balance1' and the "Net borrowing requirement" is described as the "Financial Balance". To avoid
confusion with the national accounts table (10), the terms have been harmonised to be nearer to standard usage, but differences in coverage remain.

Sources: Central Bank of Iceland, Annual Report 1983, data provided by the Bureau of the Budget and Secretariat calculations.



outturn was a deficit of 1.9 billion kronur (approximately 1 'A per cent of GNP). This meant
that only limited progress was made in reducing the Treasury deficit in 1986, despite a
favourable economic growth performance and buoyant revenues.

Incorporating government capital expenditures (which are not all included in the
Treasury "A" Budget, but are part of a separate "B" Budget), the central government deficit
declined from 1.8 billion kronur in 1985 to 1.3 billion in 1986 (on a national accounts,
accruals basis) (Table 10). Investment spending was held back (falling in volume terms),
while central government debt service rose from 1 .6 to 2.9 per cent of GNP, cutting back the
current account surplus. There was thus an implied change in the composition of public
spending, towards greater public consumption (though there seems to have been a previous
tendency to over-investment - see Part IV). Moreover, when revenues are adjusted for the
impact of the strong growth of GNP on receipts, the shift towards lower financial deficit
disappears. The structural ("cyclically-adjusted") central government deficit expanded by
'/2 per cent of GNP in 1986 (Table 10).

The development of public finances in 1985 and 1986 entailed substantial competition
for domestic savings and some upward pressure on interest rates, which was mitigated by
Treasury borrowing from the Central Bank until late 19864 and by an overshooting of the
credit budget target for foreign long-term borrowing. The 1985 budget deficit overshoot was
financed almost wholly by running an overdraft at the Central Bank. With net new foreign

Table 10. Government finances

1981 1982 1983 1984 1985' 19862

Accruals basis, in imillions of Kronur

A. Central Government*

Current revenue

Current expenditure
Consumption
Interest

Subsidies and transfers

6 324.1

5 045.7

2 183.0

159.2

2 703.5

10 352.1

8 244.0

3 511.4

222.1

4 510.5

16 328.7

14 443.7

6 333.3

824.7

7 285.7

22 012.8

17 266.1

7 669.3

828.0

8 768.8

28 825.1

25 312.7

1 1 204.6

1 655.3

12 452.8

39 155.0

34 838.0

15 207.0

4 016.0

15 615.0

Current balance

Capital balance
Financial balance

As a per cent of GNP
Net borrowing requirement

As a per cent of GNP

1 278.4

-971.6

306.8

(1.3)
-6.0

(0.0)

2 108.1

-1 349.2

758.9

(2.1)
486.1

(1.4)

1 885.0

-3 300.3

-1 415.3

(-2.3)
2 673.6

(4.5)

4 745.7

-3 153.2

1 593.5

(2.0)
245.1

(0.3)

3 512.4

-5 328.4

-1 816.0

(-1-6)
4 065.4

(3-7)

4 317.0

-5 657.0

-1 340.0

(-0.9)
3 079.0

(2.1)

B. Financial balance

General government
Central

Social security
Local

387.5

306.8

67.4

13.3

767.8

758.9

60.5

-51.8

-1 441.4

-1 415.3

54.7

-«0.8

2 405.6

1 593.5

102.9

710.4

-1 696.4

-1 816.0

108.4

11.0

-768.0

-1 340.0

120.0

451.0

Memorandum item:

Central government
Structural balance

As a per cent of GNP

-254.9

(1.1)

891.4

(2.5)

-8.6

(-0.1)

3 097.0

(4.0)

-406.5

(-0-4)

-1 340.0

(-1.0)

i- Preliminary
2. Forecast

3. Excluding social security.
Sourer. Natural Economic Institute and Secretariat estimates.
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borrowing for the economy as a whole (i.e. borrowing net of amortisation) rising to 5.5 billion
kronur, and the external debt/GNP ratio (public and private) increasing to nearly 60 per cent
of GNP, the scope for further external borrowing was limited. The 1 986 credit budget called
for a substantial decline in the rate of net new foreign borrowing, though the debt service ratio
was still scheduled to rise. In the event, there was substantial overshoot, since net long-term
foreign borrowing reached 6 billion kronur (4.2 per cent of GNP) (Table 11).

Table 1 1 . Long-term borrowing: Tbe Credit Budget

1986 1987

Foreign Domestic Foreign Total borrowing

Millions of kronur

Public sector

Estimate

Outturn

4110

5 846

4 450 2 550 7000

Treasury
Estimate

Outturn

3 230

5004

4 450 1 700 6 150

Public enterprises
Estimate

Outturn

750

720

- 500 500

Municipalities1
Estimate

Outturn

130

121

- 350 350

Housingfunds

Estimate

Outturn

3815 - 3815

lCFs

Estimate

Outturn

2440

1967

1480 1 565 3 045

Private enterprises^

Estimate

Outturn

2 850

4 109

- 3 500 4 100

TOTAL

Estimate

Outturn

Less amortization

7 902

11922

5 940

9 745 7615

6 300

17 360

NET BORROWING 5 982 1 315

Per cent of GNP (4.2) (0.8)

1 . Excluding conversion of short-term into long-term loans.
Source: The Bureau of the Budget.

The 1987 Budget

The initial 1987 Budget proposal implied a gradual elimination of the Treasury deficit,
with a planned cut of one-quarter relative to the estimated 1986 outcome. However, as a result
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of fiscal concessions granted by the government in the 1987 wage negotiations, revenues were
reduced by about 800 million kronur (largely due to the abandonment of a proposed oil import
fee) while increased subsidies and other outlays boosted expenditures by 915 million kronur.
The financial deficit is officially projected to increase to 1 .6 per cent of GNP, compared to
1.3 per cent in 1986.

The Credit Budget plans a reduction in external borrowing, as the economy moves
towards external balance and positive real interest rates increase the volume of domestic
savings (Table 11). Net long-term borrowing from abroad is expected to decline to under
1 per cent of GNP - a cut of nearly 3 'A per cent of GNP relative to 1 986. The public sector, in
particular, is projected to reduce its foreign credit demands substantially, such that
amortization will exceed new borrowing and the net PSBR will be wholly financed
domestically. A large rise in residential construction is to be financed by the reformed housing
credit system, in which the various pension funds will be investing an increased share of their
assets (see Part IV). With domestic saving projected to increase, the government expects the
stock of total foreign debt (public and private) to fall to under 50 per cent of GNP, with
borrowing abroad contributing to an increase in the net foreign reserve position.

Monetary and exchange rate policies

Monetary conditions

The principal aims of policy over the last few years have been to create positive real
interest rates, restore confidence in monetary assets, encourage domestic savings and restrain
credit expansion. Until recently, credit growth has been excessive, insofar as loans have
expanded more rapidly than bank deposits, and much faster than nominal output, with
detrimental consequences for the external balance and inflation (Table 12). With the spread
of financial indexation in the 1980-83 period, and the Central Bank's delegation of
responsibility for setting interest rates to the deposit money banks starting in 1984, the
situation has been brought nearer to equilibrium. (See Part IV of the Survey.) A wide
spectrum of real interest rates has become positive, and this has brought bank deposits and
credit creation back to better balance (Table 1 3). Lending by the domestic money banks grew
roughly in line with the growth in nominal GNP in 1986, and the ratio of bank credit to
deposits has improved significantly since early 1985. However, the benefits of improved
control over money creation have been partially offset by the deterioration in the finances of
the Treasury, which borrowed substantial amounts from the Central Bank in 1985 and early
1986. This has been one of the principal forces behind monetary expansion since 1982.

Monetary expansion has been rapid in recent years, with broadly-defined money (M3)
rising almost 50 per cent in 1985 and 35 per cent in 1986. Because the fall in inflation has been
great, real M3 increased almost 9 per cent in 1985 and accelerated to over 17 per cent last
year; correspondingly, the ratios of the broader aggregates to GNP have risen substantially
(Table 12). Much of this decline in velocity has been a direct consequence of disinflation and
the move towards market-determined interest rates; it is probably a sign of renewed
confidence in holding monetary assets. Nevertheless, the fact that M3 overshot its 1986
Credit Budget target by almost 20 percentage points entails the risk that the rise in real money
balances could translate into excessive credit growth, especially in the context of an
expansionary fiscal policy and the move towards greater subsidisation of housing invest¬
ment.

Although the restoration of positive real interest rates represents an important
accomplishment for monetary policy, interest rates have still been subject to political
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Table 12. Monetary indicators

A. GROWTH RATES OF SELECTED AGGREGATES

PERCENTAGE CHANGE FROM PREVIOUS VEAR

1981

Central Bank

Base money
Notes and coin

Deposit money banks

Lending

Deposits

Banking System

Domestic assets (net)
M3

M2

Ml

Real money growth1

66.8 48.9 73.6 29.1 50.1 33.0

64.6 30.8 46.1 24.4 29.7 38.0

73.9 88.3 77.2 46.2 30.4 21.6

69.9 59.7 80.2 33.8 48.2 34.5

78.3 93.5 41.7 33.1 19.0

70.5 58.1 78.7 33.4 47.6 34.6

74.5 47.4 73.7 50.7 61.8 36.5

60.1 29.1 77.9 42.5 27.3 43.3

15.5 -1.5 3.1 12.2 8.8 17.3

ANNUAL AVERAGES OF DEPOSITS AND MONEY INCLUDING ACCRUED INTEREST

AS PER CENT OF GROSS NATIONAL PRODUCT

Notes

and coin

Demand

deposits

General

savings

deposits

Time

deposits

Total

deposits

Money supply Income velocity of money

Ml M2 M3 Ml M2 M3 Deposits

1980 1.13 4.05 9.06 7.15 20.26 5.18 14.24 21.39 19.30 7.02 4.67 4.94

1981 1.34 4.41 10.82 7.53 22.76 5.75 16.58 24.11 17.38 6.03 4.15 4.39

1982 1.14 3.90 11.19 8.30 23.39 5.03 16.22 24.52 19.87 6.17 4.08 4.28

1983 0.92 3.71 10.59 10.09 24.39 4.63 15.22 25.31 21.60 6.57 3.95 4.10

1984 0.95 4.30 13.34 9.82 27.46 5.25 18.58 28.41 19.06 5.38 3.52 3.64

1985 0.91 4.36 17.25 7.49 29.10 5.28 22.53 30.01 18.94 4.44 3.33 3.44

1986 0.95 4.63 19.35 7.17 31.15 5.58 24.93 32.10 17.93 4.01 3.12 3.21

1. Growth rate. M3 deflated by Credit Terms Indes.
Source: Central Bank of Iceland.

influence to some extent. Prior to the February 1986 wage settlement, nominal rates on
general bank loans stood at 32 per cent. Had they not fallen at the time of the settlement, real
rates would have risen to excessive levels as inflation fell. The issue of real borrowing costs
became a matter of concern in the national wage talks. Rather than waiting for interest rates
to adjust competitively, the Central Bank, in consultation with the deposit money banks,
reduced nominal interest rates to 20 per cent in March. Rates were further lowered to just over
1 5 per cent in April and by the autumn real yields on loans were only slightly positive. Without
these steps, the implementation of the wage agreement could have implied excessive real
rates, as nominal rates adjusted only slowly to lower inflation expectations. (A dilemma which
illustrates the difficulties of a free capital market during a period of rapid disinflation). The
Government has since transferred to the banks the right to set almost all interest rates, so that
interest rate policy should no longer play the same role in future wage negotiations, but the
decision to subsidise mortgage rates is an indication of the persistence of pressures to
administer rates. The Bank will still have power to intervene if rates become "excessive" under
the new system (see Part IV).
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Table 13. Interest rates

1980 1983 1984 1985 1986

Non-indexed

Average rate paid on savings deposits
Penalty rate charged on bank overdrafts
Average rate charged on bank credit
Secured bank loan rate

Indexed

Time deposits, six month
Indexed secured loans, over 2'A years

Memorandum items:

Inflation rate'

Real rate charged on foreign loans2

7.0 13.0 33.3 38.7 16.1 27.2 11.1

12.0 24.0 55.8 58.2 31.5 44.0 30.5

9.5 14.9 41.2 56.7 24.7 33.9 22.9

9.2 18.8 39.9 48.8 23.0 32.5 21.2

1.0 1.0 1.3 2.5 3.0

- 2.0 2.5 6.2 5.0 5.0

15.5 50.3 57.5 79.4 33.8 30.6 24.6

_ -3.3 -0.6 5.6 5.7 5.1 4.8

1. Annual percentage change in Credit Terms Indes.
2. Average of nominal rates less GDP deflator percentage changes, weighted by Iceland's debt.
Source: Central Bank of Iceland.

Exchange rate developments

Until 1983 exchange rate policy was targeted on maintaining the profitability of the
export sector, via an almost continuous depreciation of the krona. So long as wages did not
respond fully to higher import prices, depreciation was a way of raising profit shares. However
wage indexation and efforts by unions to protect real earnings led to a wage-price spiral. With
the adoption of the 1983 stabilization programme, the earlier policy was replaced by a
two-pronged strategy. First, with a real devaluation in May 1 983, efforts were made to restore
export profitability. Second, price stability was pursued by an attempt to stabilize the effective
nominal exchange rate of the Krona. Overall, this policy has been only partially successful.
While profits in fishing and other export sectors have improved, largely because of the
favorable movement in fish and petroleum prices, the Krona has continued to depreciate in
nominal terms, though appreciating in real terms. However, in line with greater price and
wage moderation, the rate of depreciation of the effective exchange rate of the Krona has been
reduced from an annual average of almost 50 per cent in 1983 to 15 per cent in 1986 (5.8 per
cent in the course of the year), while the real exchange rate has been virtually stable since
mid- 1983 (Diagram 3).

In order to evaluate the need for exchange rate adjustment, the Central Bank employs an
index of exchange rate adjustment. The index measures the divergence of the exchange rate
from its "equilibrium" level, which is defined as the price of foreign currency that maintains
the share of operating profits in value added constant in the traded goods sector, relative to a
selected base period. Depreciation raises the share of profits because it increases the krona
value of exports denominated in foreign currency, while raising import prices and lowering
real wages. A lower-than-normal share of profits in the traded goods sector would call for a
depreciation (increasing krona revenues) and vice versa. According to the index, improve¬
ments in the terms of trade have resulted in the equilibrium rate being slightly above the
actual exchange rate in the last two years, implying some scope for revaluation5. This is a
marked change from the 1980-82 period, when the squeeze on profits implied a significant
overvaluation of the krona. The subsequent 15 per cent depreciation of the real exchange rate
in 1983 ameliorated the structural problem in the profitability of the fishing sector. Since that
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time, export industries have gained substantially from improvements in fish prices and fuel
costs, so that profit shares have risen, despite a rapid rise in real earnings. For 1987, the
government aims at achieving as stable an exchange rate as possible, implying some increase
in the real rate. However, this result hinges quite critically on nominal wage developments
(about which there is some uncertainty) and a continued favourable external environment
(see below).
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For a small open country, which is a price-taker on international markets, profitability in
the traded goods sector is a prime factor in the formulation of exchange rate policy. However,
other criteria should also be taken into consideration. A depreciation of the exchange rate
raises prices. Moreover, given the large ratio of foreign debt to GNP (over 50 per cent
including public and private), depreciation worsens the net worth of many over-borrowed
firms and increases public sector debt. These negative influences have to be weighed against
the benefits of higher profitability for the traded-goods sector and its effects for the long-run
growth of the economy. Depending on the importance given to lower inflation for economic
growth and stability, it is arguable that a smaller effective depreciation of the krona in 1986
might have been desirable from the point ofview of achieving a more balanced development of
the economy.
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III. SHORT-TERM OUTLOOK AND MEDIUM-TERM POLICY ISSUES

Short-term outlook

Following strong growth in 1 986, the Government expects a further significant increase
in output in 1987. The fish catch is beginning to approach harvest ceilings for some important
species, so that the growth of marine production should slow somewhat. The overall catch may
increase by about 5 xk per cent in constant price terms, less than half the average growth
experienced since 1984. The cod catch may rise by a somewhat smaller percentage, to a level
of 360 thousand tons (the maximum sustainable harvest being in the vicinity of 400 thousand
tons under current conservation policy), while the capelin catch is expected to fall slightly, in
light of marine research indicating a deterioration in environmental conditions. In the
remaining quarter of the export sector, capacity constraints will probably allow only modest
increases in combined aluminium and ferro-silicon output. However, given a reasonable
expansion in the output of woollen and other miscellaneous goods, the total volume of export
production may rise by about 5 'A per cent. On a value-added basis (net of imported materials),
this increase would add roughly 1 'A percentage points to GNP growth in 1987. A small
increase in government employment and in the output of the other portions of the
non-tradable goods sector may bring the total rise in GNP to about Vk per cent.

