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BASIC STATISTICS OF ICELAND

Area (1 000 sq.km)
Productive area (1 000 sq.km)

of which:
Cultivated area

Rough grazings

THE LAND

103 Unproductive area (1 000 sq.km)
21 of which:

Glaciers

82

12

1.1 Other area devoid of vegetation
20

70

Population, 1st December 1989
Net increase 1981-89, annual average

(per cent)

THE PEOPLE

253 482

1.1

Occupational distribution, 1988 (per cent):
Agriculture 5.1
Fishing and fish processing 1 1 .9
Other manufacturing 13J
Construction, total 9.2
Commerce 16.0

Communications 6.6

Services and other 37.9

GOVERNMENT AND PARLIAMENT

1987 1991

Parliament, number of seats:
Independence Party (Lib. Cons.) 18 26

Progressive Party (Agrarians) 13 13

Peoples' Alliance (Socialists, Communists) 8 9

Social Democratic Party 10 10

Citizen's Party 5 -

Women's Alliance 6 5

Other 3 -

100.0

Last general election: April 1991

63 63

PRODUCTION AND CAPITAL FORMATION

Gross national product in 1989:
IKr million

Per head, US dollars

Gross fixed capital formation in 1989:
280701 IKr million

19 329 Per cent of GNP
54 500

19.4

FOREIGN TRADE

Exports of goods and services in 1989,
per cent of GNP

Main exports in 1989 (per cent):
Fish products
Aluminium

Other manufacturing products
Agricultural products
Miscellaneous

38.8

70.9

12.9

11.7

1.7

2.7

Imports of goods and services in 1989,
per cent of GNP 35.8

Imports in 1989, by use (per cent):
Consumer goods 32.1
Investment goods 31.4
Intermediate goods (excl. fuels) 27.8
Fuels and lubricants 8.7

Monetary unit: Krona

THE CURRENCY

Currency units per US dollar,
averages of daily figures:
Year 1990

April 1991
58.4

59.96

Note: An international comparison of certain basic statistics is given in an annex table.



This Survey is based on the Secretariat's studyprepared

for the annual review of Iceland by the Economic and

Development Review Committee on 18th March 1991.

After revisions in the light of discussions during the

review, final approval oftheSurveyforpublication wasgiven

by the Committee on 22ndApril 1991.

The previous Survey of Iceland was issued in

May 1990.



Introduction

The most striking economic development in Iceland since the previous

Survey has been the dramatic reduction in the inflation rate: consumer prices

rose by less than 10 per cent in 1990 for the first time since the early 1970s,

despite surging world oil prices. While the tripartite agreement negotiated

early in the year was central to this disinflation, macroeconomic policies were

also supportive. Despite weak economic activity the budget deficit was nearly

halved from 1988 to 1990, and real interest rates have remained at high

levels. Whether the new phase of low inflation will be long-lasting will become

clearer as Iceland recovers from over two years of recession. The economic

reform process has continued. Restrictions on international capital transac¬
tions have begun to be lifted, a process that will continue through 1992,

increasing access to international capital markets. Two important fisheries

reforms were introduced, a quota reform which will help control the fish catch

better and encourage the shrinkage of the fishing fleet, and a programme to

help damp the impact of fluctuations in world fish prices on aggregate
demand.

Iceland's ongoing reform process has been building on one of the

economy's underlying strengths - its well-functioning labour market. Iceland

has been able to achieve relatively high and stable employment despite being

subject to large shifts in economic policy and exogenous factors. Workers

move readily between both regions and sectors, and Iceland appears to have

avoided the compression of wage differentials that has caused problems in

other Nordic countries. Indeed, Iceland's unique labour market structure

played an important role in last year's marked drop in inflation, and will
probably make Iceland's adjustment in the process of structural reform less

disruptive.



Iceland's recent economic performance and short-term prospects are dis¬

cussed in Chapter I of this survey. Chapter II then examines progress in the
economic reform process as well as developments in macroeconomic policies.
Chapter III reviews the performance and institutions of Iceland's labour

market, and Chapter IV presents conclusions.
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I. Recent economic developments and prospects

Recent developments

The Icelandic economy seemed to be on the way to recovery in 1 990 as

real GNP was about flat, following two years of decline, and inflation fell

dramatically. Many of the factors that led to the recession have been

unwound. The fish catch declined in both 1 988 and 1 989, as quotas were cut

to protect stocks. Although the catch declined again in 1990, the prices of
marine products rose strongly, boosting the terms of trade and export earn¬

ings. The boom in 1985-87 had raised real wages to unsustainable levels,

reducing competitiveness and profitability. Real interest rates had risen from

very low levels - often negative - in the early 1980s, owing to financial

deregulation and, more recently, a tightening of monetary policy in an effort

to come to grips with chronic inflation. Both factors led to a collapse in

private-sector investment. However, real wages fell significantly during the

recession, labour's share in national income returned to near its longer-term

average and real interest rates stabilised, although at fairly high levels.

Reflecting low stocks, the cod catch again fell in 1990 to 328 thousand

tons, from 354 thousand tons the year before. The longer-term cause of the

declining catch has been the influx of cooler water into Iceland's fishing

grounds, reducing the population of plankton which forms the base of the food

chain. After a disastrous winter fishing season, the capelin catch fell for the

third consecutive year and is now at its lowest level in eight years. By contrast,

the catch of most other species was off only slightly from 1989, which was a

banner year.

However, the prices of most fish products were strong in 1990, with

export prices higher by about 12 per cent in terms of SDR from a year earlier.

This was in part due to increased demand, but also because other Atlantic

11



Diagram 1 . AGGREGATE ECONOMIC PERFORMANCE
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Sources: National Economic Institute and OECD, National Accounts.

fisheries have been suffering from supply problems. The improvement in prices

for the year as a whole offset the drop in volumes, raising incomes and profits.

The higher prices also boosted Iceland's terms of trade, although by the end of

1990 higher oil prices had wiped out some of the gain.

Aluminium demand was subdued somewhat by weakening economic

growth world-wide and the prospect of outright recession in some OECD

countries. As a result, prices have been drifting down since mid- 1988 and

bottomed out below $1 400 (per ton on the London Metal Exchange) in

February 1990. By early 1991 prices had recovered to about $1 500. Iceland's

aluminium output contracted only slightly in 1990 and the smelter should

break even for the year. Prices for ferro-silicon, an additive in steelmaking,

12



Diagram 2. THE FISH CATCH
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have also been weak, reflecting increased exports from China and Eastern

Europe. In contrast to aluminium, however, profitability fell sharply and

production volumes were cut.