On the demand side, the government projects a rise in public consumption of about 3 per
cent in real terms and an increase in total investment of about 4 per cent, most of which is
expected to come from the private sector (Table 6). Following the 1987 wage settlement the
increase in consumer demand is likely, once more, to be rapid. The agreement is officially
expected to lead to an increase in nominal per capita earnings of 22'A per cent over 1986, and
since prices are expected to increase by 14'A percent, real disposable income will rise by at
least 8 per cent. Allowing for a further rise in the savings ratio, private consumption is
expected to rise by 5 per cent in volume. As a result, the official forecast is for a real increase in
final domestic demand of nearly 4'A per cent. Total domestic demand is projected to rise even
faster at 6 per cent, due to a cessation of the rapid rundown in export stocks that occurred in
1 985 and 1 986. Because inventories can no longer be used to satisfy foreign demand, the large
increase in export production translates into only a small increase in export volumes of 1 ]h per
cent. Coupled with a rapid expansion of imports, the contribution to real growth from the
external balance will be negative (an estimated 2xk per cent of GNP), making for the Vh per
cent real GNP growth noted above. Even with the significant terms of trade improvement
assumed in the official projection, the current account of the balance of payments is expected
to return to deficit.

Risks to the forecast

While the official growth forecast is about a percentage point greater than that projected
by the Secretariat for the OECD area, it is based on a worse inflation outlook, continuing
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favourable external conditions (which could be reversed), and a relatively loose budgetary
stance. In these circumstances there are three main areas of risk which could upset the
projections:

- Excessive wage increases could lead to pressure on the krona, and hence to
accelerating inflation;

- Faster-than-expected growth in domestic demand, together with a less favourable
outturn for the terms of trade, could lead to a greater deterioration in the current
account and excessive foreign borrowing;

- External balance and exchange rate pressures could be accentuated by the weakness
of the fiscal stance.

These risks are discussed in turn.

The inflation risk. The wage projections, based on the new settlement, may be
optimistic given widespread excess demand for labour. Taking account of the usual slippage
between negotiated wage settlements and actual outcomes, due to local agreements and wage
drift, nominal wage increases may be more rapid than expected and the rise in real earnings
higher. In such an event, the demand for imports would rise, the current account deteriorate
and the profitability of the export sector suffer. Such developments would pose a clear threat
to the stabilization gains made so far since pressure on the krona would increase, with risks of
triggering a new wage-price spiral. Devaluation is precluded under the terms of the wage
settlement, which is contingent upon the Central Bank maintaining the krona exchange rate
(and hence the purchasing power of wages). But exchange rate stability would be difficult to
maintain if further wage increases were accompanied by declining profit shares, which would
be the case if wage increases became excessive.

Terms of trade risks. Even if real income and consumption grow in line with current
projections, there is a significant risk that external events could negatively affect the value of
net exports and possibly inflation. A key element of this year's forecast is a rise in the terms of
trade of about 2 per cent. However, relative prices could move against Iceland, especially if a
further substantial depreciation of the U.S. dollar were to take place. It is unlikely that
movements in foreign trade prices would offset such a development, as they did in 1986. In
recent months oil prices have firmed, and the price ofexported capelin products should remain
weak due to continuing world excess supply of feed and oil grains. If the forecast improvement
in the terms of trade fails to materialise, it would be impossible to sustain the real wage gains
embodied in the new wage settlement without increasing foreign borrowing and/or putting
pressure on the profitability of the export sector.

Weaknesses infiscalpolicy stance. While the recovery has facilitated the move to higher
real interest rates, concessions made in the interests of achieving wage moderation mean that
the fiscal imbalances have worsened and are not projected to improve much in the near future.
Given the commitment to reducing foreign borrowing, non-inflationary domestic financing of
the deficit could require a further rise in real domestic interest rates; otherwise monetary
expansion could remain excessive and demand and price pressures could increase. Until fiscal
stance is made independent of wage negotiations, the success of the disinflation programme
will be, to some extent, dependent on circumstances outside the government's control, since
sound budget finance may not be possible at politically-acceptable real interest rates.

Economic fluctuations and medium-term policies

The weak stance of fiscal policy illustrates the need for a medium-term anchor to
budgetary plans, since the pressures induced by excessive borrowing emerge only gradually.
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This is all the more important in the Icelandic case, since, as was pointed out in the last Survey,
the economy is particularly sensitive to external shocks and environmental conditions.
Because of its dependence on a relatively narrow resource base, and because it is a price taker
on world markets, its output and export earnings are volatile. In the past the country has
therefore experienced large and unpredictable fluctuations in the balance of payments and
standard of living. In such a situation, medium and long-run policy should be directed towards
minimising the costs of these economic disruptions, and finding ways to dampen the swings in
output and foreign earnings. To this end, there are three potential guidelines available to
policy-makers:

- The stance of monetary and fiscal policies should aim to keep the longer-run growth
of consumption and investment in line with the expected long-run path of export
earnings;

- Fluctuations in the value of exports should be met by the building-up and running
down of foreign assets; and

- Swings in economic activity should be dampened, as far as possible, through
industrial diversification.

Given that it is extremely difficult to estimate with precision the long-run path of export
earnings, the first two guidelines may be reduced to the single proposition that the economy
should be in external surplus when conditions are favourable (otherwise there would be a
secular increase in external debt). In this case, the economy being in a relatively favourable
cyclical position, the appropriate external position would currently be one of surplus. This
suggests the need for a more restrictive fiscal and monetary stance in order to reduce domestic
demand and lower imports.

However, the current level of total foreign indebtedness (public and private), at over
50 per cent of GNP, is already relatively high and needs to be restored to more normal levels.
The medium-term outlook recently published by the authorities illustrates this "stock"
problem. As part of its 1987 National Economic Programme, the government presented two
possible scenarios for the economy through 1 99 1 . In the optimistic case, continued favourable
marine harvests were assumed, with output growth averaging about 2xk per cent per year.
Under these conditions, total foreign debt falls from 52 per cent of GDP in 1 986 to only 38 per
cent in 1991; this decline, although large in percentage terms, is achieved mainly through
GNP growth and does not represent net amortization. Moreover, the improvement in the
relative size of the debt depends on favourable economic conditions. In the government's
alternative scenario, a "typical" contraction in the fish catch in 1989-90 reduces GNP growth
to about 1 xk per cent for the 1987-91 period, raising foreign indebtedness to a high of 57 per
cent of GDP by 1 99 1 . A recession in the OECD could have similar effects on Icelandic growth.
Current policies are thus designed to reduce the effective burden of debt only in relatively
favourable circumstances.

As discussed in the last Survey, progress towards greater diversification is slow and
necessarily partial. Although the country has abundant potential energy resources (hydroel¬
ectric and geothermal), their development requires heavy capital outlays, faces environmental
constraints, and is contingent upon the expected path of future energy prices. With the fall in
the price of oil the rate of return on these projects has declined, and uncertainty has increased
about their long-run value. At the present time, it is unclear how fast and to what extent these
domestic energy resources should be developed. In other areas, though, there has been
progress. For example, the government has supported the rapid expansion offish farming, an
industry in which the country may possess some special advantages. Production has doubled
in the past two years, and annual increases of over 20 per cent over the next five years are not
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considered unrealistic. If this new industry does grow this quickly, it could account for over
5 per cent of all exports by the early 1990s. The government is also reviewing the nation's
investment policies, in the hope of finding ways to attract more foreign risk capital; however,
such investment is limited by the availability of profitable capital projects and the desire to
maintain the country's economic independence.

Although these initiatives are important, diversification and stability have been pursued
primarily through reforms to fisheries management and marine research. In order to prevent
overfishing, current legislation provides for catch quotas limiting the exploitation of all major
fish stocks. These quotas were raised in 1986 and again in 1987, based on the Marine
Research Institute's view that climatic conditions and the fish stocks have improved. Because
catch quotas can lead to the inefficient use of boats and crews, management regulations have
allowed boat operators to substitute "effort quotas", which specify the number of days a boat
can be at sea, for direct limits on the size of the catch. Although effort quotas do not eliminate
the overall inefficiency associated with the excess capacity of the fishing fleet, they do increase
the yield per unit of fishing effort and boost profitability. Apart from these management
measures, stability of the fishing sector has been increased through the increased exploitation
of "new" species, such as shrimp.

The government has also attempted to improve the functioning of the economy through
an increased reliance on market mechanisms. The most widespread changes have occurred in
the financial system, which are discussed below. Also of significance has been the decontrol of
prices. By late 1985 all controls on wholesale/retail price markups were removed, except for
some food products. Some remaining controls, such as those on car and capital goods prices,
are planned to be eliminated in the future. In the fishing industry, the pricing mechanism has
been overhauled in order to clarify the relationship between foreign prices and those paid to
domestic fishermen. Vessel operators now sell their catches to the processing industry at a
price which is directly comparable to prices on foreign markets. This was not the case in the
past, as various payments that side-stepped usual business channels made price comparisons
difficult. These and other changes have made the setting of fish prices more flexible. In
addition, studies are underway on the feasibility of establishing an Icelandic auction market
for fresh fish.
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IV. FINANCIAL DEREGULATION

Background to reform

Financial Institutions

The Icelandic financial system has been characterised by a high degree of government
involvement in commercial banking, investment credit and foreign capital transactions. The
banking system, which comprises the central bank, commercial and savings banks and a
postal giro, is to a large extent government owned. (However, there are plans to reduce the
government's ownership in this sector.) The insurance system includes private insurance
companies, which are free to make their own investment decisions, but the portfolio behaviour
of the pension funds is substantially determined by legislation. Capital for both residential and
non-residential investment has been allocated partly by the banking system, but mostly by a
number of investment credit funds (ICFs). Generally, these funds serve specific sectors of the
economy, and specialise in long-term loans; they are restricted from accepting deposits, but
have privileged access to Treasury funds and compulsory bond purchases, to which the
pension funds are the largest contributors. The background to the reforms outlined below is
that there have been no organised markets for money, bonds or foreign exchange.

Financial savings total about 90 per cent of GNP (Table 14)6. Just over half are held in
the form of institutional savings, accumulated because of socio-legal requirements. Nearly
two-fifths (33 per cent of GNP) are currently placed in the banking system. Together with
government savings certificates and insurance reserves these make up "voluntary savings"
equal to about one half of GNP. Portfolio shifts have been quite marked as a result of rapid
and fluctuating inflation. Institutional savings (particularly pension fund savings) have
increased as a share of the total, while bank deposits have fallen. Since the late 1 970s, the ratio
of narrow money to GNP has been the lowest of any OECD country, as savers have sought an
inflation hedge, partly by borrowing to purchase real assets, partly by switching to indexed
savings. As is described below, financial indexation has a long history, and is probably as
highly developed in Iceland as anywhere in the OECD area.

The government takes about a quarter of total credit, borrowing 70 per cent of its needs
abroad. The government's share of total credit has been increasing, to the detriment of
businesses, whose share fell from 52 to 41 per cent between 1970 and 1986. Business
borrowing (including relent credit via the banks and the Investment Credit Funds) is about
25 per cent financed by foreign borrowing, the foreign sector providing almost 40 per cent of
all credit in 1986. Households now account for a quarter of all credit market debt.

Overview of reform

Financial markets, and in particular the banking system, have recently undergone an
extensive process of liberalisation. New Acts governing the operations of commercial and
savings banks came into effect at the beginning of 1 986, followed by an Act redefining their
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Table 14. Credit market debt outstanding

Millions of kronur at end of year

1970 1980 1982 1983 1984
1985

(Prelim.)

1986

(Prelim,

estimate)

Liabilities

Treasury and government
institutions 89 4 287 13 283 25 655 35 451 46 725 54 200

Local governments 21 1041 3 666 6 225 7 979 9 833 11 250

Businesses 230 7 431 22180 38 655 53 886 71 799 82 200

Households 103 2 724 9514 19061 27 563 42 840 53 270

Total liabilities 443 15 483 48 643 89 596 124 879 171 197 200 920

(Per cent of GNP) (96.6) (78.4) (102.0) (119.5) (134.3) (133.6) (140.4)

Assets

Domestic savings 350 9 677 27 434 51003 66 515 99 178 123 300

(Per cent of GNP) (76.3) (49.0) (57.6) (68.0) (71.5) (77.4) (86.1)
Voluntary 197 5 358 14 252 25 073 31769 46 867 57 800

Notes and deposits 178 4 097 11069 . 19 539 26 052 37 742 47 000

Saving certificates 11 905 2 220 3 930 3 700 5 675 6 800

Other 8 356 963 1 584 2017 3 450 4000

Institutional 153 4319 13 182 25 930 34 746 52 311 65 500

Pension fund assets 34 1922 6613 12 651 16 987 26 200 34 200

Compulsory deposits with ICFs 8 251 554 985 1 096 1470 1 700

Capital of financial institutions 78 1778 4 882 9 540 13 555 19 943 24 000

Other 33 368 1 133 2 754 3 108 4 698 5 600

Foreign credit1 93 5 806 21 209 38 593 58 364 72019 77 620

(Per cent total) (21.0) (37.5) (43.6) (43.1) (46.7) (42.1) (38.6)
(Per cent of GNP) (28.3) (42.9) (52.3) (56.3) (59.1) (50.4)

1. Long-term and short-term loans, less short-term claims on foreigners, evaluated at year- wnd exchange ates.

Source: Central Bank of loeland.

relations with the Central Bank in November. According to the new legislation, the
commercial banks are now free to decide their own interest rates. However, stricter prudential
guidelines have been imposed which should allow the Central Bank better control over the
expansion of the monetary base. The reforms are the culmination of a series of measures
designed to correct several interrelated defects in the previous system:

i) The inability of a system based on regulated interest rates to cope adequately with
high and variable inflation, which has resulted in negative and highly variable real
interest rates and a bias against saving;

ii) The weakness of monetary control, stemming from the automatic rediscounting of
commercial "produce" loans by the Central Bank and the propensity of both the
deposit money banks and the Treasury to run overdrafts at the Bank;

Hi) A tendency for the credit rationing system to lead to a misallocation of scarce credit
resources and an over-investment in some sectors.

These weaknesses have to be seen in the overall policy context. They derived as much
from the use of monetary and exchange rate policies to cushion the economy against adverse
supply shocks as from institutional defects per se. The momentum for financial market reform
has built up as a result both of a change in the macro-policy mix -towards less
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accommodation - and a new commitment to free market principles. Given a highly indexed
economy, the mix of monetary accommodation and currency depreciation favoured up to
1983 tended to lead to an explosive wage-price spiral. It also exacerbated the problem of a
growing foreign currency debt which had to be serviced at high and increasing real rates of
interest. The stabilization package introduced in 1983 put emphasis on exchange rate stability
as a means of keeping inflation expectations in check and monetary policy has had to adapt to
this. In practice, this has meant bringing real interest rates up to world levels, as measured by
the real rate of interest paid on Icelandic debt (Table 13 and Diagram 7 below). Financial
deregulation has been a means to this end, but it has not been an end in itself whenever it
conflicted with other stabilization goals. The problems associated with the old system are
briefly described in the following paragraphs; the succeeding sections review the recent move
towards liberalisation and greater competition within the banking system and the reform of
central bank monetary control; problems associated with credit allocation and foreign
borrowing are discussed in the final two sections.

The era of interest rate regulation

Up to 1984, the monetary authorities regulated interest rates on all loans and deposits.
Relations with the deposit money banks were maintained directly, there was no money market
and the central bank set the interest rates that deposit money banks were allowed to charge.
Indeed, with few exceptions, the law did not allow interest rates on domestic financial
contracts made by other parties to exceed those set by the Central Bank. (Although financial
paper could be sold on the secondary market with a discount, until recently such a market was
virtually non-existent). The lack of freedom to set interest rates meant that real interest rates
tended to be below true market rates, and a gap was created between domestic savings and
demand for credit, which led to credit rationing and overseas borrowing.

The global rationing of long-term funds was accomplished through the annual Credit
Budget, which set out targets for overall credit creation and overseas borrowing (private
foreign long-term borrowing having to be approved by committee). However, as noted,
lending was channelled through a set of quasi-autonomous entities known as the Investment
Credit Funds (ICFs), which had privileged access to finance. The result was the frequent
overshooting of credit Budget borrowing targets. Furthermore, because lending was linked
directly to particular industries, the allocation of credit to various end-uses was both rigid and
decentralised. Because interest rates were not fully used to ration credit, some ICFs had to rely
on such arbitrary methods as queuing.

Short-term domestic loan activity was subject to a similar contradiction between
attempts to limit the supply of money while subsidising borrowing costs. Without a domestic
money market, reserve requirements and limits on borrowing from the Central Bank were
vital to regulating money growth. However, these tools were rendered otiose by the
institutional custom of rediscounting industrial loans. The Central Bank withdrew funds from
the banking sytem through the reserve requirement, and channeled them directly into
particular industries by rediscounting produce loans from the commercial banks. Generally
these loans were linked to stocks. A fish producer for example would be able to borrow from his
commercial bank an amount equivalent to 75 per cent of the value of his stocks. The Central
Bank would then rediscount more than two-thirds of the loan, i.e. 52 per cent of the stock
value would be financed by the Central Bank7. Borrowers of rediscountable loans enjoyed
lower interest rates than others on the market. This automatic source of Central Bank finance

led to fluctuations in the money supply, limiting the ability of the Central Bank to control the
capacity of the DMBs to advance credit. Up to 1985, DMB deposits grew significantly more
slowly than their advances (and slower than GNP), the difference being made up by
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borrowing from the central bank or, to a lesser extent, from abroad. Since all producers in the
designated industries were entitled to such loans, lending was purely automatic. Over time,
the reserve requirement had come to have little significance for monetary control, but became
chiefly a means of channeling funds to industry. In addition, the Central Bank was unable to
control its short-term lending to the DMBs and the Treasury, which ran substantial
overdrafts. This has further compromised the ability of the Bank to control monetary
expansion.

This "open-endedness" to money creation was aggravated by high inflation, as nominal
interest rates were not flexible enough to keep real interest rates positive when inflation
increased sharply (Diagram 4). Until the early 1970s, interest rate policy was purely passive;
nominal rates varied little, leading to sharp swings in real rates. From 1973, a policy of
gradually raising the cost of credit was initiated, but since the initial adjustments failed to
keep pace with the acceleration of inflation, negative real interest rates widened again to about
30 per cent in 1974. Although the situation improved as inflation moderated in 1976, the
Investment Credit Funds were forced to issue index-linked bonds to attract capital. That year
also saw the introduction of a method of inflation-adjusting interest rates paid on deposits, via
a so-called "interest premium" scheme. Under this system the rate on one-year deposits was
divided into two parts, a base rate and a price compensation factor, which was to be formally
linked to price developments. However, the premium (determined by the Central Bank)
covered only a portion of the gap between the basic interest rate and the inflation rate, so that
bank deposits declined in relation to GNP, and the demand for credit far exceeded available
funds. Institutional savings grew strongly, the assets of pension funds in particular, both
because these were protected by indexation and the system was being expanded8. This
situation persisted, with interest premium loans yielding increasingly negative real interest
rates as inflation accelerated, until April 1979 when the comprehensive Economic Manage¬
ment Act was passed. This Act provided for gradual implementation of a system of
full-indexation of savings and credit - interest rates being ultimately fully adjusted to the
inflation rate and time deposits becoming fully index-linked9.

The growth offinancial indexation, 1979-1983

The Economic Management Act provided for two different kinds of indexation, either
through a full and direct indexation of loan principal, or through a supplement - a price
compensation factor - to the interest rate. Whereas the former was mainly aimed at longer
term assets, the price compensation supplement to the nominal interest rate applied to
short-term debt obligations where direct indexation of the principal was thought to be difficult
to administer. Full indexation of the principal has followed a credit terms index, calculated
monthly since June 1979 on the basis of the cost-of-living index (with a weight of two-thirds)
and the building cost index (one-third). Following the 1979 Act, price indexation became
more widespread, and by 1981 (when inflation decelerated somewhat) indexation extended to
loans of over 2xk years and to six-month deposits, which carried a real rate of 1 per cent. The
alternatives offered by the banks were general savings and 3 and 1 2 month time deposits, with
high nominal rates. Indexed accounts proved very popular, and by the end of 1982, one-third
of total deposits in deposit money banks were indexed (Diagram 4B).

The 1983-84 stabilization programme

Even though the introduction of indexation led to positive interest rates on a large portion
of the credit market, interest rates remained too low to equilibrate the supply and demand for
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credit. The unindexed part was still significant and, as inflation accelerated, it bore negative
real interest rates, even though nominal yields were around 50 per cent. This encouraged
speculative borrowing, which further accentuated the inflationary spiral caused by deprecia¬
tion and wage indexation. The May 1983 package removed the automatic link between prices
and wages and introduced a policy of greater exchange rate stability, which required a less
accommodating monetary stance. To achieve this, and to stimulate domestic financial
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savings, the government decided to maintain indexation in the financial system and to reduce
nominal interest rates by less than the fall in inflation. As price increases decelerated
markedly, from mid- 1983, real interest rates rose considerably, as intended. Nevertheless,
credit demand remained excessive, growing much faster than deposits, and suggesting that
real rates based on expected inflation were still relatively low.

Liberalisation and the growth of competition

Enhanced role of market forces in interest rate determination

The longer-run aim of the stabilization programme was to establish a decentralised
framework for economic decision-making, in which a relatively restrictive fiscal and monetary
policy could be implemented against the background of a greater role for market forces. In
1984, steps were taken to make interest rates more market determined. As a first experiment,
90-day Treasury bills were offered for sale monthly from March to November of that year.
(However, the banks were not particularly attracted by these bills on the terms acceptable to
the Treasury, and when inflation picked up towards the end of 1984 the sales stopped.) The
next step, and far more important, was granting the deposit money banks greater authority
over their interest rates. As of August 1984, the DMBs were allowed to decide all interest
rates except those on general savings accounts, rediscountable produce loans and penalty rates
(Table 1 5). Nonetheless, the Central Bank reserved the right to veto the DMBs' decisions and
it used this authority on several occasions in 1985. However, as of 1st November 1986 the
DMBs have been completely free to set all their interest rates on deposits and credit, although
the Central Bank still decides penalty rates on overdue payments. The new law also contains a
provision that allows the Bank to intervene if real interest rates become "higher than those
generally prevailing" in Iceland's trading partners or if there is an "inordinate margin between
deposit and lending rates of interest".

Table 1 5. The determination of interest rates 1984-1986

21 January 1984 11 August 1984 1 January 1985 1 March 1986 1 November 1986

The Central Bank con¬

trols interest rates, but
allows the DMBs to

fix interest rates on

Interbank lending and
6-month time depo¬
sits.

Central Bank dele¬

gates the control of
interest rates to

DMBs but reserves

right to override
DMB decisions'.

Exceptions: Gen¬
eral savings

Central Bank re- Interest rates on

sûmes control of general savings ac-
nominal interest

rates on indexed

loans.

counts deregulated,
but control of non-

indexed bonds re¬

sumed. Hence all

interest rates on

bond loans regu¬
lated.

New legislation ef¬
fective. DMBs de¬

cide all interest

rates except penalty
rates. The CB can

interfere if domestic

real interest are ex¬

cessive compared to
foreign interest
rates, or interest

rate margins are ex¬
cessive.

1. This right was used on several occasions, especially in 1985 when the DB overruled decisions by the DMBs to raise interest rales on the credit
side.

Source: Central Bank of Iceland.

Greater competition for deposits

As a result of the freedom to set their own rates, average real interest rates on deposits
have risen as the banks have had increasingly to compete among themselves and with other
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institutions for financial savings. The average real rate of interest on loans reached 5 per cent
in 1986, while that on deposits became nearly positive (Diagrams 4 and 5). To maintain
competitiveness, the banks have introduced "switching term deposits", where the terms switch
between ordinary and indexed conditions according to which is more favourable to the
depositor. This type of deposit now accounts for over 30 per cent of all deposits (Table 1 6) . At
the same time, in response to higher real rates the ratio of total DMB deposits to GNP has
recovered to 3 1 per cent of GNP (Diagram 4). This portfolio shift probably reflected the lower
opportunity cost of holding money as inflation fell; it was also evidenced in a decline in the
velocity of the broad money aggregates (see Table 12 above).

Table 16. Balance sheet ratios of deposit money banks

Per cent of total

Ycar-cnd

1983 1984 1985 1986

Financial assets:

Foreign currency denominated
Indexed loans

Other

35.8

24.6

39.6

41.8

17.2

41.0

37.9

22.2

39.9

29.9

24.2

45.9

100.0 100.0 100.0 100.0

Financial liabilities:

Foreign currency denominated
Indexed deposits
Switching accounts
Other liabilities

Capital, etc.

37.0

13.6

43.1

6.3

39.5

7.4

5.0

42.4

5.7

34.0

7.7

13.7

38.4

6.2

27.7

6.7

17.7

41.4

6.5

100.0 100.0 100.0 100.0

Per cent of total deposits

Memorandum items1:

Indexed accounts

Indexed plus switching
accounts

Liquidity ratio

29.7

29.7

-5.1

16.9

28.2

-8.1

15.0

42.8

-5.3

10.6

41.1

-2.3

1 . From deposit money bank's accounts.
Source: Central Bank of Iceland.

Reform of the monetary control system

The pace of reform has been influenced by macroeconomic conditions and the associated
precarious state of commercial bank balance sheets. The inflationary shock experienced in the
1982-84 period highlighted several weaknesses of the banking system:

i) An inability on the part of the Central Bank to prevent excessive monetary
expansion, because of the automatic accommodation of demands for commercial
credit;
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Diagram 5. Real interest rates'

Non-indexed

Penalty rates

Commercial bills bought
by banks mat. 25 days

Overdrafts

. Bills 1 month

General loans and produce loans

Time deposits 3 months

General savings deposits

Current account deposits

- 14% _

- 12% -

- 10% _

- 8% -

- 6% -

- 4% _

- 2% -

Time deposits 6 months < 0

	 2% -

	 4% -

- -6% -

- -8% -

Indexed

Securities issued by large enterprise
on the secondary market.

Savings certificates (5 + years)

Stabilization Bonds

New Treasury Savings certificates

Banks' indexed (loans, 2'/2 years or longer)

Banks' indexed loans, up to 2'/_ years

Indexed deposits, 6 months

Indexed deposits, 3 months

a. Real interest rates as of October 1986, evaluated according to inflation rate of 1 1.7 %.
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ii) A threat to the stability of the banking system from (a) a deterioration in the
liquidity position of the commercial banks as the growth of deposits fell short of
advances, causing them to make up for this deficiency by borrowing short-term
from the Central Bank and abroad; and (b) an erosion of the DMBs' profit margins
and capital base as the inability to vary interest rates caused competition to centre
on an (over-)expansion of retail operations.

Hi) Increasing recourse to central bank borrowing by the Treasury, as the budget deficit
rose and portfolio shifts reduced demand for government bonds.

These weaknesses have necessitated major reforms of the system of rediscounts; a curtailment
of DMB borrowing rights at the Central Bank and a strengthening of banks' prudential
balance sheet ratios; and agreement to curtail government access to the central Bank.

Abolition ofproduce loan rediscounting

The rediscounting system was abolished in 1985, when all produce loans were recalled.
Discounting of foreign currency-denominated export produce loans was replaced by a limited
SDR facility (equal to about 16 per cent of rediscounts), apportioned among the banks
according to size, and not directly linked to particular lending activities. The SDR facility
carried rates in line with international ones. For the rest, the banks were allowed to borrow

directly from abroad, up to a maximum of 75 per cent of export stocks placed as collateral. For
many of the banks, the SDR facility is thought to be sufficient to finance all export-produce
loans granted, making it unnecessary to look for funds in international markets.

Recall of domestic produce loans was financed by cutting the required reserve ratio from
28 to 18 per cent of deposits. For most deposit money banks, freed reserves exceeded loan
repayments to the Central Bank, in which case the balance was paid with securities issued by
the Central Bank. If reserves freed did not offset the produce loan debt, the institution in
question was granted a long-term loan. Financing of new produce loans now rests completely
with the DMBs with loan rates increasingly related to domestic rates. Furthermore, as a result
of the reforms, an interbank market has emerged. Until recently this had not existed, and the
rediscounting/reserve requirement system assumed that function. Given the new freedom for
banks to set their own interest rates a role for such a market has been created10.

Improvement of commercial bank balance sheets

In the past, Central Bank attempts to control monetary expansion were thwarted as much
by a deterioration in the liquidity and balance sheet position of the commercial banks as by the
need to safeguard company cash flow via the rediscounting scheme. As deposits failed to keep
up with credit expansion the DMBs borrowed from the Central Bank and from abroad, so that
the net short-term assets (excess reserves minus short-term borrowing from the Central Bank)
became negative in the period 1982 to 1984 (reaching a record year-end low of -8 per cent of
deposits) (Diagram 6). This deterioration occurred despite the introduction, in 1982, of high
and increasing penalty rates on DMB overdrafts at the Central Bank. Circumstances - falling
GNP and increasing fish stocks - proved to be unfavourable to a tightening of central bank
credit, which would have put additional strain on the DMBs at a time when their financial
structure was weak.

Overdraft rules were tightened in late 1984, with less emphasis being put on penalty
rates, and more on the direct prohibition of such loans. DMBs that overdraw their accounts in
the Central Bank have to provide explanations and apply for short-term accommodation in
another form. The accommodation is conditional on agreements on ceilings on credit
expansion11. Under the new system, and with improving economic circumstances, the
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Diagram 6. Credit expansion and the liquidity position
of the deposit money banks
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a. Excess reserves minus short-term borrowing from the central bank, as a ratio of deposits
Source: Centra) Bank of Iceland

liquidity position of the DMB has recovered somewhat, but it was still negative, at 2 'A per cent
of deposits, in December 1986. It remains the aim for the DMBs to move into a positive
liquidity position, in order to create a buffer against export volatility and to allow scope for
open market operations.

As a further step in this direction, in February 1987 the primary reserve requirement, for
which the only eligible assets are deposits held at a blocked account with the Central Bank,
was cut from 1 8 to 1 3 per cent and a liquidity ratio of 7 per cent introduced. The base for this
secondary reserve requirement includes deposit and other liabilities except relent foreign
loans. Eligible assets have maturities of not more than three months, and include Treasury
Bills. Some 60 per cent of the reduction in the primary reserve requirement was paid out in the
form of such bills, and the rest deposited on current accounts, so that the total reduction
became eligible towards the secondary requirement. The purpose of the reform is to move
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away from direct Central Bank involvement in commercial bank finances, to develop the
interbank market further and to create a market for Treasury Bills as a basis for open market
operations. The ratio and the base for the secondary requirement were selected in such a way
as to offset the monetary impact of the reduction and the Bank has announced that further
revisions may have to be made so as to ensure that the reform does not result in monetary
expansion.