Table 1. Demand and output

Percentage change in volume terms

1983 1984-86 1987 1988 1989 1990' 199P 19923

Private consumption -6.1 5.2 16.4 -4.0 -8.0 0.0 1.5 2.6

Public consumption 4.7 4.4 6.1 4.2 2.4 1.0 2.0 2.0

Gross fixed investment -12.3 3.3 19.0 -1.3 -8.5 4.5 0.3 17.5

Business -11.3 13.1 21.9 -7.9 -20.1 12.0 0.0 31.4

Residential -9.1 -5.7 14.2 10.6 2.3 0.0 0.4 6.3

Public -15.6 -4.0 16.3 4.4 5.3 -3.0 0.7 2.4

Final domestic demand -5.7 4.6 15.0 -2.0 -6.5 1.2 1.0 5.7

Stockbuilding3 -3.4 0.0 0.8 1.0 -1.0 -0.2 0.5 0.1

Total domestic demand -8.8 4.7 15.9 -1.0 -7.3 1.0 0.7 5.7

Exports of goods and services 10.3 6.7 4.0 -2.8 1.3 -1.0 -2.7 1.2

Imports of goods and services -5.7 6.4 22.9 -3.1 -9.9 1.3 -0.5 6.7

Foreign balance3 5.4 0.1 -7.0 0.3 4.5 -0.5 0.2 -2.2

GDP -3.9 4.9 8.7 -0.8 -2.9 0.0 1.0 3.7

GNP -4.6 4.4 9.1 -1.2 -3.2 0.2

Gross national income* -3.2 4.9 10.6 -1.2 -3.9 -0.6

Memorandum items:

Export production 5.2 8.1 -0.1 0.6 -1.9 1.9

Marine products 8.0 4.9 -0.2 -3.0 -3.5 1.0

Aluminium -6.6 9.7 -1.7 7.8 -1.0 3.7

Ferrosilicon -9.5 -18.3 14.7 3.8 0.0 0.0

Other 9.1 44.0 -1.8 13.5 4.5 4.8

Cost of living index 84.2 27.6 18.7 25.4 21.1 14.8 7.0 9.0

1. Provisional.

2. Projection.
3. Contribution to GNP growth, i.e. changes in aggregates expressed as a percentage of GNP of the previous year.
4. GNP adjusted for effects of changes in the terms of trade.
Sources : National Economic Institute and OECD estimates.

Real disposable income fell for the third consecutive year in 1 990 while

private consumption was flat, following the sharp drop the year before. Total

fixed investment was 4/2 per cent higher in 1990, largely due to aircraft

14



Table 2. Gross fixed asset formation, 1986-90

Kr million,
current

prices

1989 1986

Volume changes on previous year,
per cent'

1987 1988 1989

1990

Prelimi¬

nary

Gross fixed asset formation,
total 55 510 -1.6 19.0 -1.3 -8.5 4.5

Industrial asset formation 24 696 5.9 20.6 -7.9 -20.1 12.0

Agriculture2 2 448 8.2 7.2 -9.9 -25.5 -28.9

Fishing 3 360 124.5 39.7 17.6 -55.0 -48.4

Fish processing 1 265 -5.1 -6.0 -12.0 -33.1 39.8

The aluminium smelter 430 33.3 31.3 -42.9 158.3 87.1

The fcrrosilicon plant 230 -57.1 33.3 0.0 325.0 -64.7

Manufacturing other than
fish processing 5 205 -9.5 8.0 -5.3 -8.8 -8.1

Transport equipment 3 846 -27.2 15.6 -31.4 97.9 113.5

Commercial and office

building, hotels, etc. 4 700 9.7 54.5 -25.5 -8.9 -10.0

Various machinery and
equipment 3 212 -0.3 24.5 -2.0 -35.9 30.2

Residential construction 12 740 -15.0 14.2 10.6 2.3 0.0

Public works and buildings 18 074 ^1.9 19.0 4.4 5.3 -3.0

Electric power, generation
and distribution 3 103 -26.3 11.7 35.5 34.5 36.7

Geothermal heating and

water supply 2 340 -21.8 -6.7 50.5 15.8 -34.9

Communications 6 288 0.0 27.0 -21.1 -5.1 -6.0

Public buildings 6 343 8.0 17.5 25.6 2.2 -7.7

1. Volume changes in 1986-90 are based on 1980 prices.
2. Including aquaculture.
Source : National Economic Institute.

purchases by Icelandair. Reflecting the general tightness of monetary policy,
investment in a number of categories that rely on domestic finance was weak:

residential construction was flat, while investments in small manufacturing,

agriculture, fishing, and commercial building were all down sharply.

The current account deficit, after rising during the boom that ended in

1988, fell sharply in 1989 as the decline in disposable income cut into domes¬

tic demand. In 1 990, exports rose slightly as higher prices for marine products

15



were largely offset by lower metal prices and a decline in manufactured

exports. The fall in disposable income again reduced imports of consumer

goods, but this was more than offset by Icelandair's purchase of aircraft and

higher oil prices, leaving import values higher. As a result, the current

account deteriorated significantly to 2.7 per cent of GDP in 1990. Neverthe¬

less, net external debt was not much changed, due to a favourable shift in the

exchange rates of the currencies in which the debt is denominated. This, and

the stability of the krôna during the year (as part of the wage-price agreement

the government undertook not to devalue the krôna), left net interest pay¬

ments to non-residents also little changed from a year earlier.

Table 3. Current account and net external debt

As a percentage of GNP

1985 1986 1987 1988 1989 1990'

Capital formation 20.7 18.1 20.1 20.3 18.8 17.7

Private investment 14.6 13.1 14.7 14.6 12.7 13.4

Public investment 6.1 5.0 5.5 5.7 6.1 6.3

National saving 16.4 18.5 16.6 16.5 17.2 15.0

Current account -4.2 0.4 -3.6 -3.6 -1.6 -2.7

Net external debt to GDP ratio 52.8 45.0 40.4 41.8 48.1 48.1

Note: Data may not add due to rounding.
1. Preliminary data.
Sources : Central Bank of Iceland, National Economic Institute and OECD estimates.

Three years of recession have driven up the unemployment rate, which

was 1.7 per cent in 1990, as high as it has been in two decades1. Employment,

the employment-population ratio and vacancy rates have also fallen, confirm¬

ing the weakness in the labour market. Responding in part to these deteriorat¬

ing labour market conditions, the labour federations and the major employers'

association agreed to a package of moderate wage increases in February 1990,

which is scheduled to last until September 1991. It allowed for wage increases

of about 5 to 6 per cent in the course of 1990, as well as some adjustment for

price inflation, if it exceeded certain limits, in May, September and

16



Diagram 3. REAL WAGES AND DISPOSABLE INCOME
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November. These adjustments proved to be small, amounting to about 1 per
cent in total. The agreement appears to be working well, with individual

unions sticking closely to the negotiated overall settlement, and wages rising

by about 8 per cent over the course of the year. This is in contrast to earlier
wage agreements, such as that of 1987, when individual unions often gained

larger increases than allowed for in the national deal, leading to inflation in
excess of the anticipated rate and the eventual unravelling of the agreement.

Table 4. Labour market conditions

1983 1984-86 1987 1988 1989
1990

Preliminary

Labour vacancies

Number (in thousands)
Per cent of total labour force

2.4

2.6

3.2

3.5

1.7

1.9

-0.2

-0.4

0.0

0.0

Unemployment rate1 1.0 0.9 0.4 0.6 1.7 1.7

Workweek of full-time manual workers1 49.6 50.0 50.0 47.6 47.9

Work stoppages (days) 1 68 116 131 611

Earnings per worker
Nominal

Real

56.7

-15.0

34.5

5.4

42.0

19.7

24.0

-1.1

12.0

-7.5

10.0

-4.2

1. Based on unemployment insurance registrations.
2. More precisely, the workweek of skilled and unskilled workers who work more than 400 hours per quarter.
Sources : National Economic Institute: Nordic Council of Ministers and the Nordic Statistical Secretarial, Yearbook of

Nordic Statistics 1989/90.