With increasing competition for deposits, the era of regulated interest rates saw a
tendency for the DMBs to over-expand retail operations and an increasing Central Bank
concern about the profitability of the banking system. The process of disinflation has also
caused some strains, as in early 1984 when the terms on unindexed claims suddenly exceeded
indexed ones, so that savers reacted by moving out of indexed into un-indexed accounts. This
created an imbalance between indexed assets (the banks having considerable sums tied up in
indexed loans) and the indexed liabilities of the deposit money banks, which fell quite sharply
(Table 16). This had an unfavourable effect on their profitability in the first half of 198412. An
additional matching problem arose in 1984 when DMB borrowing from abroad caused their
foreign current liabilities to exceed their assets (Table 16). This exposed the banks to
exchange rate risks and further reduced the effectiveness of monetary control13. Efforts to
reduce these risks have resulted in an improved matching of assets and liabilities (Table 16).
In September 1 984, a regulation was issued stipulating a balance between foreign assets and
liabilities. The DMBs are required to maintain a balanced foreign exchange position in order
to avoid exchange risks, and limits are placed on the foreign financing of banks14. The new
legislation on commercial banks which came into effect on 1 st January 1 986 consolidated and
expanded these changes. The banks (as of 1st November) are free to set their own interest
rates, but are supposed to maintain a minimum capital/reserves ratio of 5 per cent, while
holdings of real estate are not to exceed 65 per cent of capital and own reserves.

Attempts to reduce Central Bank financing of budget deficit

In recent years, the annual cash deficit of the Treasury has been financed by the Central
Bank, either by using the overdraft facility or by bond issues. 1 983 and 1 985, in particular, saw
a serious deterioration in central government finances, with net borrowing requirements of
4xh and 4 per cent of GNP respectively. Of this, amounts equal to 2 and 2'A per cent of GNP,
respectively, were borrowed from the Central Bank. In 1 986, increases in public sector salaries
and wage-linked social security benefits subsequent to the February agreements were
financed via a Treasury overdraft at the Central Bank, although for the year as a whole
Treasury debt at the Bank fell.

Treasury recourse to borrowing from the Central Bank has increased substantially since
1982, reaching a peak of nearly 4 per cent of GNP at the end of 1985 (Table 17). Indeed, as
DMB credit expansion has slowed, the use of central bank credit by the Treasury has become
one of the main elements in monetary expansion. Base money increased by 40 to 50 per cent in
1985 with the Treasury deficit accounting for up to three-quarters of the increase15. The new
Central Bank Act seeks to reduce the direct financing of the budget deficit at the Central
Bank. The use of overdraft facilities by the Treasury will henceforth be limited to financing
the government deficit within the year. Any overdraft outstanding at the end of the year must
be paid within three months. Consistent with this policy, the Treasury's current account
deficit was cleared at the end of 1986, reducing the level of outstanding Central Bank claims
on the Treasury to 2 per cent of GNP. The subsequent reform of the reserve requirement
system regularised this reduction, by creating Krona 1 .4 billion of short-term loans from the
DMBs to the Treasury, in the form of Treasury Bills. The Central Bank is allowed to purchase
such securities as part of a move to expand its open market activities.
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Tabic 17. Central Bank claims on the Treasury

Kronur, million

Year end

1982 1983 1984 1985 1986

Change -71
Claims outstanding 155
(Per cent of GNP)1 (0.4)

1 315

1 470

(2.5)

-214

1 256

(1.6)

2 873

4 129

(3.9)

-1430

2 699

(1.9)

1 . Per cent of GNP during the year.
Sources: Central Bank and OECD Secretariat calculations.

Part of the difficulty in financing the government deficit has arisen from the fact that
financial liberalisation has caused a marked portfolio shift away from government
certificates, as yields on alternative forms of saving have improved. 1984 saw a particularly
marked switch out of saving certificates into certificates of deposit. As part of the steps taken
in 1984 to find alternative sources of finance, and to evaluate the effects of moving interest
rates towards market rates, the Treasury was permitted to sell Treasury Bills by auction. But
the Treasury was not bound to accept bids below a given limit and, at the yields demanded by
the market, the amounts offered were quite small. Interest waned as the Treasury began to
turn down bids on the grounds that they were too low16. Treasury Bills were not, until the
February 1987 reform, a significant factor in the financing of the Treasury deficit, so that a
potentially important instrument of monetary control did not gain a foothold in Iceland.
Treasury paper in general has had a high illiquidity premium and the Government has not
been willing to pay the initial interest rate costs of establishing a market which would bring the
premium down.

Investment and the allocation of credit

The investment credit funds

In deregulating DMB interest rates and tightening monetary control, the objective has
been to counteract the inflationary expansion of domestic borrowing, which has led at times to
a rapid and speculative growth of consumer good imports. However, there have also been
doubts about the viability of some investment projects undertaken with a rate of discount kept
artificially low by regulated interest rates, especially in the face of much higher interest rates
on foreign borrowing and over-capacity in the fishing sector, which has led to negative
profitability (Table 18). While real rates of interest on domestic credit were below those on
foreign borrowing, Iceland experienced a rate of investment higher than generally elsewhere,
financed by capital imports. The gap between the real interest rate in Iceland and abroad was
negatively correlated during the 1970s, both with the current account deficit and the
difference between the investment/GNP ratio for Iceland and that for the rest of Europe
(Diagram 7). A high rate of investment has probably been a net positive factor in Icelandic
growth (including the move to diversification) but as real rates on domestic loans have risen to
virtual parity with rates charged on overseas borrowing, investment has fallen back: this may
suggest the possibility of "over-investment" under the regime of subsidised interest rates.
Some over-investment may have been encouraged, and facilitated, by the system of
investment fund allocation, which has relied heavily both on priviledged savings channels and
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Table 1 8. Profitability of the fishing sector

Per cent of gross income 1982 1983 1984 1985 19861

/. Gross profits2

Fishing, total
Trawlers less than 500 GRT

Trawlers larger than 500 GRT
Boats

4.9

8.9

7.4

-0.6

7.3

8.1

4.7

7.1

7.0

8.0

8.2

5.6

9.7

11.1

10.5

8.0

18.0

19.6

18.2

16.3

Fish processing, total
Freezing plants
Saltfish processing

2.5

3.1

1.1

4.6

4.9

3.9

4.3

5.7

-0.6

6.1

5.5

7.7

8.2

6.1

13.0

//. Net profits3

Fishing, total
Trawlers less than 500 GRT

Trawlers larger than 500 GRT
Boats

-11.1

-9.7

-9.9

-12.8

-9.3

-11.3

-11.2

-6.6

-9.0

-10.1

-5.4

-8.6

-3.8

-3.9

-1.2

-4.0

6.2

6.8

8.3

5.2

Fish processing, total
Freezing plants
Saltfish processing

2.9

2.5

3.6

2.0

1.8

2.4

-4.9

-4.0

-8.3

-2.0

-3.1

-0.9

0.8

-1.8

7.0

1. Estimate.

2. Operating surplus excluding cost oT capital, i.e. interest payments and depreciation.
3. Gross profits less interest payments and depreciation.
Source: National Economic Institute, Iceland.

on quite rigid access to funds. The Investment Credit Funds, with their close connections with
particular sectors (Table 19), have a large degree of rigidity, making for a potential
misallocation of resources. The system has come under review in recent years. No
fundamental reform has been undertaken, but a notable innovation in long-term finance, to
date, has been the establishment of an Icelandic securities exchange. The first transactions
took place in March 1986. This represents a first step towards erecting an equity base for
industry.

Table 19. Financing of investment credit fund lending

Percentage distribution

1983

Own resources, net

Tax revenue and grants

Borrowing
Foreign
Domestic

Treasury
Banking system
Pension funds

Other compulsory savings
Other

New lending

2 -16 -14 -10 -10

29 29 29 18 31

69 87 85 92 79

16 40 28 42 30

53 47 57 50 49

- 6 12 10

13 6 5 10 2

25 25 30 17 25

12 13 16 10 10

3 3 - 1 2

100 100 100 100 100

1 . A minus indicate! an increase in cash and depoiils.
Source: Central Bank of Iceland.
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Established at the initiative of the Central Bank, the Icelandic Securities Exchange was a
response to the growth of a secondary market for securities, mainly government bonds. A
small market for government paper developed in the early 1980s. Other bond issues were
practically non-existent until 1984, when interest rate deregulation made it possible for
private enterprises to obtain domestic financing by offering competitive yields on their bond
issues. Statistics on the market are as yet poor, transactions remain rather low, and the market
remains to be more fully developed. But even so. the exchange is proving helpful in evaluating
trends in domestic market rates.

Housing finance

An important example of distortions caused by financial intervention (in combination
with the influence of the tax system) is housing finance. Subsidised interest rates have
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encouraged investment in residential property, which accounts for most of household wealth.
Financial deregulation brought higher real interest rates, but these, together with the
prevalence of short maturities on bank and private lending for housing finance, created social
tensions during the 1984-86 period. As a result, housing finance became an issue in the
February wage negotiations, the government offering concessions in the form of a new system.
Under this system a much higher part of home building and buying will be financed by long
term loans granted by the state building funds at subsidised interest rates.

The expected increase in mortage credit will be financed by greater pension fund lending
to the state building funds and the Treasury at the expense of pension fund lending to
individuals. In recent years, pension funds have had to allocate 40 per cent of their disposable
funds to the purchase of bonds from the investment credit funds, with the totals for 1 984 and
1985 falling below this ratio in practice. Following the recent change, they are essentially
obligated to take up ICF bonds to the value of 50 per cent of their disposable funds, namely
from the Housing Agency17. The pension funds are currently guaranteed a real rate of return
of 6 'A per cent on their lending, with individual borrowers being charged 3 'A per cent -a
subsidy of 3 per cent. At the same time, the disposable funds of the pension funds are forecast
to expand quite rapidly as a result of the February agreement to increase pension fund
premiums in the years 1987-1990. The reform of the housing finance system, with its
priviledged access to institutional savings and subsidisation of interest rates, runs contrary to
the current trend towards liberalisation.

Domestic savings and foreign borrowing

Table 14 illustrates the growing dependence on direct borrowing from abroad during the
eighties. In 1 970, loans from abroad were equivalent to 20 per cent of all outstanding credit
system loans; by 1 980 this had risen to nearly 40 per cent. By the end of 1 986 overseas claims
equalled nearly 39 per cent of all credit and the total (public and private) foreign debt
amounted to 50 per cent of GNP. Over two-thirds of public sector debt is now financed
abroad, an exceptionally high ratio which the 1987 Budget intends to begin correcting. An
important rationale for financial market reform has been the need to reduce the growing
dependence on external finance, by raising the domestic savings rate18.

With external borrowing subject to close government control, Icelandic credit assessment
is not an issue. The overseas debt is conservatively managed, with an average maturity of
1 1 .0 years, an amortization pattern of 8 to 9 per cent per annum, and a virtual equality of
fixed and floating debt (Table 20). Currency exposure is also split evenly between U.S. dollars
and non-dollar currencies. However, real interest rates have averaged 5V2 per cent in the last
five years, while GNP has grown by about 1 xk per cent a year in real terms over the same
period. It should be noted though that this period includes the unusually severe contraction in
1982. The recent fall in interest rates still leaves real rates at 4.8 per cent (Table 20). There
has thus been a gap between the real return on capital and its cost which, if it were to
re-emerge after the rapid cyclical upturn of the last two years, would be reflected in an
increasing ratio of debt interest to GNP, and in higher public sector payments of interest
relative to revenues (Table 20 and Diagram 8). To contain the upward pressure on the
debt/GNP level that this would cause would necessitate offsetting developments in the
non-interest components of the current account, so that domestic demand would need to grow
for some time at a slower rate than GNP. Amortization of the debt would require even slower
growth. Financial deregulation, by raising the opportunity cost of domestic borrowing, should
raise domestic savings, but there still remains the legacy of past borrowing which needs to be
corrected.
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Diagram 8. Overseas debt and debt service

A. Long-term foreign debt

\
Treasury
debt/GNP H 10
Ralio

0L -I 0
70 71 72 73 74 75 76 77 78 79 80 81 82 83 84 85 86 87*

B. Debt service

70 71 72 73 74 75 76 77 78 79 80 81 82 83 84 85 86 87*

* Forecast

Source: Central Bank of Iceland

Concluding remarks

The aims of the financial reform programme have been to restore better balance between
the supply and demand for credit, remove the biases which have caused excess money
creation, and bring external borrowing back under control. Crucial to the achievement of
these aims have been the restoration of positive real interest rates and a tightening of central
bank control over the balance sheet expansion of the commercial banks. During the era of
regulated interest rates, institutional rigidities (related to political resistance to higher interest
rates) meant that real rates were usually substantially negative in the face of accelerating
inflation, so that the propensity to save was weakened and over-investment occurred.
Financial indexation has been used with effect to restore confidence in monetary assets and,
together with the greater freedom for the deposit money banks to compete on interest rates,
positive real interest rates now obtain on all monetary instruments except demand deposits.
Real rates on domestic borrowing are also linked more closely to those paid on foreign loans.
Financial savings, including bank deposits, have increased considerably; there has been a
return to more normal patterns of portfolio behaviour and investment has been pruned back.
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Table 20. The structure of foreign debt

A. AVERAGE INTEREST RATES ON EXTERNAL FUNDED DEBT

Nominal interest rate1 Real interest rate5

Weight 1985
1982 1984 1985 1986 1987' 1982 1984 1985 1986 19873

By borrower.

Public sector 68.1 11.5 10.5 9.2 8.9 5.3 5.8 5.0

of which: Treasury 38.6 11.5 10.9 9.6 9.4 5.3 6.2 5.4

Financial institutions 23.7 12.3 10.1 9.4 7.7 6.0 5.5 5.2

Private sector 8.3 12.2 10.5 9.2 8.7 6.0 5.8 5.0

Total debt 100 11.8 10.4 9.3 8.8 7.7 5.6 5.7 5.1 4.8 4.4

By interest rate:

Fixed rate 50.0 9.3 9.2 9.4 9.4 9.1 3.2 4.6 5.2 5.5 5.4

Floating rate 50.0 14.4 12.0 9.2 8.2 7.2 8.0 7.3 5.0 4.3 3.6

of which: LIBOR-USD 14.4 12.5 9.4 8.5 10.1 8.2 5.2

By currency:

U.S. dollars 52.3 13.2 11.8 9.7 9.0 9.0 7.5 5.7

Pounds sterling 5.9 14.7 11.8 13.4 12.9 8.8 6.9 7.3

Norwegian kroner 1.3 9.3 10.2 10.6 11.5 -2.6 4.1 4.7

Swiss francs 8.7 6.2 6.8 6.8 6.5 0.7 4.0 3.5

Dutch guilders 2.6 9.9 8.7 9.1 8.2 5.4 5.7 7.3

Deutschmark 9.7 7.9 8.3 8.1 7.7 3.2 6.2 6.2

Japanese yen 1.7 10.4 7.7 8.1 7.9 8.5 5.0 6.2

B. MATURITY STRUCTURE OF TOTAL EXTERNAL FUNDED DEBT

Amortization in per cent of debt outstanding at the end of the year

Over 10
Average
maturity

Average 1979-85
1986

9.2

8.0

10.1

7.6

10.3

9.3

11.1

8.6

11.3 10.1

8.4 12.7

9.9

13.7

8.1

6.1

6.4

6.4

5.0

5.9

8.5

13.3

1 1.0 years
1 2.4 years

1 . Yearly interest payments in per cent of average debt outstanding in the beginning and end of year, less 'A of net borrowing (new borrowing minus
repayments).

2. Calculated from consumer price indexes. Per cent change in December over corresponding period of previous year.
3. Estimated.

Source: Central Bank of Iceland.

At the same time, reforms to central bank operating procedures (particularly the removal of
automatic rediscounting of produce bills at the central bank) and new rules governing
commercial bank balance sheet ratios, promise eventually to strengthen both DMB liquidity
and the ability of the central bank to tighten monetary conditions when necessary.

On the other hand, some weaknesses remain:

- Interest rates. Although the new Central Bank Act delegates wide powers to the
DMBs, the Bank can override DMB decisions if real interest rates are out of line with

foreign rates, or if DMB profit margins are "too high". These provisions imply quite
broad scope for the Central Bank to set interest rates and might still imply a bias
towards too easy credit;
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Monetary control. Although Central Bank lending to the DMBs is less automatic
under the new regulations, the scope for affecting DMB lending via their balance
sheets is still limited because of the restricted scope for open market operations, while
DMB liquidity is still too weak to permit the use of special reserve requirements;

The Budget deficit and itsfinancing. Treasury overdrafts at the Central Bank have
become the main source of monetary expansion as control over the DMBs has been
tightened, the budget deficit has increased and liberalization has caused a portfolio
shift away from government savings certificates. Although direct monetization of the
Treasury borrowing requirement is now excluded by legislation, the absence of a
mature Treasury bill and bond market remains a lacuna from the point of view of
budget finance and monetary control;

Credit allocation. A high proportion of savings is directly channelled - a feature
enhanced by the recent housing finance reform. This serves to make Icelandic credit
markets even thinner than they otherwise would be. In particular, the move to
increase the amount of savings going into housing reflects the impediments which
exist against moving to a system of competitively set interest rates, where the extent
and composition of investment is primarily market-determined.

How important these weaknesses prove to be depends (in the absence of a fully
independent Central Bank) on the set of priorities adopted for economic policy. To
some extent, problems arise because of the small size of the Icelandic economy, which
makes a rational structure of interest rates (or company capitalisation) difficult to
maintain. This difficulty reinforces the need -recognised during the process of
deregulation - to focus on external financial conditions as a point of reference, by
stabilizing the exchange rate and/or achieving real interest rates in line with those
abroad. Improvements in the external sector have allowed this goal to be achieved
recently, but the system could again come under strain if the terms of trade were to
deteriorate, calling for real interest rates to rise further.
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CONCLUSIONS

When the last Survey of Iceland was published in May 1985, the country was in the
process of implementing a stabilization programme launched in May 1983. The initial phase
of the adjustment package was rather successful. Owing to greater nominal exchange rate
stability, wage de-indexation and a statutory incomes policy, inflation abated markedly
- from an annual rate of more than 1 30 per cent in the early months of 1 983 to around 1 5 per
cent by the third quarter of 1984. However, following a month-long strike, the wage
settlement of autumn 1984 and the accompanying large depreciation of the exchange rate led
to a reacceleration of price and wage increases to some 25 to 30 per cent in early 1985.
Moreover, lack of control over money and credit creation and a rising public sector deficit were
reflected in the re-emergence of a large current external deficit and expanding foreign debt.
There was therefore doubt as to whether further progress towards sustained and balanced
non-inflationary growth would be achieved over the following two years. Greater fiscal and
monetary discipline was seen at the time as a necessary condition for correcting internal and
external imbalances.

In many respects, performance in the two years to 1986 has been much better than
anticipated, as the Icelandic economy benefited from an unusual set of favourable
circumstances, both at home and abroad. Rising fish catches, lower international interest
rates and a marked improvement of the terms of trade, in the wake of a reduced oil bill and
rising fish prices, led to a gradual elimination of the current external deficit. In the past two
years, real GNP grew in total by nearly 9xk per cent and gross national income by about
1 2'/2 per cent. Full employment was maintained but progress in the fight against inflation was
less satisfactory. Consumer price increases reaccelerated to 32.4 per cent in 1985, before
falling to around 21 per cent in 1986. The deceleration in the course of last year was more
impressive, with price increases falling to around Wk per cent in the 1 2 months to December,
compared to 36 per cent in the course of 1985. However, this was largely accounted for by the
substantial improvement in the terms of trade and the fiscal concessions granted by the
authorities in exchange for wage moderation. With more relaxed financial policies and
extremely tight labour market conditions, earnings actually rose more in 1 986 than projected
at the time of the national wage agreement in February. This prevented a more rapid
dampening of domestic cost pressures and contributed to the persistance of inflationary
expectations.

Prospects for 1987 point to a further significant expansion of real GNP and national
income, with continuing full employment. However, the current external balance is projected
to move back into deficit, while considerable uncertainties attach to the inflation outlook.

Given the outcome of the recently concluded 1987 wage settlement, nominal per capita
earnings are officially expected to grow by 22'A per cent this year and real disposable income
by some 8 per cent, far in excess of developments in other OECD countries. This development
may be incompatible with the maintenance of internal and external equilibrium. Against the
background of continuing tight labour market conditions, there is a risk that wages will
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advance faster than officially projected, putting additional pressures on the current external
balance, business profitability, and, eventually, the exchange rate. Given the risk of renewed
acceleration of the cost-price spiral, adoption of a more effective anti-inflation strategy is
needed, calling for greater commitment to non-accommodating fiscal and monetary
policies.

In spite of favourable macroeconomic conditions, no significant progress has been made
in cutting the Central Government budget deficit in the last two years. In fact, the underlying
structural position has probably deteriorated. Given the large overruns typical of the past, it is
particularly important that any slippage in the implementation of the 1 987 budget be avoided
and that initial objectives be achieved. Indeed, in present circumstances, this is a minimum
requirement. In view of the outcome of the last wage settlement, serious consideration might
even be given to a further tightening of fiscal policy. A more determined attitude towards
fiscal restraint would be desirable on various counts:

- In conditions of full employment and emerging bottlenecks in some segments of the
labour market, excessive public sector claims on resources contribute to stronger
wagedrift, undermining further progress towards disinflation;

- Because of the difficulty, in spite of the recent agreement between the Treasury and
the Central Bank, of avoiding increasing recourse to central bank credit, budget
deficit financing is a major impediment to greater monetary discipline, thus fuelling
inflation and jeopardising the achievement of greater exchange rate stability;

- The rapid rise in debt interest payments needs to be arrested if enough flexibility is to
be retained in the budgetary process. Relying on further reduction in real interest
rates in international markets may not be sufficient, all the more since a greater
proportion of the deficit is planned to be financed domestically.

In this context, fiscal concessions to achieve wage moderation are only acceptable to the extent
that they do not add to the budget deficit. Otherwise the above imbalances would increase,
threatening to undermine the process of disinflation in the longer run.

It is important, as indeed intended by the authorities, to curb the pace of real money
expansion and domestic credit creation, through, notably, allowing interest rates more fully to
play their market-clearing role. As described in Part IV of the Survey, substantial changes
have been made over the last few years in the institutional arrangements of monetary policy,
remedying long-standing weaknesses in this area. As a result of financial indexation and
liberalisation of financial markets, real interest rates on a range of financial instruments have
been brought up to world levels. Deposit money banks' balance sheets have improved and
confidence in monetary assets has been at least partially restored. Rigidities in the process of
money creation have also been alleviated, with the abolition of automatic rediscounting of
produce loans by the Central Bank and a tightening of overdraft rules.

However, despite the progress made towards more effective monetary control and greater
efficiency of resource allocation, a number of problems remain:

- Although the balance sheets of money deposit banks have improved, their liquidity
position still appears to be too weak to allow the newly introduced reserve
requirement to be an effective instrument of Central Bank control;

- More generally, there is a risk that monetary policy will remain too accommodating
as long as the cost of allowing interest rates to reach market levels is perceived as too
high, all the more since markets are very thin and may not always give accurate
signals. In order to achieve steady growth and a widening of secondary markets, the
Government must accept a greater share of the transition costs involved, which it has
not been willing to do so far. In particular, during the process of liberalisation, the
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illiquidity premium on government bonds has been high and the Government has
been reluctant to borrow from the public at market rates. This may be too short-term
a view, as the establishment of a genuine domestic bond market could gradually
reduce the illiquidity premium on such paper;

- Finally, direct allocation of saving and regulated interest are still features of
important segments of the Icelandic market, notably mortgage financing. Although
purely economic considerations may have to be balanced against other social goals,
the misallocation of resources resulting from such policies should not be underesti¬
mated.

However, there are clear limits to what can be expected from monetary policy alone; until the
budget deficit is substantially reduced, the burden put on monetary policy will remain
excessive and its efficiency impaired.

Medium-term considerations also underscore the need for a tighter fiscal and monetary
stance. Indeed, it would be unwise to rely on the continuation of the exceptionally favourable
international climate of the last two years. In spite of progress made in diversifying the
Icelandic economy, its base remains relatively narrow and the scope for reducing dependence
on traditional industries is limited; the country remains therefore vulnerable to external
disturbances. Less favourable outcomes for the dollar, prices of marine products, fish catches,
growth in the world economy and international interest rates could again impart serious
shocks to the real economy and the current account position. The total of foreign debt, public
and private, which currently amounts to 50 per cent of GNP, could then reach unacceptable
proportions. In view of these considerations, it is essential that policies should aim at greater
stabilization of the economy. This has been a long-standing issue in Iceland. Past attempts to
insulate the economy from the effects of volatile export incomes through micro instruments
such as the Fish Price Equalisation Fund were not very successful. Demand management
policies should therefore play a greater role in creating more stable conditions for viable
growth over the medium-term. This implies raising the national savings ratio, through a much
tighter stance of policies in periods of strong cyclical upswings driven by external
influences.

The new approach to policy making evident since 1983, and the widespread structural
reforms carried out over the last few years, have played an important role in the improvement
of Iceland's economic performance. But favourable external conditions over the last two years
also made a significant contribution. The adoption of more efficient monetary instruments,
the new emphasis on greater exchange rate stability, the improved fisheries management
policies and the increasing reliance on market mechanisms across the economy have laid the
ground for more stable economic conditions in the medium term. Up to now, however,
stabilization policies have not always been granted priority over other goals and implemen¬
tation of the new strategy remains incomplete. Further efforts are needed, if additional
progress is to be made on the road toward sustained and balanced non-inflationary
growth.
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NOTES AND REFERENCES

1 . Icelandic trade is characterised by a heavy dependence on dollar export markets, whereas imports
from Europe and Japan have a large weight in total imports. During 1986, the krona appreciated
by 4.3 per cent vis-à-vis the U.S. dollar but depreciated 5.8 per cent vis-à-vis a trade weighted
basket of currencies.

2. Based on marine research, annual harvest targets are set for individual species in order to ensure
long-run stability of the fish catch. (See below for a discussion of fisheries management
policies).

3. The settlement contained a provision for cost-of-living adjustments if actual inflation differed from
that projected. In 1 986 the cost of living rose slightly faster than was assumed in the February wage
settlement; arbitration committees adjusted wages by the full amount of the difference.

4. Central bank finance might normally be expected to raise inflation expectations and long-term
interest rates, and to weaken the exchange rate. In Iceland, however, the existence of capital
controls weakens the link between monetary policy and the exchange rate.

5. The index of exchange rate adjustment has consistently given an equilibrium exchange rate
slightly above the actual exchange rate since 1983, taking 1 979 as a base period. But this fact has to
be assessed in the light of the specific difficulties of the fishing industry in the same period. A
specific index of exchange rate adjustment for the fishing industry shows a need for a devaluation
during 1983-1985 of the order of 5 to 10 per cent. Exchange rate policy took this partly into
account. This discrepancy between conditions in the fishing industry and the traded goods sector as
a whole disappeared in 1986.

6. As yet, limited reliable information is available on the distribution of savings by owner, though
borrowing can be broken down by sector. A complete flow of funds table awaits further
research.

7. These were the ratios applied for export products; similar rules with lower ratios applied to
agricultural products for the domestic market. Commercial bills from the manufacturing sector
were also rediscounted, but on a discretionary basis.

8. See Central Bank of Iceland, Annual Report, 1985,p. 57. The fall in real money assets also reflects
a shift into housing investment (Table 14), as well as a fall in the savings ratio.

9. Price indexation of financial assets and liabilities actually has a long history, beginning with the
partial indexation of public housing loans in the latter half of the 1950s. The Treasury began
issuing indexed savings loans in 1964.

10. There are three main avenues of interbank lending: direct short-term loans from one bank to
another, sales of unused discount bill quota with the Central Bank and finally foreign loans relent
in connection with the export produce loans.

1 1 . The Central Bank allocates monthly discount bill quotas to the deposit money banks according to
their size. The deposit money banks can themselves decide the duration and amount of bills they
sell each time, but generally the quota amounts to 1 per cent of deposits at the beginning of the
year. This credit facility can be used to meet an unexpected deterioration of the liquidity position
without resorting to an overdraft in the Central Bank.

12. Central Bank of Iceland, Annual Report 1984, p. 36.
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1 3. From the middle of 1 983 the commercial banks increased their overdrafts at their customer banks

abroad, expanding their lending capacity at home while running foreign exchange risks
incompatible with normal banking operations.

14. The DMBs are forbidden to have a negative liquidity position towards foreign banks without
special permission.

1 5. As the Central Bank ceased to rediscount produce loans and lowered the required reserve ratio,
distortions occurred in the monetary base, the latter growing by only 2.5 per cent in 1985. Given
the inflation rate of 35 per cent, this would normally suggest a restrictive monetary stance.
However, once adjusted, for the lowering of the required reserve ratio, base money may have
increased by some 40 to 50 per cent, of which financing of the Treasury deficit was responsible for
33 per cent.

16. In March, the annual yield at which the total offer would have been taken up was 26.5 per cent,
while the yield on sold bills was 25.7 per cent. This was Vk per cent above the yield on common
bank loans. By November, when issues ceased, the average annual yield implied by the total offer
(which was undersubscribed) was 28.1 percent.

1 7. Although the pension funds are not required to invest 50 per cent of their funds in housing bonds,
failure to do so means that their members cannot borrow from the Housing Agency.

18. See Central Bank of Iceland, Annual Report 1985, p. 44.
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Annex I

DECOMPOSING CHANGES IN THE TERMS OF TRADE

Movements in relative prices

Iceland's trade can be divided into four main categories: marine exports; non-marine exports; oil
imports; and non-oil imports. The terms of trade can thus be expressed as a function of four sets of
prices:

PX/PM = [aPXM + (l-a)PXNM]/[bPMO + (l-b)PMNO],

where PX = price of exports,
PM = price of imports,

PXM = price of marine exports,
PXNM = price of non-marine exports,

PMO = price of oil imports,
PMNO = price of non-oil imports,

a = share of marine exports in total exports,
and b = share of oil imports in total imports.

Expressing price movements in relative terms, by using non-oil imports as the numeraire, the above
expression can be written:

PX/PM = [aPXM* + (l-a)PXNM*]/[bPMO* + (1-b)],

where * denotes a price expressed relative to PMNO. Setting all prices to unity in the base period and
differentiating, the percentage change in the terms-of-trade approximately equals:

A(PX/PM) _ APXM* APXNM* APMO*
(PX/PM) " a PXM* + U_a) PXNM* ~ b PMO*

The overall terms-of-trade gain is a weighted average of the relative increase in the price of fish and
non-marine exports, less the (weighted) increase in the relative price of oil.

The results are summarised in Table 2 of the text. In krona terms relative price of marine exports
fell by 0.3 per cent in 1 986; because such exports make up about three-quarters of total exports (a = .75),
the increase lowered the terms of trade by 0.2 per cent. This decline was reinforced by an 8.3 per cent
decline in the relative price of other exports, which reduced the terms of trade by 2. 1 per cent. The large
drop in the price ofoil (which made up 1 5'A per cent of imports) had the biggest impact ofany single price
change; a 45 per cent drop in its relative price improved the terms of trade by 7 per cent.

The effect of exchange rate movements

The above price changes are defined in krona terms and measure the net impact of changes in
foreign prices and exchange rates. If there were no real exchange rate shifts among Iceland's trading
partners, and/or the foreign currency composition of imports and exports was the same, currency
movements would not affect the calculation, since the exchange rate changes applicable to exports and
imports would be the same. However, if as in 1986 there are swings in exchange rates, the different
currency composition of Icelandic exports and imports generates differential exchange rate changes for
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exports and imports. To illustrate this effect on the terms of trade, the ratio of domestic export to import
prices can be decomposed into its world price and exchange rate components:

[aPXMWRXM + (l-a)PXNMW.RXNM]
PX/PM - [bPMOW.RMO + (l-b)PMNOW.RMNO]

world prices for the four chief components of
where PXMW, PXNMW, PMOW, PMNOW = Icelandic trade, marine, non-marine, oil and

non-oil respectively; and

RXM, RXNM, RMO, RMNO = P^ of foreign currency, using separate
trade-weights for the four commodities.

Again, we normalise by the price of non-oil imports:

PX/PM = [aPXMW*.(RXM/RMNO)+(l-a)PXMNW«.(RXNM/RMNO)]
1 [bPMOW*.(RMO/RMNO)+(l-b)]

where * now denotes a price expressed relative to PMNOW. As this equation shows, exchange-rate
movements can have important effects on the terms of trade. Because the currency composition of trade
varies across the four commodities - in particular Iceland exports far more to the United States than it
imports - any exchange-rate realignment among its trading partners will cause the three foreign price
ratios to change.