Largely reflecting the agreement's success, inflation fell sharply from

rates in the mid-20s in the past several years to 7.3 per cent over 1990 as a

whole, much as the authorities had projected. This was the sharpest reduction

in inflation since 1 984, when wage and price controls were in force. A number

of factors, mostly temporary, resulted in a modest pick-up in inflation late in

the year. First, world oil prices rose in August2. Second, as part of the

agreement, the government undertook not to raise certain administered prices

above already-announced levels, and it also reduced certain taxes, both of

18



Diagram 4. INFLATION PERFORMANCE
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which introduced a temporary downward bias to the measured inflation rate.

Nevertheless, in the last three months of 1 990 the cost of living index was up
only 6.4 per cent at an annual rate.

Prospects

In the course of the next two years the economic recovery which is

underway is likely to gain momentum, while inflation may stabilise at less

than 10 per cent. The short-term outlook depends on five key factors: the

ability of the social partners to maintain and improve on the gains in reducing

19



inflation, the fish catch, the external environment, the Atlantal aluminium

smelter project and economic policies.

The projection assumes that the February 1990 agreement runs its

course and that there is no outburst of inflationary pressure when it expires in

September 1991. The wage increases scheduled for this year - 2'/2 and
2 per cent in March and June respectively - are consistent with annual growth

in labour costs of well under 10 per cent. As a result, inflation is likely to be

contained without any further tightening of monetary policy, which would

hinder economic recovery.

The outlook for the fishing industry is rather mixed. A cod quota of

257 thousand tons has been set for the first eight months of 19913. This

corresponds to a catch of about 320 thousand tons for 1991 as a whole, around

the size of the 1990 catch. However, it may prove to be optimistic if there is no

significant migration of cod from Greenland waters, although there are

already signs of migration. Capelin fishing was stopped entirely at the begin¬

ning of 1991, but a quota of 175 thousand tons has been set for the winter

season, and the catch for the year may be as much as 245 thousand tons, a

considerable decline from a year earlier. Nevertheless, capelin are short-lived

fish, and stocks can rebuild quickly, as happened in the early 1980s. Thus,

there is a reasonable prospect that the catch will rebound in 1992 and 1993.

Stocks of most other species are quite healthy.

Even though two of Iceland's major export markets - the United

Kingdom and the United States - fell into recession, world fish markets are

expected to remain firm for the next two years. As a result, prices are likely to

stabilise at their current relatively high levels. Nevertheless, the decline in

volume will leave exports in 1991 unchanged from the previous year. In the

medium term, there are some signs of improvements in environmental condi¬

tions, which may signal improved catch levels, and the reforms to the quota

system implemented in January, which are discussed in Chapter II, should

increase the efficiency of the industry. Despite these factors, it is unlikely that

the fish and fish-processing sectors will prove to be major contributors to

economic growth in the near term.

The other external economic development affecting the outlook was the

Gulf crisis and the associated increase in world oil prices in late- 1990. Rotter¬

dam spot prices for crude rose from $15 per barrel in the summer of 1990 to a

20



peak of $40 in October, but then fell to about $21 after the outbreak of

hostilities in the Gulf in January 1991 and fell to pre-war levels after the end

of the war. The Icelandic economy is sensitive to oil price movements, as its

oil-intensity is similar to the OECD average and Iceland imports refined
products (rather than crude), the prices for which rose more than crude

prices. The travel and transportation industries, which together accounted for

more than 15 per cent of exports in 1989, were adversely affected by the crisis

as travel and tourism dried up around the world and Icelandair substantially
reduced its international service. However, it now appears unlikely that the
major summer tourist season will be affected.

The projected course of the economy in the next few years is dominated

by the construction phase of the Atlantal aluminium smelter and an associ¬

ated hydroelectric power plant, which is assumed to begin in 1992. The

smelter itself is to be constructed and owned by a foreign consortium, which

will also be responsible for purchasing the raw alumina and selling the
processed aluminium. The Icelandic government is to build a hydroelectric
plant for the smelter. When the smelter is in operation, the government will

receive revenues from two sources: the tax on corporations and the sale of

electricity to the smelter. Electricity rates to the smelter are to be proportional
to the price of aluminium, with discounts applying for the first nine years of

operation (in the first three years, a floor and a ceiling have been placed on the
rates). As both revenue sources will be sensitive to the prices of aluminium,
the government is bearing a substantial part of the risk of the project. At a

price of just above $1 800 per ton the revenues will be sufficient to pay for the
construction and operating costs of the hydroelectric facility. World alumin¬

ium prices are, however, very volatile: they have fallen from a recent high of

over $3 000 a ton to only $1 500 a ton in early 1991. While long-term

projections are for prices to average about $1 900 a ton, these are obviously
fraught with considerable uncertainty.

In terms of macroeconomic impact, it is estimated that, allowing for

multiplier effects, investment required by these projects will add about

2 per cent to GDP in 1992 and 5 per cent in 1993, and 0.8 and 1.9 per cent to
employment (Table 5). Of course, they will also add significantly to imports,
the current account deficit and the external debt, resulting in a deterioration

of the current balance of 2.2 per cent of GDP in 1992 and 5.1 per cent in

21



1993. The large impact of the construction phase of the project raises the

possibility of supply bottlenecks, overheating and rising inflation. In part,
these effects are likely to be blunted because much of the material input will

be imported and the labour requirement is not very large, even in relation to
the small Icelandic labour force. The timing also appears to be fortunate, as

slack has been created by the recession. Moreover, the construction of the

Blanda hydro project will be winding down in 1991, freeing specialised work¬
ers and equipment for the construction of the Atlantal hydro facilities.

Table 5. Economic impact of the Atlantal project

Percentage difference from baseline

1991 1992 1993 1994 1995 1996 1997 1998

GDP 0.1 2.0 4.9 6.3 3.1 2.8 3.2 3.8

Investment 0.6 18.2 40.6 52.3 24.8 0.5 -1.1 2.9

Imports 0.2 6.7 14.9 19.0 13.3 13.2 12.2 13.5

Exports 0.0 0.2 0.5 0.8 0.6 16.4 17.0 16.7

Domestic demand 0.2 4.5 10.3 13.1 7.8 1.9 1.7 2.8

GNP 0.1 2.0 4.8 5.8 1.9 1.1 0.9 1.6

Employment1 0.0 0.8 1.9 2.4 1.4 0.8 0.8 1.0

Unemployment rate2 0.0 -0.2 -0.5 -0.6 -0.2 0.1 0.1 0.0

1. Domestic labour only.
2. Percentage point difference.
Source : National Economic Institute.

Nonetheless, the past history of inflation in Iceland suggests that the

stimulus of the Atlantal project presents a significant risk to the inflation

outlook. As is discussed in Chapter II, maintaining an inflation rate close to

that of Iceland's major trading partners is one of the keys to a policy orienta¬

tion that emphasises a stable external value of the krôna, financial liberalisa¬

tion and closer economic ties with Europe. The projection assumes that the

government will pursue fiscal consolidation and monetary restraint, and that

expenditure policy takes into account the specific demands of Atlantal by

scaling back or postponing public works projects.