Although one can differentiate the above expression to obtain a rough decomposition of the
terms-of-trade gain into its foreign price and exchange rate components, this procedure introduces
approximation errors. Alternatively, the terms-of-trade gain can be broken down into foreign price terms
and a residual assigned to exchange-rate movements, i.e.:

- '-	- = -	L	1 + exchange rate component,
(PX/PM) (PXW/PMW) ^

where

A (PXW/PMW) A PXMW* ., . A PXNMW* L A PMOW*
- " -*- (1-a)

(PXW/PMW) PXMW* v ' PXNMW* PMOW*

The result of this exercise is shown in Table 2. At world prices, the terms of trade rose 12 per cent in
1986, with well over half of the increase accounted for by a sharp rise in relative fish prices.
Exchange-rate movements reduced the overall rise by almost 60 per cent, and offset completely the
impact of higher world marine prices. In the case of oil, whose price is usually set in dollars, exchange
rate movements boosted the terms of trade. At world prices the drop in the cost of oil raised the terms of
trade by 5'h percentage points, and currency fluctuations added an additional 1 'A point.
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Annex II

EXCHANGE RATE MOVEMENTS AND THE VALUE OF FOREIGN DEBT

Exchange-rate movements also affected the burden of foreign debt. The foreign debt to GNP
ratio (DR) can be defined as:

DR = [D.RX]/[P.Q],

where D = outstanding net foreign debt denominated in foreign currency,
RX = debt-weighted effective nominal exchange rate,

P = aggregate price level, and
Q = real output.

The percentage change in the ratio can be approximated by differentiating with respect to time, and
dividing by DR, i.e.:

ADR = AD ARX AP AQ
DR D + RX P Q

where A denotes a time differential.

In 1986, the foreign debt to GNP ratio fell from 59.1 to 50.4 per cent, a proportional decline of
almost 1 5 per cent. Real output rose by about 6 per cent, and thus accounted for 3 'A percentage points of
the decline in the ratio. The krona price of foreign currency rose almost 1 4 per cent in 1 986, using debt
weights, while the domestic price level increased 26 per cent. Together, these two factors reduced the
ratio by over 5 percentage points. The contribution of changes in foreign indebtedness was negligible,
because the current account was in balance.

Table Al . Total extern! debt by currency1

1978 19*0 1982 1984 1985 1986'

U.S. dollars 44.3 54.0 60.8 53.9 52.3 50.7

Pounds sterling 2.6 0.7 3.4 6.1 5.9 5.7

Norwegian kroner 6.4 5.5 2.2 1.4 1.3 1.0

Deutschemark 14.7 14.7 12.7 9.1 9.7 9.5

Swiss francs 7.1 5.3 5.1 8.1 8.7 9.1

Dutch guilders 0.9 1.4 0.9 2.0 2.6 2.4

Japanese yen 3.8 3.9 7.2 15.4 15.6 17.3

EUA/ECU 11.1 7.8 3.6 1.6 1.7 2.9

Other 9.1 6.7 4.1 2.4 2.2 1.4

TOTAL 100.0 100.0 100.0 100.0 100.0 100.0

1 . Per cent of debt outstanding at the end of the year.
2. Estimated.

Sourer. Central Bank of Iceland.
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Annex III

CALENDAR OF MAIN ECONOMIC EVENTS

1985

fanuary

The Central Bank raised the nominal rate paid on general savings accounts by 7 percentage points,
and the deposit money banks raised other rates by a similar amount.

February

The Central Bank raised the interest rate charged on general loans from 26 per cent to
34 per cent.

April

The Central Bank ceased its rediscounting of produce loans from deposit money banks. In a related
development, the required reserve ratio for banks was lowered from 28 per cent of deposits to
18 per cent.

Exchange controls were loosened.

Nominal interest rates on domestic produce loans were increased by 2 percentage points.

May

The Central Bank lowered interest rates for loans and deposits by 1 to 3 percentage points, while
rates paid on demand deposits fell by 8 percentage points.

June

The Althing passed the 1985 Credit Budget.

Wage negotiations were reopened by the unions, due to higher than expected price inflation over the
previous six months. The new contract provided for an initial average wage increase of 7 per cent, and
further rises of 2.4 per cent in August and 4.5 per cent in October. The contract expired on
31st December 1985.

July

The Treasury and the Central Bank sign an agreement limiting credit accommodation. The Bank
agreed to supply up to 30 per cent of any unbudgeted increase in operational credit needed by the
Treasury.

August

The deposit money banks raised interest rates on unregulated loans and deposits by 'A to
3 percentage points, to bring them in line with rates prevailing on regulated accounts.

October

The Government submitted its 1986 budgets to the Althing.
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1986

January

New legislation on commercial and savings banks came into effect. Banks are to maintain a
minimum of 5 per cent capital and reserves ratio, after a transition period of five years.

February

The 1 986 national wage agreement was signed. This tripartite settlement between the Government,
unions, and employers provided for a reduction in nominal wage increases in exchange for a variety of
official measures to hold down the cost of living. The Government pledged to reduce tariffs and other
taxes, increase agricultural subsidies, lower public service charges, and slow the rate of depreciation of
the krona. The housing finance system was also overhauled, and the Central Bank agreed to reduce
nominal interest rates.

As part of the settlement, workers received an immediate 5 per cent increase in wages.

March

The Central Bank lowered interest rates on non-indexed loans by 1 0 to 1 2 percentage points, and
the deposit money banks lowered other non-indexed rates by a similar amount.

The first transactions on the new Icelandic Securities Exchange took place.

April

The Central Bank and deposit money banks lowered all non-indexed interest rates by 4 to
6 percentage points.

May

An arbitration committee ruled that workers be fully compensated for the difference between the
actual January-May rise in prices and that anticipated in the 1986 wage agreement.

The Central Bank announced guidelines for the growth rate ofbank lending during the year, aiming
at a maximum 12.3 per cent increase.

The deposit money banks agree to buy 850 million kronur worth of stabilization bonds in order to
help finance the Treasury deficit.

New legislation on housing finance came into effect, requiring pension funds to invest 55 per cent of
their assets in the State Building Fund.

October

The U.S.-U.S.S.R. summit talks were held in Reykjavik.

The Budget Bill for 1987 was submitted to the Althing.

November

New legislation on the Central Bank came into effect. Interest rates on bank loans and deposits were
deregulated, and the use of Bank overdraft facilities by the Treasury limited to the financing of the
Government deficit within the year.

December

Agreement was reached in the 1987 national wage negotiations. Minimum wages were raised, with
effect from 1st December 1986, but there were no immediate changes in other wage rates. The
settlement provided for general wage increases of 2 per cent in March 1 987 and 1 'A per cent in both June
and October of that year.

As part of the new wage agreement, the Government pledged to maintain its strict exchange rate
policy.

The Althing passed the 1987 Budget. The new budget provides for a reduction in personal income
taxes.
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STATISTICAL ANNEX
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Table A. Supply and use of resources

Kr. million, current prices

as

Private consumption
Public consumption
Gross fixed asset formation

Expenditure on final domestic use

Change in stocks of export products and livestock

National expenditure

Exports of goods ands services
Imports of goods and services

Gross national product (market prices)

Depreciation

Net national product (market prices)

Indirect taxes

Subsidies

Net national income

Net income to abroad

Net domestic income

1976 1977 1978 1979 1980 1981 1982 1983 1984 1985'

1 641

300

780

2 345

653

1 090

3 659

1 074

1 546

5 514

1 638

2 248

8 858

2 542

3 927

13 957

4 026

5 929

21 789

6 586

9 251

36 260

11 536

14 127

48 185

14015

18 306

67 000

20 079

24 154

2 721

-17

4 088

66

6 279

-39

9 400

51

15 327

80

23 912

253

37 626

913

61 923

-1 070

80 506

786

111 233

-978

2 704 4 154 6 240 9 451 15 407 24 165 38 539 60 853 81292 110 255

1055 1443 2 482 3 810 5 746 8 724 12 714 27 078 34 295 49 819
1099 1452 2 242 3 631 5 648 8 936 14 329 25 275 33 871 49 051

2 660 4 145 6 480 9 630 15 505 23 953 36 924 62 656 81716 111023

371 489 753 1138 1806 2 843 4 656 8 634 10 620 13 900

2 289 3 656 5 727 8 492 13 699 21110 32 268 54 022 71096 97 123

700

126

962

122

1 454

218

2 172

373

3 520

490

5 778

762

9 202

1 392

14 486

2 204

20 062

2 389

25 550

3 730

1 715

73

2816

88

4 491

161

6 693

244

10 669

411

16 094

811

24 458

1 495

41 740

3 066

53 423

4 554

75 303

5 584

1788 2 728 4 330 6 449 10 258 15 283 22 963 38 674 48 869 69 719

I. Provisional.

Source: National Economic Institute.
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Table B. Supply and use of resources

Kr. Million, constant prices

1976 1977 1978 1979 1980 1981 1982 1983 1984 I9851

1969 prices 1980 prices

Private consumption
Public consumption
Gross fixed asset formation

341.4

53.1

154.9

7 669

2 207

3 546

8 317

2 364

3 433

8 560

2 493

3 440

8 858

2 542

3 927

9 274

2 725

3 965

9 404

2 876

3 945

8 623

3 033

3 461

8 882

3 036

3 768

9 326

3 224

3 807

Expenditure on final domestic use

Change in stocks of export products and livestock

549.4

-7.7

13 422

198

14 114

-130

14 493

60

15 327

80

15 964

170

16 225

357

15 117

-207

15 686

122

16 357

-71

National expenditure

Exports of goods and services
Imports of goods and services

541.7

248.4

294.6

13 620

4 572

5 164

13 984

5 265

5 352

14 553

5 595

5 484

15 407

5 746

5 648

16 134

5 825

6 056

16 582

5 261

5 988

14910

5 802

5 648

15 808

5 976

6 174

16 286

6 631

6 775

Gross national product (market prices)

Effect of changes in terms of trade
Export income
Income balance of goods and services

495.5

34.0

282.4

-12.2

5 184

-909

13 028

612

5 911

-473

13 897

646

5 752

-257

14 664

157

5 746

-313

15 505

5 873

-726

15 903

48

5 272

-1 307

15 855

11

6 039

-503

15 064

237

6 216

-964

15

61016

142

240320

6 951

-980

Gross national income1 529.5 13 640 14 543 14 821 15 505 15 951 15 866 15 301 15 850 16 462

Sae: Estimates of real income coincide with output in real term s on the assumption of unchanged terms of trade. Due to particularly strong fluctuations in Icelandic terms of trade national expenditure in real terms may
deviate substantially from real gross national product without adverse effects on the balance of payments. This is explicitly introduced in the Icelandic national accounts, as shown above. The item "Export income"
obtained through the deflation ofexports with a price index for imports, expresses the external purchasing power of lhc export earnings, and the difference between this item and exports, normally deflated with an
export price index, is a measure of the real income "effect of changes in terms of trade".

1 . Gross national product + effect of changes in terms of trade.
2. Provisional.

Source: National Economic Institute.



Table C. Production and employment

Os

1977 1978 1979 1980 1981 1982 1983 1984 I98S

Fisheries and fish processing
Export production:

Value, current prices Kr. mill. 829.8 1 309 2 144 3411 5318 7 267 12 564 16 241 24 320

Volume, constant pricess 1980 = 100 73.9 79.9 90.0 100 100.4 85.0 76.9 86.3 94.2

Fishing fleet1, end of year:
Trawlers GRT 38 422 39 096 40 269 42 265 45 258 47 944 48 478 50 801 50 844

Motor boats GRT 62 817 67 319 63 891 64 222 63 313 63 904 63 294 62 046 61 750

Total GRT 101 239 106415 104 160 106 487 108 571 111 848 111 772 112 847 112594

Employment in fish processing 1980 = 100 85.2 83.6 90.3 100.0 102.9 99.9 103.9 103.8 97.93

Agriculture
Production: Volume, 1980 prices Kr. mill. 39.76 106.8 100.6 100.0 97.2 98.1 96.7 100.2 103.3

Capacity:2 Cultivated grassland 1 000 hect. 121.6 123.6 125.7 127.2 129.0 130.1 131.1 132.1 133.43

Sheep 1 000 heads 896.2 890.8 769.8 827.9 794.6 747.7 711.9 714.4 709.3

Cattle 1 000 heads 62.7 62.8 57.2 59.9 60.4 64.4 68.5 72.7 72.9

Manufacturing (excl. fish processing)
Production, volume 1980 = 100 90.7 90.3 96.5 100.0 99.8 105.1 105.1 109.9 1U.53

Employment 1980= 100 92.9 96.8 99.4 100.0 101.2 102.7 102.2 105.6 111.73

Dwelling construction
Started Number 1 980 2 278 1 932 1 758 1 648 1 829 1 631 1 736 1 269

Completed Number 2 300 2 283 2 045 2 237 1 623 1 924 1 711 1 601 I 690

Under construction, end of year Number 5 088 5 083 4 970 4 491 4 516 4 421 4 341 4 476 4 055

1. Including whale-catchers, excluding open boat.
2. At the end of year.
3. Provisional.

Source: Direct Icelandic communication to the OECD.



Table D. Gross fixed asset formation

Kr. million, current prices

OS

Gross fixed asset formation, total

Classification by end-use:
Industrial asset formation

Agriculture
Fishing
Fish processing
Manufacturing other than fish
Transport equipment
Commercial buildings, hotels, etc.
Various machinery and equipment

Residential construction

Public works and buildings

Electric power, generation and distribution
Geothermal heating and water supply
Communications

Public buildings

Classification by type of assets:
Machinery and equipment

Machinery and other equipment
Transport equipment

Buildings and other construction

Residential buildings
Non-residential buildings
Other construction

277.3

47.7

35.0

25.7

52.4

54.9

39.7

21.9

169.4

333.4

1980 1984 I9851

780.1 1090 1546 2 248 3 927 5 929 9 251 14 127 18 306 24 154

466

71

104

50

85

75

50

31

233

391

670 926 1567 2 396 3 775 5 888 7 911 12 009

92

107

64

191

77

85

54

375

79

167

105

297

99

108

71

588

183

217

148

407

283

176

153

212

376

222

568

470

308

240

409

518

360

798

593

613

484

621

781

521

1 264

832

1 084

785

978

839

785

2 020

790

1 219

1 280

1 518

910

1 137

3 023

1 734

1 803

1 884

964 1317 2 251 3 495 4 714 5 276

501 734 1396 2 216 3 225 4 744 5 681 6 869

157.2 137 153 236 507 797 1 159 1 510 1 550 1 146

33.5 64 91 140 267 370 330 375 570 871

88.1 115 159 227 403 649 1 061 1 764 2 229 3 062

54.6 75 98 131 219 400 675 1 095 1 332 1 790

158.5 290 395 579 1 017 1 618 2 274 3 418 4 734 7 522

103.6

54.9

215

75

318

77

480

99

734

283

1 148

470

1 681

593

2 586

832

3 944

790

5 788

1 734

621.6 796 1 151 1 707 2 887 4 331 7 004 10 732 13 529 16 579

169.4 233 375 588 964 1 317 2 251 3 495 4 714 5 276

152.2 226 342 478 683 1 119 2 035 3 337 4 117 5 468

300.0 337 434 641 1 240 1 895 2 718 3 900 4 698 5 835

I. Provisional.

Source: National Economic Institute.