22



ts>

Table 6. Exports by commodity group, 1970-89

Per cent of total exports

1970 1975 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

Total merchandise exports 61.4 65.8 76.7 73.5 64.9 67.8 67.7 66.8 70.3 71.2 72.3 72.2

Marine products 48.0 51.1 57.5 57.6 48.7 46.1 45.5 50.0 54.1 54.1 51.4 51.3

Agricultural products 2.0 1.9 1.3 1.1 0.8 0.8 1.2 0.9 0.9 1.0 1.2 1.2

Manufacturing products 10.6 11.8 16.6 14.1 14.5 19.9 18.9 15.0 13.9 14.3 16.2 17.8

Aluminium 8.1 7.0 9.3 7.1 6.5 11.9 9.8 6.6 6.5 6.8 7.8 9.3

Ferro-silicon 1.4 1.4 1.9 2.2 2.9 2.4 2.1 2.0 2.8 2.7

Other merchandise exports 0.8 1.0 1.3 0.7 0.9 1.0 2.1 0.9 1.4 1.8 3.5 2.0

Non-factor services 37.1 33.8 22.2 24.7 32.5 30.9 31.0 32.0 28.6 27.6 26.6 26.3

Travel 2.1 2.5 1.9 1.8 2.4 2.5 3.2 3.5 3.8 4.5 5.5 5.6

Transportation 20.8 18.3 10.7 13.6 17.5 15.4 15.0 17.8 13.2 11.2 10.6 10.0

Insurance 5.3 2.3 0.8 0.8 0.8 1.1 0.8 1.0 0.7 0.9 1.3 0.8

Defence force, net 5.3 5.8 5.7 5.6 8.3 7.9 7.9 6.2 6.9 6.4 6.0 6.6

Other services 3.6 4.9 3.1 2.9 3.5 4.0 4.1 3.6 3.9 4.7 3.2 3.2

Interest receipts 1.5 0.4 1.1 1.8 2.6 1.3 1.3 1.2 1.1 1.2 1.1 1.5

Note: Data may not add up due to rounding.
Source : Central Bank of Iceland.



The Atlantal project also affects economic developments beyond 1992.

When the smelter becomes fully operational in the late 1990s, Iceland's

aluminium production will double, and real gross domestic product is

expected to be higher by about 4 per cent; gross national product, a measure

of income, is likely to rise by about 1 }/i per cent (The difference represents the
repatriation of profits and the increase in international debt payments stem¬
ming from the foreign borrowing required to finance the construction of the

hydroelectric plant). This borrowing is likely to raise external debt to a peak
of 53 per cent of GDP in 1994, after which it is expected to fall to 46 per cent

by 1995 (without the project, the ratio is projected to fall from 50 per cent in

1990 to 37 per cent in 1996). This build-up of foreign ownership and debt
need not, in itself, be a cause for concern, as it can be serviced from income

generated by the capital investment, so long as the smelter is sufficiently

profitable.

The Atlantal project will significantly reduce Iceland's dependence on the

fishery. Fish products accounted for about 50 per cent of exports of goods and

services in 1989, and 70 per cent of merchandise exports. By contrast, alumin¬

ium exports were only 9 per cent of the total. With the smelter in full

production, the share of fish products is expected to decline to about 45 per

cent, and that of aluminium to rise to 20 per cent. While this diversification

will tend to reduce the variability of Iceland's terms of trade, two-thirds of its

exports would still be concentrated in fish products and aluminium. However,

although further diversification might reduce fluctuations in export earnings

and incomes, it could also have potential costs. These costs would arise if the

structure of economic production were shifted away from Iceland's compara¬

tive advantages, resulting in lower average incomes. An alternative strategy,

which may be appropriate for a very small economy like Iceland's, is to

maximise the flexibility of its response to external shocks. This theme runs

through the next two chapters of this Survey.
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IL The Policy environment

The change in policy regime

Historically, macro-economic policy has been geared to maintaining high
employment and consequently has tended to be inflationary: over the two
decades from 1970 to 1989, inflation averaged 32 per cent per annum, and was

accompanied by large and repeated devaluations of the krôna. Monetary and
fiscal policy have been very closely intertwined, with, on the one hand, the

government using the Central Bank to funnel subsidised loans to industry and,
on the other hand, financing part of its deficit through inflation taxes4 and by
running overdrafts with the Central Bank. Table 7 relates inflation over the

past two decades with the deficit, Treasury overdrafts and money growth. The
inflation rate peaks of 1975 and 1983 corresponded to substantial deficits and

recourse to Central Bank lending, while both money growth and inflation rose

sharply in the late- 1970s.

This approach to macroeconomic policy may be a thing of the past, as
emphasis has recently been shifting from maintaining high levels of employ¬
ment at almost any cost to controlling inflation, stabilising the external value

of the krôna and reducing reliance on foreign borrowing. As a result, real

interest rates have risen, and have been kept at high levels even in the face of

weak economic activity and rising unemployment during the last three years.
Tighter monetary and fiscal policy and the nation-wide wage deal that was

struck in early 1990 have reduced inflation dramatically through the year,
making it possible to stabilise the krôna.

Another major shift in policy orientation has been reflected in a range of
structural reforms that have progressively reduced the government's role in

directing the allocation of economic resources. The major structural reforms
of 1990 and 1991 have been in two domains: the financial sector and the

25



Table 7. Deficits, money growth and inflation

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Treasury deficit' 0.9-0.5 0.1-0.3-2.4-3.8 0.3-0.6-0.3-0.1 0.9 0.4 0.8-1.4 0.8-2.0-1.3-1.3-2.8-2.0-1.3

Treasury borrowing from
the Central Bank1 - 0.9 -0.4 0.1 -0.4 -2.5 -2.8 -0.3 -0.5 -0.7 0.2 0.3 0.7 0.3 -2.0 0.6 -2.2 1.9 -0.8 -1.4 1.2 0.8

M3 (percentage change)' 25.7 22.6 18.2 25.7 27.7 28.0 32.2 37.3 44.5 55.8 59.6 74.1 56.8 75.1 46.1 43.6 40.5 35.6 28.7 23.8 22.2

Velocity' 2.6 2.7 2.8 3.1 3.6 4.0 4.3 4.5 4.9 4.6 4.7 4.2 4.2 4.2 3.8 3.6 3.4 3.3 3.1 2.9 2.8

Cost of living index
(percentage change) 13.3 6.9 9.2 21.6 42.7 49.0 33.0 30.3 44.5 44.5 57.8 50.8 49.9 85.6 30.9 31.9 22.2 18.3 25.7 20.7 15.5

1. Cash basis after 1980, accruals basis 1980 and earlier. As a percentage of GDP.
2. A negative sign indicates Central Bank lending to the Treasury.
3. Based on average for each year.
4. GDP divided by M3.

y Source : Central Bank of Iceland.
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fishery. Going into 1991, the bulk of these reforms are already in place or, in
the case of financial markets, have been scheduled for the near future. The

government has also pursued efforts to reduce the economy's reliance on

fishing by encouraging the establishment of other industries, notably alumin¬
ium smelting.

All these initiatives have been taken so as to enhance the economy's

capacity to adapt to rapidly changing conditions in the world economy. In
general, the OECD countries have been turning away from government inter¬
ference in the economy, as the costs and benefits of such policies have come
under greater scrutiny. Iceland has tended to lag behind the rest of the OECD

in this regard. Of at least equal importance, however, is the more specific issue
of the changing international economic relationships in Europe, and Iceland's

position in them. As a small open economy that is highly dependent on trade,
Iceland has relied for access to markets on its membership in the European

Free Trade Association (EFTA), its status as a Nordic country and special
arrangements with the European Community. EFTA is in the process of
negotiating a "European Economic Area" with the EC, although full EC

membership is now government policy in two of the six EFTA countries.

In any event, it seems very likely that Iceland will be faced in the next

few years with the need to forge closer links to the EC. This would mean that

economic policy in Iceland must be brought more into line with policies
prevailing in the rest of Europe, requiring, at a minimum, greater interna¬

tional freedom of movement of financial capital. The EC has also been moving

towards a regime of fixed exchange rates, which may lead in time to full
monetary union. There are reasons why Iceland may not wish to go as far as

monetary union, or even full EC membership5. Nonetheless, for reasons dis¬

cussed below, closer economic ties with Europe are likely to require a stable

exchange rate, which will limit the government's discretion in implementing
fiscal and, especially, monetary policy.

While the structural and policy reforms that are being undertaken now

will eventually result in improved economic efficiency and living standards,

the experience of other OECD countries suggests that the transition period
can be difficult. This poses a set of policy challenges in the coming years:
managing the reforms in such a way that their long run benefits are
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maximised while limiting any short-term costs; staying the course in the face

of short-term dislocations; and extending the reform process further.

Structural policies

The financial sector

The rationalisation and liberalisation of the financial sector has been

underway for a number of years, as has been discussed in previous Surveys.
Some of the more important steps have been: the partial deregulation of

interest rates in 1984 and their virtually full deregulation two years later; the

reduction in Central Bank accommodation of producer loans in 1985; the

introduction of liquidity requirements in 1987; the efforts to create a market

for treasury bills; changes in home financing in late 1989; and the creation of

the first large-scale private bank (Islandsbanki) in 1990 by the merger of one

government-owned and three private banks.

Liberalisation of international financial transactions was put in motion in

late 1990 with the relaxation of capital controls. As of 15 December 1990,

residents were allowed to make outward direct investments of up to 5.625 mil¬

lion krônur per annum. This limit was increased in January 1991 and will be
eliminated as of January 1993. The limits on portfolio investment in 1991 and

1992 are only one-tenth those on direct investment, but Icelandic mutual
funds may invest up to 112.5 million krônur in foreign securities in 1991, a
limit which will also be increased in 1992 and abolished in January 1993.

Non-residents can invest in Icelandic securities, but only those with a matur¬

ity exceeding one year. The regulation of inward direct investment by non¬

residents is, in most cases, subject only to legislation on limited liability

companies and controls on ownership of certain assets. The former is some¬

what restrictive - the majority of the board of directors and managing direc¬

tors must be residents, though they need not be Icelandic citizens. The latter

is rather more restrictive - for example, only Icelandic citizens can own real

estate and commercial fishing boats.

In addition to the restrictions already mentioned, there are several areas

where liberalisation is far from complete. Certain restrictions remain on trans¬

actions in foreign exchange. Notably, residents cannot obtain foreign currency
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for the explicit purpose of holding foreign-currency bank accounts, although

they can acquire a very limited amount of foreign exchange for personal
purposes (gifts, for example). Foreign-currency accounts are generally,

although not entirely, restricted to business purposes. All foreign exchange

transactions must be carried out through a resident bank and often require
documentation to ensure they do not contravene remaining restrictions.

Finally, all transactions by residents and non-residents in foreign securities
(including mutual fund investments) must be made through a licensed domes¬

tic broker. Nevertheless, the change in policy outlook reflected in the liberal¬

isations undertaken so far has recently led Iceland to inform the OECD that it

no longer wishes to invoke the general derogation clause of the OECD Capital
Movements Code (it had been the only country to do so), although it intends

to maintain several specific reservations.

Iceland's economy should ultimately benefit from the reforms of its finan¬

cial sector, most directly through greater access to world capital markets,
which will allow residents to take advantage of a broad range of foreign

investment and financing opportunities. These opportunities will enable the

economy as a whole to diversify financial risk better and, in the longer run,

will lead to a more efficient allocation of Iceland's capital stock. However,

during the transition there may be considerable shifts of capital as the cumu¬
lated effects of decades of controls are unwound. In the first instance, this may
lead to increased overseas investment by Icelandic individuals and firms as

they take advantage of the new financial opportunities. This diversification is,

of course, desirable from the point of view of asset holders and it will also

improve Iceland's net debt position vis-à-vis the rest of the world. Such

portfolio movements may also put some upward pressure on domestic interest

rates, at least in the short term, as investment abroad is likely to occur more

rapidly than foreign investment in Iceland. However, in the longer term as

liberalisation proceeds and Iceland's financial markets become more closely

integrated with the rest of the world, this interest rate pressure should be
reduced by inflows of foreign capital.

Taking full advantage of liberalised capital markets will require further
institutional change. Elimination of some remaining restrictions on foreign-
currency bank accounts and purchases of foreign exchange would remove

unnecessary burdens on those wishing to transact on world markets. Giving
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greater freedom to the pension funds in their investment decisions would also

be desirable. Beyond that, moving toward privatisation of the commercial
banks and investment credit funds (ICFs) would contribute further to efficient

allocation of capital within Iceland. The pension funds' implicit interest in the
ICFs could perhaps be converted into explicit ownership stakes and allowed to
be sold.

Fisheries policy

A new quota system was put in place at the beginning of 1991 to replace

the one that had existed, with a few minor changes, since 1984. The primary

purpose of the old system was to prevent overfishing and the eventual deple¬
tion of the fish stock. It was also designed to increase efficiency in an industry

characterised by massive overinvestment during the 1970s (see the 1984/85
Survey of Iceland). To this end, the old system allowed quotas to be traded,

thus allowing efficient operators to expand by purchasing quota rights from

others6. However, this mechanism appears to have been blunted and, in the
event, rationalisation has been slow.

Four features of the old system undermined its effectiveness. First, some

quotas were allocated on the basis of effort, rather than catch: for example, a
vessel would be allowed to fish for a fixed number of days. This not only led to

a tendency for the actual overall catch to exceed the overall quota limit, but

provided a powerful incentive to increase the fishing capacity of the fleet. This
incentive was reinforced by the practice of awarding larger quotas to vessels

that had larger catches under the effort quota. Second, small boats were not

required to have quota, also leading to their proliferation and to overfishing.
Third, quota legislation had been of short duration. This, and the fact that the

quota system is only a recent development, led to expectations that quotas
might be abolished sometime in the future. Fishermen therefore had an

incentive to overinvest to position themselves for a return to uncontrolled

fishing. Fourth, there were numerous restrictions placed on the buying and

selling of quotas.