Table E. Gross fixed asset formation

Kr. million, constant prices

OS
Os

Gross fixed asset formation, total

Classification by end-use:
Industrial asset formation

Agriculture
Fishing
Fish processing
Manufacturing other than fish processing
Transport equipment
Commercial buildings, hotels, etc.
Various machinery and equipment

Residential construction

Public works and buildings

Electric power, generation and distribution
Geothermal heating and water supply
Communications

Public buildings

Classification by type of assets:
Machinery and equipment

Machinery and other equipment
Transport equipment

Buildings and others construction

Residential buildings
Non-residential buildings
Other construction

1976

1969 prices 1980 prices

154.9 3 546 3 433 3 440 3 927 3 965 3 945 3 461 3 768 3 807

59.7 1 463 1 440 1 390 1 567 1 617 1 627 1 443 1 643 1 927

9.8

6.8

5.5

11.7

13.0

7.3

5.6

31.0

64.2

33.0

6.1

15.1

10.0

31.0

28.1

58.1

1977 1978 1979 1980 1981

222

325

153

267

230

168

98

784

196

228

136

413

155

194

118

858

116

246

158

447

148

169

106

915

183

217

148

407

283

176

153

964

142

256

152

386

312

204

165

870

174

226

157

344

254

260

212

952

149

196

131

308

191

269

199

865

207

173

161

402

150

247

303

955

448

214

385

252

341

208

362

224

361

218

354

202

507

267

403

219

537

245

432

264

497

140

444

285

366

93

423

271

311

115

474

270

784

752

1 105

858

774

976

915

741

987

964

683

1 240

870

739

1 265

952

858

1 153

865

823

943

955

833

973

252

147

177

459

246

277

369

809

1 299 1 135 1 135 1 396 1 478 1 366 1 153 1 170 1 071

175

133

488

275

37.7 888 826 855 1 017 1 104 993 835 999 1 227

24.7

13.0

658

230

671

155

707

148

734

283

792

312

739

254

644

191

849

150

981

246

117.2 2 641 2 608 2 643 2 887 2 874 2 963 2 631 2 761 2 572

809

838

925

Source: National Economic Institute.



Table F. Balance of payments, OECD basis
US $ million

Os

Current balance

Long terme (excl. spec, trans.)

a) Private
b) Official

Basic balance

Non-monetary short-term capital
Errors and omissions

Balance on monetary transactions
Private monetary institutions short-term capital

Balance on official settlements
Use of IMF credit

Special transactions
Miscellaneous official accounts

Allocations of SDRs

Change in reserves (+ = increase)
a) Gold
b) Currency assets
c) Reserve position in IMF
d) Special Drawing Rights

-155.0 -139.8 -24.0 -48.7 28.1 -21.2 -69.6 -144.5 -252.9 -52.2 -129.6 -115.9

16.71

109.1 107.5 47.5 98.4 64.3 88.6 158.7 200.5 228.0 116.9 11.8

63.9 43.6 6.6 22.0 19.6 23.0 80.4 123.3 88.2 17.3 31.8 17.1

45.2 63.9 40.9 76.4 44.7 65.6 78.3 77.2 139.8 99.6 84.9 94.7

-45.9 -32.3 23.5 49.7 92.4 67.4 89.1 56.1 -29.4 64.7 -12.9 ^».l

-10.3 4.0 -0.9 -5.7 -12.5 11.0 11.3 24.6 -13.5 -66.9 35.9 145.0

-1.0 -2.9 -4.2 -14.1 -26.6 -33.2 -47.6 -23.9 -54.6 -3.4 -29.3 -52.8

57.2 -31.2 18.4 29.9 53.3 45.2 52.8 56.8 -93.0 -5.6 -6.3 88.1

-9.3 3.6 1.7 1.3 0.9 2.0 -4.2 1.0 -7.4 14.2 -22.6 7.9

-66.5 -27.6 20.1 31.2 54.2 47.2 48.6 57.8 -100.4 8.6 -28.9 96.0

19.0 19.4 28.9 - -11.7 -16.3 -25.0 -12 18 1.0 - -

-2.9 9.0 -18.0 -15.7 4.7 -6.5 -2.3 7 -1 3.5 16.8 -53.3

_ _ _ _ _ 3.4 3.3 3.3 - - - -

-50.4 0.8 31.0 15.5 47.2 27.8 24.6 56 -83 13.1 -12.1 63.9

_ - _ 0.5 0.3 0.2 _ - - - - -

-43.4 2.6 34.5 14.0 49.3 22.6 18.6 55 -72 10.6 -12.3 63.9

-7 _ _ _ _ 7.1 5.9 _ -10 4.8 - -

-0.1 -1.8 -3.5 1.0 -2.4 -2.1 0.1 1 -1 -2.4 0.2 -

Sources: Central Bank of Iceland; Direct Icelandic communication to the OECD.



Table G. Central government income and expenditure
Accruals basis

Kr. million

o\
oo

Current revenue

Direct taxes

Indirect taxes'

Other

Current expenditure

Purchase of goods and services2
Current transfers and subsidies

Gross saving

Gross fixed asset formation

Surplus on current and fixed investment account

Lending, net3
Net capital transfers to other sectors

Overall balance4

1976

-5.2

1977 1978 1979 I98S

713.2 1 003 1 637 2 480 3 929 6 304 10 328 16 282 22 088 28 746

91.9

609.8

11.5

110

873

19

280

1 327

29

462

1 966

52

649

3 179

101

983

5 203

118

1 800

8 230

299

2 614

12 868

800

3 230

17 746

1 112

3 698

23 646

1 403

537.2 803 1 354 2 077 3 118 5 080 7 910 14 229 17 238 26 019

226.5

310.7

390

413

634

720

932

1 145

1 418

1 700

2 290

2 790

3 552

4 358

6 484

7 745

7 887

9 351

12 295

13 724

176.0 200 283 403 811 1 224 2 418 2 053 4 850 2 727

. 47.0 80 96 143 288 440 782 1 238 1 592 1 758

129.0 120 187 260 523 784 1 636 815 3 258 969

13.3

120.9

-8

146

23

202

-35

272

77

384

-10

609

683

787

-245

2 250

1 063

1 643

550

2 840

-18 -38 23 62 185 166 -1 190 552 -2 421

1. Including employers' social security contributions.
2. Including interest.
3. "-* net borrowing.
4. Net change in Rotting debts and cash balances.
Source: Central Bank of Iceland.



Table H. Fish catch, wages and prices

Fish catch (thous. metric tons) Wages and prices (1980 - 100)

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

Total

White

fish,
etc.

Herring Capelin
Shrimp,
lobster,

shell-fish

Hourly
wage rates,
unskilled

workers'

Cost of living it

Food

Tola) and

beverages

>dex

Home-

owner¬

ship

Building
cost

Export prices of fish products

'and' FroMr S*""1
iced fish Prod'":ls Produc,!'

Fish

meal

and oil

1 2 3 4 5 6 7 8 9 10 II 12 13 14

1 374 518 29 813 14 29.7 30.1 32.3 32.0 29.9 25.0 33.3 27.1 39.9

1 566 544 37 967 18 46.0 43.4 46.5 45.3 44 50.9 46.3 42.4 59.3

1 649 622 45 964 18 66.3 59.7 61.9 65.2 64 68.6 74.3 64.3 63.8

1 514 680 53 760 21 100 100 100 100 100 100 100 100 100

1 441 738 40 642 21 149 151 157.2 153.5 151 124.3 144.3 171.1 152.3

788 696 55 13 24 224 228 225.7 231.5 236 220.4 240.4 260.7 191.5

839 615 59 134 31 335 420 435.9 383.5 402 360.1 501.6 449.4 511.6

1 536 579 50 865 42 400 543 577.0 474.8 491 486.2 574.8 523.5 551.5

1 672 586 49 993 44 530 718 784.8 612.6 645 805.0 783.6 731.6 598.0

1 635 630 55 900 50 662 869 956.6 787.3 805 1 013.5 1 002.3 1 042.5 628.9

1. Weighted averages.
2. The index shows the development of export prices (fob) in terms or Icelandic kronur.
Sources: Icelandic Statistical Bulletin and Hagtidindi; Central Bank of Iceland, Economic Statistics; Direct Icelandic communication to the OECD.

\0



Table I. Foreign trade, total and by area

US $ million, monthly rates

Total imports
cif Imports by area Total exports

fob Expor s by area

Orig. Adj.

OECD countries Non-OECD countries

Orig. Adj.

OECD countries Non-OECD countries

Total
Europe

USA
Eastern

Europe

Devel¬

oping
countries

Total
Europe

USA
Eastern

Europe

Devel-

EEC Others EEC Others coun tries

1974 43.7 36.7 19.6 9.9 3.5 5.9 1.1 27.4 23.1 8.2 7.5 6.1 3.5 0.9
1975 41.1 34.7 18.5 9.0 3.8 5.1 1.3 26.0 20.8 6.8 6.1 7.6 3.5 1.7
1976 39.2 32.3 17.0 7.6 4.1 5.4 1.5 33.6 29.1 10.9 7.9 9.7 3.4 1.1
1977 50.7 41.5 24.0 10.7 3.3 6.2 3.0 42.7 34.5 13.4 7.3 12.9 5.2 3.0
1978 56.7 47.6 26.7 12.9 4.0 5.8 3.2 54.2 43.6 17.9 8.6 15.9 4.2 6.4

1979 68.8 57.3 32.0 16.0 4.5 8.7 2.9 65.8 58.1 26.4 11.1 18.4 5.3 2.4
1980 83.4 70.8 36.7 18.6 7.8 9.3 3.3 77.5 62.7 30.0 14.4 16.7 6.9 7.8
1981 86.3 74.3 38.4 21.6 6.7 8.1 4.0 75.4 57.3 23.6 16.2 15.7 6.0 12.1
1982 78.6 66.8 36.1 18.2 6.6 8.1 3.7 57.2 48.9 18.7 13.3 14.8 4.8 3.5
1983 69.1 59.2 31.1 16.4 5.4 7.8 2.0 62.5 52.8 21.7 11.4 17.7 5.0 4.7
1984 70.3 60.4 36.0 13.1 4.8 7.7 2.2 61.9 54.6 29.2 5.3 17.6 5.9 1.4
1985 75.5 66.5 39.8 14.9 5.1 6.6 2.4 67.8 60.9 33.1 5.9 18.3 5.3 1.6

-~1

o

Sources: OECD Foreign Trade Statistics, Series A; Central Bank of Iceland.



Table J. Foreign trade by commodity group

US $ million

Imports by commot ily group Exports by commodity group

Trans¬

port
equip¬
ment

Other imports

Total
Total

Food

and

live

animals

Manu¬

factured

goods

Machin¬

ery and
appa¬
ratus

Other

goods
Total

Fish

products.
total

Frozen

fish

fillets

Herring
salted

Herring
and

capclin
meal

Agricul¬
tural

products

Alumi¬

nium

products

Others

manu¬

factured

products

SITC No 78-79 0 6 71-77

1975 488.0 61.6 426.4 46.4 99.0 88.7 192.3 307.8 239.6 105.8 1.3 17.5 9.1 32.5 22.7

1976 469.8 46.0 423.8 49.5 94.4 94.5 185.4 403.8 290.1 123.6 7.7 17.0 10.4 68.1 28.6

1977 606.6 90.6 516.0 53.2 120.5 109.4 232.9 512.1 377.4 168.3 10.1 47.7 12.1 74.9 37.2

1978 673.4 66.6 606.8 57.7 141.4 137.1 270.6 648.2 495.2 216.2 15.4 63.2 15.1 87.1 40.8

1979 825.0 74.0 751.0 68.8 159.0 143.7 379.5 789.0 589.2 258.4 22.1 60.9 20.1 106.2 64.3

1980 1000.1 102.8 897.4 82.3 194.1 172.6 448.4 929.2 695.6 265.8 21.7 61.5 16.0 112.9 88.5

1981 1 021.0 107.8 913.2 81.3 189.4 183.8 458.6 900.3 704.7 236.5 22.0 45.2 12.3 87.3 86.0

1982 941.5 87.5 854.0 76.1 182.3 169.1 426.5 675.1 506.4 219.3 17.7 8.4 8.5 67.8 82.5

1983 821.9 58.8 763.1 73.4 157.9 140.0 391.8 744.9 506.6 245.9 18.3 1.9 8.3 130.9 87.4

1984 843.7 67.2 776.5 71.4 153.8 160.1 391.2 744.1 500.1 222.2 24.5 42.3 12.8 108.2 99.4

1985 904.1 60.7 843.4 72.0 163.2 184.9 423.3 813.8 608.3 261.4 21.2 44.4 11.5 80.5 102.1

Sources: Icelandic Statistical Bulletin: OCDE.



Table K. Money and credit

End of period

Central Bank N on-Bank sector Deposit money janks Credits granted by DMB Foreign exchange

Interest

rate on

bank

over-drafts

Net

Position

of

govern¬
ment

Money supply

M3> Required
reserves

Rcdts-

counlcd

bills

Net

foreign
position

Total

of which to:
Official

gold and
foreign

exchange4

Commercial

banks'
Agri¬

culture

Fishery
and fish

pro¬
cessing

Manu¬

facturing
and

commerce

Dwell¬

ingsMl1 M2'
short-term

foreign assets

%' Kr. nil lions
Militons

SDR'» Kr.

1974 24.00 48 124 336 439 86 82 -34 458 45 102 148 48 40 4
1975 24.00 103 171 441 566 114 125 -84 561 72 122 179 57 40 10
1976 36.00 129 207 548 750 159 160 -93 708 96 161 210 77 69 14
1977 36.00 149 306 783 1 079 225 265 -138 1 009 153 264 267 105 82 18
1978 36.00 279 432 1 122 1 605 337 397 -272 1 419 240 333 376 156 106 29
1979 36.00 283 625 1 677 2 503 556 587 -408 2 230 378 501 617 273 125 40
1980 4.75 312 1 012 2 775 4 139 1 001 992 -894 3 517 532 817 978 456 138 78
1981 5.00 196 1 620 4 841 7 056 1 900 1 392 -1 422 6 116 800 1 421 1 645 781 199 73
1982 4.50 115 2 092 7 136 11 152 3 039 2 935 -3 062 11 477 1 273 3 HI 3 291 1 197 134 179
1983 3.75 813 3 722 12 394 19 924 5 582 4 915 -7 119 20 334 2 191 5 567 5 599 2 174 145 -143
1984 2.5 1 122 5 305 18 672 26 581 7 142 6 809 -9 311 29 723 2 860 8 854 8 447 2 820 132 371
1985 3.00 3 128 6 752 30 074 39 161 6 956 447 -14 858 38 752 4 012 8 521 12 138 3 638 185 34

Notes and coins, demand deposits.
Broad money, i.e. Ml plus general savings deposits.
M2 plus time deposits.
Excluding IMF position.
From 1980, per month..

Sources : Central Bank of Iceland, Annual Reports; Principaux indicateurs économiques de l'OCDE.
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I uii. Reference . . ..
U""S period' Australia

Population

To,al	 Thousands 1985 15 752
Inhabitants per sq.km	 Number 2
Net average annual increase over previous 10 years .... % 1.3

Kmptayment

Total civilian employmcnl (TCI;)2	 Thousands 1985 6 676
of which: Agriculture	 %ofTCE 6.2

Industry	 % of TCE 27.7
Services	 % of TCIi 66.1

Gross domestic product (GUP)
At currcnl prices and current exchange rales 	 Billion USS 1985 155 1
Pcr «-iipitii	 US J 9 847

At currcnl prices using current PPPV 	 Billion USS 1984
Pcr capita	 US J

Average annual volume growth over previous 5 years ... % 1985 3.0

Gross fixed capital formation (GFCF)	 % of GDP 1985 24.4
ofwhich: Machinery and equipment 	 % of GOP 10.4(84)

Residential construction 	 % of GDP 5.4(84)
Average annual volume growth over previous 5 years ... % 1984 1.9

Gross sating ratio*	 % of GDP 1985 20.1

General government

Currcnl expenditure on goods and services 	 % of GDP 1985 16 7
Current disbursements5	 % of GDP 1985 33 4(84)
Current receipts	 % of GDP 1985 34.1 (84)

Net official development assistance 	 % or GNP 1984 0.46

Indicators of living standards
Private consumption per capita using current PPP's3 ... USÎ 1984 6 742*
Passenger cars, pcr I 000 inhabitants 	 Number 1984
Telephones, per 1 000 inhabitants	 Number 1984 540(83)
Television sets, per 1 000 inhabitants 	 Number 1984
Doctors, per I 000 inhabitants	 Number 1984
Infant mortality per I 000 live births 	 Number 1985 9.2(84)

Wages and prices (average annual increase over previous 5 years)
Wages (earnings or rates according to availability) .... % 1986 7 7
Consumer prices	 % ]9t)6 g|2

Foreign trade

Exports or goods, fob*	 Million USS 1986 22 536
as % or GDP	 % M5
average annual increase over previous 5 years 	 % 0 7

Imports of goods, cif*	 Million US$ 1986 23 916
as % of GDP	 % ,5 4
average annual increase over previous 5 years 	 % 0 1

Total official reserves»	 Million SDRs 1986 6 202
As ratio of average monthly imports of goods 	 Ratio 3 7

At current prices and exchange rales.
1. Unless otherwise staled.