Under the new system, as under the old, the government sets an annual

total allowable catch for each species, on the advice of the Marine Institute,

the quota for each operator being a proportion of the total allowable catch.
For 1991, quotas will be inherited from the old system. However, their nature
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has changed significantly. They are no longer tied to effort, but rather specify

the allowed catch explicitly, and all fishing vessels are now to be brought into

the quota system. For both of these reasons, the new system should increase

the ability of the government to regulate the fish harvest. The new quota

legislation is also of indefinite duration, which should help to remove specula¬
tion of any return to uncontrolled fishing.

An important criterion for evaluating the new system is the extent to

which it encourages the rationalisation of the fleet. The gains from rationalisa¬

tion are potentially quite large, owing to the importance of the fishing industry

in the Icelandic economy. One study reports that the current fleet could be

reduced by 40 per cent without lowering the catch, and that the annual saving

from such a reduction would amount to 4 per cent of Iceland's GDP7. A key
mechanism for reducing capacity would be an active secondary market in

quota rights, which would tend to allow the most efficient operators to expand.
It remains to be seen whether this will prove effective. While the new legisla¬

tion relaxes some of the restrictions on the resale of quota rights, some still

remain. For some less important species (e.g. capelin), ministry permission is
required to transfer a quota to a vessel that does not already have one for the

same species. Also, to protect regional interests, any municipality has the first

option to buy a fishing vessel that is being transferred to another municipality.
The regional aspects of fisheries policy are discussed in the next Chapter in

the context of labour market adjustment.

One feature of previous quota systems that was not changed is the

practice of giving away the quotas, rather than selling or taxing them. Since

the economic value of quota rights is linked to profits from fishing, selling the

rights would help to reduce the income fluctuations of fishermen, so reducing

their impact on aggregate demand (this is one of the goals of the Fisheries

Equalisation Fund, which is discussed below). It would also transfer economic

rents accruing from the exploitation of the fish stock from those working in

the industry to Icelanders more generally. This is likely to prove to be a very

sensitive issue: on the one hand, it could be argued that the fish stock is a

national resource, the benefits from which should be shared as widely as

possible; but, on the other hand, fishermen have historically had the right to

fish freely, a right which has already been somewhat circumscribed by the

current quota system, even if there is no charge for the quotas themselves.
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Another policy initiative in the fishery was the introduction of the Fisher¬
ies Equalisation Fund in 1990, which replaces a similar programme. Although
specifically affecting only the fishery, the intent of the programme is to reduce
the impact of changes in world fish prices on the rest of the economy. Under
the programme, fish processing companies are required to pay into special
interest-bearing accounts when fish export prices exceed their average over
the most recent 5-year period by 3 to 5 per cent, with the exact trigger to be

determined by a commission. After the trigger is reached, half of the excess

export revenue goes into the accounts. Withdrawals are made from the
accounts when fish prices fall below the 5-year average by a comparable

percentage. The Fund is distinguished from its predecessor principally by the
fact that it is explicitly designed to avoid any subsidy element by limiting each

firm's withdrawals to its own past contributions. One macroeconomic conse¬

quence of the fund will be an attenuation of the impact of fluctuations in fish
prices on fishermen's incomes and aggregate demand. It should also help to
reduce the spillover from incomes in the fishing sector to wages in other

sectors, which has tended to destabilise the economy in the past.

In principle, companies could each run their own "stabilisation fund" by
voluntarily building up their bank accounts in good times and running them
down in bad. It is reasonable to ask why they do not do so - or not to the

extent that the government would wish - and whether forcing them to save

and dissave with the cycle of fish prices will increase economic welfare. In the

past, it may have been that financial regulations restricted savings choices and
distorted behaviour to such an extent that a stabilisation fund was required as

an offset. With the financial liberalisation that took place in the second half of

the 1 980s and is scheduled to continue for the next few years, such distortions

are likely to dwindle and with them, perhaps, the need for the stabilisation
fund.

There are two potential drawbacks to stabilisation schemes. The first is

that the government may be faced with demands to provide a subsidy if, for

example, a long period of low prices were to exhaust the accounts. However,

the nature of the funding arrangement makes it difficult to change the

stabilisation scheme into a subsidy programme, suggesting that such pressures

will be met, if at all, by other means. A more subtle problem arises because

the rise and fall in prices would normally be signals to enter or leave the
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industry, and the fund blunts the effect of the signal. However this is less ot a

concern in the case of the fishery than similar schemes would be in other

sectors, because the ultimate determinant of the output of the industry is the
catch, which must be determined according to longer-term consideration of

conservation, rather than market prices.

Fiscal policy

Recent budgetary developments

Iceland has recently made progress in controlling its budget deficit (reve¬

nue balance), reducing it to 1.3 per cent of GDP in 1990 from 2.8 per cent
only two years earlier (Table 8). This consolidation is all the more remarkable

since it has taken place during a recession and therefore despite increases in

the "automatic stabiliser" components of the deficit. The improvement has

resulted largely from enhanced revenue collections: while expenditure has
risen slightly in the past two years (representing 29 per cent of GDP in 1990),

revenues have increased by about 2 per cent of GDP (to 27/2 per cent). In the
1991 budget, the government aims to make further progress in moving toward

budget balance. If, as expected, the recession ends this year, tax receipts
should grow automatically. In addition, the Treasury plans to cut various
expenditures, especially in the areas of agricultural subsidies and subsidies for
medical care.

The revenue balance - tax collections less direct expenditures by the

central government - is the narrowest fiscal measure in Iceland and, in

particular, it excludes the financial operations of the government. The net

borrowing requirement, which includes Treasury net lending, improved as a

percentage of GDP from 3.3 per cent in 1988 to 2.1 per cent in 1990.

However, this figure excludes the extensive transactions of public financial

agencies, such as the investment credit funds8. The public sector borrowing

requirement, the broadest measure of the "deficit", rose from 5.6 per cent of

GDP in 1988 to 7.1 per cent in 1989 and 8 per cent in 1990. Thus, despite the
improvement in the Treasury revenue balance, total Treasury debt increased

by about 10 per cent, and rose as a fraction of GDP to almost 32 per cent,

from 30 per cent a year earlier. The modest economic expansion and further
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Table 8. Treasury finances'

1990 1991
1987 1988 1989

Provisional Budget

Krônur million

Current revenue 48 957 64 382 80 001 92 453 101 398

Current expenditure 51 688 71 583 86 056 96 899 106 956

Deficit 2 731 7 201 6 055 4 446 5 558

Loans and short-term credit 2 790 1 106 1 541 3 848 2 545

Net borrowing requirement (+) 5 521 8 307 7 596 8 293 8 103

of which:
Domestic borrowing 2 728 1 526 5 837 11 236 9 319

Foreign borrowing 1 119 3 198 5 181 2 740 -545

Central Bank 1 674 3 583 -3 422 -5 682 -671

As a per cent of GDP

Revenue 23.5 25.3 27.0 27.5 27.8

Expenditure 24.8 28.1 29.1 28.9 29.3

Revenue balance -1.3 -2.8 -2.0 -1.3 -1.5

Net borrowing requirement 2.7 3.3 2.6 2.5 2.2

of which:
Domestic borrowing 1.3 0.6 2.0 3.3 2.5

Foreign borrowing 0.5 1.3 1.8 0.8 -0.1

Cash and Central Bank 0.8 1.4 -1.2 -1.7 -0.2

Public sector borrowing requirement, net2 5.5 5.4 6.4 6.4 6.5

1. Cash basis.

2. Treasury and public financial institutions.
Sources : Ministry of Finance and National Economic Institute

deficit control projected for 1991 could result in a small decline in the Trea¬

sury debt to GDP ratio.

The upward creep in expenditures in recent years appears to reflect forces
similar to those at work in other OECD countries: social expenditures have

risen from 14 per cent of GDP in 1982 to W/i per cent in 1990, accounting for

virtually all of the increase in total expenditure. As in other OECD countries,
Iceland will need to look for ways to limit the extent to which the ageing of

the population in coming years and the consequent growth of the demand for
these services leads to a higher tax burden on the working population. One

solution is to reduce the government provision of (or funding for) services by

linking benefits to need, although in many cases this is politically and socially
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Table 9. Breakdown of Treasury revenue and expenditure

Outcome Budget Outcome Budget Outcome Outcome Budget
1989 1990 1990 199) 1989 1990 1991

Krônur billion As a per cent of GDP

Revenue 80.0 88.9 92.5 101.4 27.0 27.5 27.8

Direct taxes 13.3 16.0 17.7 19.9 4.5 5.3 5.5

Indirect taxes 61.2 67.0 68.4 75.2 20.7 20.4 20.6

Interest income, etc. 5.5 5.9 6.3 6.3 1.9 1.9 1.7

Expenditure 86.1 93.5 96.9 107.0 29.1 28.9 29.3

Public consumption 33.6 38.1 39.7 44.0 11.4 11.8 12.1

Transfer payments 34.6 37.8 39.6 42.0 11.6 11.8 11.5

Interest payments 8.5 9.1 8.3 9.7 2.9 2.5 2.7

Capital expenditure 9.6 8.5 9.3 11.1 3.2 2.8 3.0

Financial balance -6.1 -4.6 -4.4 -5.6 -2.0 -1.3 -1.5

Sources : Ministry of Finance and National Economic Institute.



difficult. Another solution is to attempt to improve the efficiency with which

any given level of service is delivered. The experience of other OECD coun¬
tries in this respect has been quite varied, and success has been mixed9.
Privatisation, contracting-out and deregulation have all been used to improve

the efficiency of the delivery of public services by bringing more market

discipline to bear. It appears that the nature of the market - essentially, the
extent of its competitiveness - is more important than private ownership

per se, suggesting that deregulation and other structural reforms are funda¬
mental to promoting efficiency. Reforms in public-sector management tech¬

niques have also met with uneven success.

Iceland's social security and payroll tax system was overhauled in Janu¬

ary 1991, as had been proposed in the budget. Previously, Iceland had a

system of five social security programmes, covering old age pensions and

health, accident, and unemployment insurance, that were funded from a

combination of general revenues and various other levies. There was also a

payroll tax that contributed to general revenues. The five programmes have

now been merged into a single payroll tax, which is dedicated to social

insurance rather than going into general revenue. This should reduce the

administrative burden of the tax system and the distortion across different

activities that can result from complex multiple-tax systems. This system, and

the VAT, are also more in harmony with the tax systems prevailing in most

European countries.

Reductions of borrowing from the central bank and on foreign markets

have been important goals in recent years, and progress was made on both in

199QI0 Y0 some extent, these concerns are a product of Iceland's policy

heritage of managed interest rates and strict capital controls. Under the

regime of interest rate regulation, which often implied negative real interest

rates, there was little demand for government treasury bills and notes; indeed,

excessive lending under the fixed-rate regime forced banks into a position of

permanent deficit vis-à-vis the Central Bank. With interest rates deregulated

and a domestic capital market in place, the government should be able to sell

Treasury securities to cover any reasonable budget shortfall rather than going

to the Central Bank. With restrictions on international capital movements, the

government had substantial control over, and responsibility for, the currency

composition of Iceland's external debt. However, this will change progres-
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sively as international capital movements are liberalised, because the private
sector will be able to alter the currency composition of its assets and liabilities.

Monetary and exchange rate policy

The recent stance of monetary policy

Monetary policy remained tight in 1990 as measured by real interest

rates - real rates on government securities rose to 6 or 7 per cent, and private-

sector debt carried even higher rates - especially by the standards of the

1970s and early 1980s. On the other hand, the money stock grew by more

than 20 per cent in 1990, a figure which would appear to be inconsistent with

tight policy. However, with the sharp drop in inflation during the year, real
money demand was boosted, implying a substantial, but once-off, increase in

the nominal money stock. Nevertheless, money growth rates of this order are

not consistent with low inflation for long. Moreover, in the late spring there
were signs that the policy stance was easing, as the overdraft with the Central

Bank grew and treasury bills outstanding declined.

Liquidity requirements

In recent years, Iceland has been moving away from large reserve

requirements toward a mixture of reserve requirements and "liquidity require¬
ments". Liquidity requirements comprise a number of instruments, most

importantly, Icelandic treasury bills, but also cash, deposits at other Icelandic

banks and deposits with foreign banks. The switch from reserve to liquidity

requirements helps boost bank profits, since treasury bills generally pay higher
interest rates than do reserves with the central bank, and therefore reduces

the implicit tax that reserve requirements represent. The shift to liquidity
requirements also bring reserve requirements in Iceland into line with foreign
practice and raise liquid assets to more typical levels.

In practice, the requirements also have the effect of creating a captive
market for Icelandic treasury bills. If the liquidity requirement were not

"binding" - that is, if Icelandic banks chose to hold more treasury bills than
were required - this would not be the case. But the requirement does appear
to bind, as the actual liquidity ratio has tended to rise with the required ratio;
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any "excess" liquidity has been held only as a precaution against falling below
the requirement and incurring a penalty (Table 10). This suggests that cur¬
rent interest rates offered on bills - although more than 5 per cent in real

terms - are not high enough to induce banks or others to hold them volunta¬

rily, and the liquidity requirement has served as a way of holding treasury bill
interest rates artificially low. Thus, the requirements continue to impose a

hidden tax on banks, which would appear to conflict with stated government

policy of encouraging the development of the financial sector". Elimination of

this hidden tax would involve paying a rate of return on treasury debt suffi¬
cient to induce the private sector to hold it voluntarily.