2. According to the definitions used in OECD Labour force Statistics.
3. PPP's - Purchasing Power Parities.

4. Gross saving = Gross national disposable income minus Private and Government consumption.
5. Current disbursements - Current expenditure on goods and services plus current transfers and payments of properly income
6 Gold included in reserves is valued at 35 SDR's per ounce. End or year.
7. Including Luxembourg.
H. Included in Belgium.
9. Including non-residential construction.

BASIC STATISTICS: INTERNATIONAL COMPARISONS

Austria Belgium Canada Denmark Finland France Germany Greece

7 555

90

0.0

9 857

323

0.1

25 379

3

1.1

3 235

9.0

38.1

52.9

35 607

2.9

29.7

67.4

II 311

5.2

25.5

69.3

66.1

8 743

79.1

8 022

346.0

13 635

85.7

11 345

119.7

12 150

382.2

15 198

1.6 0.6 2.6

22.3

9.6

4.6

15.9

5.3(84)
3.2

19.6

6.6

5.4

-0.5 -4.0 0.9

5 113

119

0.1

2 522

6.7

28.1

65.2

57.9

II 319

68.0

13 311

2.3

18.5

8.6

4.3

24.4 15.9 19.0

2.1

14.9

18.7 17.3

44.9(84) 52.3

47.0(84) 46.5

20.1 25.3

43.3(84) 56.7

39.9 (84) 57.0

0.28 0.56 0.50 0.85

4 901

14

0.4

2 427

11.5

31.9

56.6

54.0

II 024

59.6

12217

2.6

23.4

8.8

6.2

2.6

23.7

20.2

37.6

40.6

0.36

55 162

101

0.5

20 916

7.6

32.0

60.4

510.3

9 251

694.7

12 643

I.I

18.9

9.4

4.7

-0.1

18.0

16.3

49.4

48.5

0.77

61 015

245

-0.1

25 011

5.5

41.0

53.5

625.0

10 243

811.6

13 265

1.3

19.5

8.4

5.5

-1.3

22.2

19.9

43.4

45.4

0.45

9 950

75

1.0

3 588

28.9

27.3

43.8

32.8

3 294

62.3

6 296

1.0

19.0

7.9

4.0

-2.8

12.2

19.9

43.2

34.6

Iceland Ireland Italy Japan Luxembourg Netherlands New Zealand Norw

243

2

I.I

3 562

51

1.2

57 128

190

0.3

120 754

324

0.8

366

141

0.1

14 484

427

0.6

3 279

12

0.6

4 148

13

0.3

114(84)
10.6

36.8

52.6

1 056 (84)
16.0

28.9

55.1

20 509

11.2

33.6

55.2

58 070

8.8

34.9

56.3

160

4.2

33.4

62.4

5 083

4.9

28.1

67.0

1 329

11. 1

32.4

56.5

2012

7.2

27.8

65.0

2.7

10 958

18.2

5 123

358.7

6 278

1 327.9

10 977

3.6

9 745

125.0

8 628

21.9

6 722

57.9

13 960

27.6
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EMPLOYMENT OPPORTUNITIES

Economics and Statistics Department

OECD

A. Administrator. A number of economist positions may become available in 1987 in
areas such as monetary and fiscal policy, balance of payments, resource allocation,
macroeconomic policy issues, short-term forecasting and country studies. Essential qualifi¬
cations and experience: advanced university degree in economics; good knowledge of
statistical methods and applied econometrics; two or three years' experience in applied
economic analysis; command of one of the two official languages (English and French).
Desirable qualifications and experience also include: familiarity with the economic problems
and data sources of a number of Member countries; proven drafting ability; experience with
the estimation, simulation and implementation of computer-based economic models; some
knowledge of the other official language.

B. Principal Administrator. A number of senior economist positions may become
available in 1987 in areas such as monetary and fiscal policy, balance of payments, resource
allocation, macroeconomic policy issues, short-term forecasting and country studies. Essential
qualifications and experience: advanced university degree in economics; extensive experience
in applied economic analysis, preferably with a central bank, economics/finance ministry or
institute of economic research; good knowledge of statistical methods and applied econom¬
etrics; command of one of the two official languages (English and French) and proven drafting
ability. Desirable qualifications and experience also include: experience in using economic
analysis for formulating policy advice; familiarity with a number of OECD economies;
experience in using econometric models; good knowledge of the other official language.

These positions carry a basic salary (tax free) from FF 193 968 or FF 239 328 (Administra¬
tor) and from FF 275 412 (Principal Administrator), supplemented by further additional
allowances depending on residence and family situation.

Initial appointment will be on a two- or three-year fixed-term contract.

Vacancies are open to both male and female candidates from OECD Member countries.
Applications citing reference "ECSUR", together with a detailed curriculum vitae in English
or French, should be sent to:

Head of Personnel

OECD

2, rue André-Pascal
75775 PARIS CEDEX 16

France



OECD SALES AGENTS

DÉPOSITAIRES DES PUBLICATIONS DE L'OCDE

ARGENTINA - ARGENTINE

Carlos Hindi S.R.L.,
Florida 165, 4- Piio.

(Galena Gucmes) 1333 Buenos Aim
Td.33.l7S7.239l y 30.7122

AUSTRALIA AUSTRALIE

D.A. Book (Aim.) Pty. Ltd.
11-13 Station Street (P.O. Bos 163)
Milchsm, Vic. 31 32 Tel. (03) «73 441 1

AUSTRIA - AUTRICHE

OECD Publications and Information Centre,
4 SimrockatrasK,

3300 Bonn (Germany) Tel. (0221) 21 .60.45
Local Agent:
Gerald A Co., Grsben 31. Wien I Td. 52.22.35

BELGIUM - BELGIQUE
Jean de Lannoy, Service Publications OCDE.
avenue du Roi 202

B- 1 060 Bruxelles Tel. (02) 531.51.69

CANADA

Renouf Publishing Company Ltd/
Editions Renouf Ltéc,
1294 Algoma Road. Ottawa, Ont. KIB 3WS

Tel: (613) 741-4333
Toll Free/Sal» Frais:
Ontario, Quebec, Maritimes:
I -800-267- 1105

Western Canada. Newfoundland:
I -100-267- 1 126

Stores/Magasins:
61 rue Spirts St., Ottawa. Ont. KIP 5A6

Tel: (613)231-8985
21 1 rue Yonge St.. Toronto, Ont. M5B IM4

Tel: (416) 363-3171
Sales Office/Bureau del Ventei:
7575 Trans Canada Hwy. Suite 305.
St. Laurent. Quebec H4T IV6

Tel: (514) 335-9274

DENMARK - DANEMARK

Munksgaard Export and Subacription Service
35. Narre Sagade, DK-1370 Kabenhavn K

Tel. +45.1.12.85.70

FINLAND - FINLANDE

Akatccmincn Kirjakauppa.
Kcskuskatu 1. 00100 Helsinki 10 Tel. 0.12141

FRANCE

OCDE/OECD
Mail Ordcrs/Commandes par correspondance :
2. rue Andre-Pascal,
75775 Paris Cedex 16

Tel. (1) 4S.24.t2.00
Bookshop/Librairie : 33, rue Octave-Feuillet
75016 Paris

Tel. (I) 45.24.81.67 or/ou (1)45.24.11.81
Principal correspondant :
Librairie de l'Université,
12a, rue Nazareth,
13602 AU-en-Provence Tel. 42.26.18.08

GERMANY - ALLEMAGNE

OECD Publications and Information Centre,
4 Simrockslrasac,
5300 Bonn Tel. (0228) 21.60.45

GREECE - GRÈCE
Librairie Ksuffmann,
28. rue du Stade. 105 64 Athens Tel. 322.21.60

HONG KONG

Government Information Services,

Publication (Sales) Office,
Bcaconsfrcld House. 4/F..
Queen's Rosd Central

ICELAND - ISLANDE

SnxbjOrn J6nsson * Co.. h.f..
HafnarsInHi 4*9,

P.O.B. 1131 -Reykjavik
Tel. 13I33/I428I/I1936

INDIA - INDE

Oxford Book and Stationery Co..
Scindia House. New Delhi I Tel. 45896
17 Park St., Calcutta 700016 Tel. 240832

INDONESIA - INDONESIE

Pdii-Lipi. P.O. Bos J065/JKT Jakarta
Tel. 5834*7

IRELAND- IRLANDE

TDC Publishers - Library Suppliers,
12 North Frederick Street, Dublin I.

Tel. 744835-749677

ITALY - ITALIE

Libreria Commissionaria Sansoni,
Via Lamarmora 45, 50121 Fircnzc

Tel. 579751/584468
Via Banolini 29, 20155 Milano Tel. 365083

Sub-dcpositari :
Editrice e Libreria Herder,
Piazza Montccitorio 120, 00186 Roma

Td. 6794628

Libreria H
VU Hspli 5, 20121 Milano Tel. 865446
Libreria Scientifica

Dotl. Lucio de Biasio "Aeiou"

VU Meravigli 16. 20123 Milano Tel. 807679
Libreria Lattes,
VU Garibaldi 3. 10122 Torino Tel. 519274
La diffusionc ddk cdizioni OCSE e inollre

asskurata dalle migliori librcric nelle cilia piii
importanti.

JAPAN - JAPON

OECD Publications and Information Centre,
Landic Akasaka BWi . 2-3-4 Akasaka.

Minato-ku, Tokyo 107 Tel. 586.2016

KOREA - CORÉE

Kyoto Book Centre Co. Ltd.
P.O.Box: Kwang Hwa Moon 1658.
Seoul Tel. (REP) 730.78.91

LEBANON - LIBAN

Documenta Scientihca/Redico.
Edison Building, Bliss St.,
P.O.B. 5641. Beirut Tel. 354429-344425

MALAYSIA - MALAISIE

University of Malaya Cooperative Bookshop
Ltd..
P.O.Box 1127. JaUn Panlai Bam,

Kuala Lumpur Tel. 577701/577072

NETHERLANDS - PAYS-BAS

Slaatsuilgcvcrij
Chr. Plantijnstraal, 2 Postbus 20014
2500 EA S-Gravenhage Tel. 070-78991 1
Voor bestdlingen: Td. 070-789880

NEW ZEALAND - NOUVELLE-ZELANDE

Government Printing Office Bookshops:
Auckland: Retail Bookshop. 25 Rutland Street,
Mail Orders. 85 Beach Road

Private Bag C.P.O.
Hamilton: Retail: Ward Street.
Mail Orders. P.O. Box 857

Wellington: Retail, Mulgrave Street, (Head
Office)
Cubacade World Trade Centre.
Mail Orders, Private Bag
Chriatchurch: Retail, 159 Hereford Street,
Mail Orders, Private Bag
Duncdin: Retail, Princes Street.
Mail Orders. P.O. Box 1104

NORWAY - NORVÈGE
Tanum-Kari Johan

Karl Johan. gate 43, Oslo I
PB 1177 Scntram. 0107 Oslo ITcl. (02)42.93)0

PAKISTAN

Mirza Book Agency
65 Shahrah Quaid-E-Azam. Lahore 3 Td. 66839

PORTUGAL

Livraria Portugal.
Rua do Cam» 70-74. 1117 Lisboa Codex.

Tel. 360582/3

SINGAPORE - SINGAPOUR

Information Publications Pte Ltd

Pei-Fu Industrial Building,
24 New Industrial Road No. 02-06

Singapore 1953 Tel. 2831786, 2831798

SPAIN - ESPAGNE

Mundi-Prensa Librae, S.A.,

Castello 37, Apartado 1223. Madrid-28001
Td. 431.33.99

Libreria Bosch, Ronda Universidad II,

Barcelona 7 Tel. 317.53.08/317.53.58

SWEDEN - SUÉDE

AB CE Fritzes Kungl. Hovbokhandcl,
Box 16356, S 103 27 STH,
Regeringsgatan 12,
DS Stockholm Tel. (08) 23.89.00
Subscription Agency/Abonnements:
Wennergren-Williams AB,
Box 30004, S104 25 Stockholm.

Td. (08)54.12.00

SWITZERLAND - SUISSE

OECD Publications and Information Centre,
4 Simrockslrasse,

5300 Bonn (Germany) Tel. (0228)21.60.45
Local Agent:
Librairie Payot,
6 rue Grenus, 1211 Geneve II

Tel. (022)31.89.50

TAIWAN - FORMOSE

Good Faith Worldwide Int'l Co.. Ltd.

9th floor. No. 118, Sec.2
Chung Hsiao E. Road
Taipei Tel. 391.7396/391.7397

THAILAND THAÏLANDE

Suksil Sum Co.. Ltd..

1715 Rama IV Rd..

Samyam Bangkok 5 Tel. 251 1630

TURKEY - TURQUIE
Kllllur Yayinlari h Turk Ltd. Sti.
Alaturk Bulvari No: 191/Kal. 21
Kavaklidere/Ankara Tel. 25.07.60
Dolmabahce Cad. No: 29

Bcsiktas/lstanbul Td. 160.71.88

UNITED KINGDOM - ROYAUME-UNI

H.M. Stationery Office,
Postal orders only:
P.O.B. 276, London SW8 5DT

Telephone orders: (01) 622.3316, or
Personal callers:

49 High Hdbom. London WCIV 6HB
Branches at: Belfast, Birmingham,
Bristol, Edinburgh, Manchester

UNITED STATES - ÉTATS-UNIS
OECD Publications and Information Centre,
2001 L Street. N.W.. Suite 700,
Washington. DC. 20036 - 4095

Td. (202) 785.6323

VENEZUELA

Libreria del Este,

Avda F. Miranda 52. Apldo. 60337.
Edihcio Galipan, Caracas 106

Tel. 32.23.01/33.26.04/31.58.38

YUGOSLAVIA - YOUGOSLAVIE

Jugoslovcnska Knjiga, Knez Mihajlova 2,
P.O.B. 36. Beograd Tel. 621.992

Orders and inquiries from countries where Sales
Agents have not yet been appointed should be sent
to:

OECD, Publications Service, Sales and
Distribution Division, 2, rue Andre-Pascal, 75775
PARIS CEDEX 16.

Les commandes provenant de pays où l'OCDE n'a
pas encore désigne de dépositaire peuvent être
adressées a :

OCDE, Service des Publications. Division des
Ventes et Distribution. 2. rue André-Pascal. 75775
PARIS CEDEX 16.

70S954>M9I7



OECD PUBLICATIONS

2, rue André-Pascal
75775 PARIS CEDEX 16

No. 43923

(10 87 17 1) ISBN 92-64-12948-0
ISSN 0376-6438

PRINTED IN FRANCE



®e®[

©tie®

3 3 3 J 3 ) 3 .Ï 7 ) 3 3 J 3 3 1 3 3 3 3 3 1 B 3 3 - 3 ? 1 3 J 7 ) 3 3 .13 3 3 3 '7 1 1 D ? 3 J 3 7

OECD ECONOMIC OUTLOOK

£ac/7 May and December, in the OECD Economic Outlook, the
Secretariat surveys the latest economic developments in the OECD area
and, by means of an integrated set of quantitative forecasts, assesses
future prospects.

OECD ECONOMIC STUDIES

777/5 half-yearly publication, produced by the Economics and Statistics
Department of the OECD Secretariat, contains articles featuring applied
macroeconomic and statistical analysis, generally with an international
or cross-country dimension.
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OECD ECONOMIC SURVEYS

Annual surveys of developments and prospects in each OECD country.

Subscription (Series 1986/1987) US$80,00 £40,00 F 400,00
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