Table 1 0. Liquidity ratios and reserve requirements

Liquidity ratio
Reserve

requirements

Bank liquidity Outcome Required Per cent Total requirements

Per cent of loanable funds of deposits

1987

March 8.8 7.0 13.0 20.0

June 9.9 7.0 13.0 20.0

September 9.1 8.0 13.0 21.0

December 6.0 8.0 13.0 21.0

1988

March 5.4 8.0 13.0 21.0

June 7.9 8.0 13.0 21.0

September 8.9 9.0 12.0 21.0

December 8.6 9.0 12.0 21.0

1989

March 11.7 10.0 11.0 21.0

June 10.8 9.0 11.0 20.0

September 11.2 9.0 11.0 20.0

December 10.9 9.0 11.0 20.0

1990

March 12.1 9.0 11.0 20.0

June 14.3 12.0 7.0 19.0

September 14.6 12.0 7.0 19.0

December 11.7 12.0 7.0 19.0

Source : Central Bank of Iceland.
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Exchange rate policy

The krôna has been fixed at its late- 1989 level vis-à-vis a trade-weighted

basket of 17 currencies as part of the February 1990 wage agreement. The

policy of fixing the exchange rate is closely related to those of financial-

market reforms and of disinflation. With financial markets liberalised, the

authorities have fewer effective instruments available to counter pressure on
the exchange rate and domestic interest rates. This raises the possibility that
domestic markets will be disrupted by overseas financial turbulence. These

pressures will be more easily managed if the authorities can gain credibility in

exchange rate policy by demonstrating the ability to stabilise the krôna.

A key factor in the longer run is a monetary policy that is consistent with
exchange rate stability, because a nominal depreciation is inevitable if the

domestic inflation rate is much higher than the rate prevailing in Iceland's

major trading partners. A policy of fixing the exchange rate could, in turn,

reinforce the authorities' ability to deal with inflationary pressures, as the
experience of some EC countries has demonstrated. This "virtuous circle"

arises because a commitment to maintaining the external value of the cur¬

rency is a very visible one, whereas the relationship between policy and

inflation is otherwise often obscure. Thus, a failure to implement policies that

would contain inflation would become obvious once the government is forced
to break its exchange-rate commitment.

Nevertheless, a fixed exchange rate policy is not the only option available

to Iceland. In choosing the most appropriate policy, a number of conflicting

factors, both short-term and long-term, must be weighed and, in many
instances, economic theory and experience do not provide clear-cut solutions.

Iceland's inflation rate, although very low by historical standards, was in 1990

still slightly higher than its major trading partners', raising the possibility of a
real appreciation that would put pressure on exports. This situation could get

worse in the near term, as two of Iceland's major markets - the United States

and the United Kingdom - are currently going through recessions that should
result in disinflation. Therefore, inflation needs to be further reduced in the

next few years in Iceland if a nominal devaluation is to be avoided.

In the longer term, closer economic ties with the European Community

may be difficult to reconcile with the extra degree of policy freedom of a
flexible exchange rate. The EC has been moving in the direction of fixing
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Table 1 1 . The real exchange rate of the krôna

Relative consumer prices Relative unit labour costs

Real exchange rate Change fromprevious Rea, exchang<; ^ Chin» ftm previous
1980-100 Percent 1980-100 Percent

1981 104.3 4.3 106.6 6.6

1982 95.8 -8.2 102.1 -4.2

1983 90.2 -5.8 85.5 -16.2

1984 94.6 4.9 85.4 -0.2

1985 93.1 -1.6 86.9 1.8

1986 94.9 2.0 87.9 1.2

1987 104.0 9.5 109.3 24.3

1988 109.3 5.2 118.1 8.0

1989 100.5 -8.1 106.7 -9.7

1990' 98.4 -2.1 94.9 -11.0

1988 Ql 113.5 2.1 121.7 -0.3

1988 Q2 107.6 -5.2 116.5 -43

1988 Q3 109.8 2.1 116.1 -0.3

1988 Q4 106.4 -3.1 118.1 1.8

1989 Ql 102.1 ^t.l 111.5 -5.6

1989 Q2 103.1 0.9 111.0 -0.5

1989 Q3 99.5 -3.4 103.0 -7.2

1989 Q4 97.4 -2.2 101.3 -1.7

1990 Ql 97.4 0.0 94.4 -6.7

1990Q2 97.8 0.4 94.3 -0.2

1990 Q3 99.7 2.0 96.2 2.1

1990 Q41 98.8 -0.9 94.8 -1.6

Note: The calculations are based on quarterly information on relative consumer prices, wages, output and employment in
I S countries.

1. Preliminary figures.
Source : Central Bank of Iceland.

exchange rates among its members for some time now, and there is even the

prospect of a single currency by as early as the turn of the century. Thus,

there will be an increasing incentive to stabilise the value of the krôna, even

though Iceland is not contemplating joining the EC. As has been mentioned,

an advantage of a credible commitment to a fixed exchange rate policy is that
it can reinforce a low-inflation policy (or, at least, a policy of matching

inflation to that of the countries against whose currency the krôna is pegged).

The major drawback of a fixed exchange rate would be that Iceland,

because of the importance of its marine exports, is faced with terms of trade
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shocks that are quite different from those faced by its trading partners or the

EC. A decline in fish prices, for example, requires a cut in aggregate real

wages, which can come about either by a nominal depreciation and an

increase in the price level, or through a cut in nominal wages (under a fixed

exchange rate, a lower growth rate of nominal wages would probably be

insufficient because the inflation rate would be too low). It is widely believed
that resistance to nominal wage cuts is stronger than that to a real cut, in

which case a depreciation can be helpful during the adjustment period. One

factor which should mitigate the macroeconomic impact of terms of trade

changes is the Fisheries Equalisation Fund (see above). A more important
factor, however, is the flexibility of the labour market, which may make
adjustment through nominal wage changes easier in Iceland than in other

OECD countries. This flexibility and the features of the labour market that

have given rise to it are discussed in the next Chapter.
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III. The Labour market

A flexible labour market is a key both to the moderation of short-term

cyclical fluctuations and to longer-term economic growth. Sticky wages pre¬

vent labour markets from clearing, thereby generating cycles in employment

and unemployment. They also send misleading signals to firms and workers,

leading to structural misallocations of labour in the longer term. Labour

market flexibility is particularly important for a country like Iceland, which,

with its small open economy and relatively narrow industrial base, is subject

to frequent shocks beyond the control of policymakers. As judged by employ¬

ment, unemployment and, until recently, economic growth, Icelandic labour

markets have performed as well as or better than any in the OECD. The

analysis of this Chapter, which builds on the previous OECD Economic Survey

of Iceland, suggests that this can be traced to wage flexibility and institutional

features of the labour bargaining process. This Chapter begins with a discus¬

sion of the recent performance of the labour market, followed by an analysis

of the cyclical nature of labour market adjustment in terms of economic and

institutional factors. Medium-term issues of the adjustment to a changing

composition of employment and the role of education are then discussed.

Labour market performance

The principal external shocks faced by the Icelandic economy are move¬

ments in world prices for both imports and exports, particularly the export

prices of fish and fish products (although the world aluminium market will

take on greater importance when the second smelter begins full production in

the mid-1990s). Internal shocks have also been significant, with expansionary

monetary policy being punctuated with periods of disinflation, often engi¬

neered by economy-wide wage bargains and wage and price controls12. Wage
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and price controls have been associated particularly with periods of rapid
disinflation coupled with sharp reductions in real wages - 1983-84, for exam¬

ple - although the current recession illustrates that real wage cuts are possible

without controls13. Despite such large and frequent shocks, the unemployment
rate has historically been both low and stable, exceeding 1 per cent only twice
in the last decade. In 1984-85 it rose to 1.6 per cent in the wake of the sharp
decline in output growth (and incomes controls) that broke the inflationary
spiral of the early 1980s. The unemployment rate rose again during the
current recession, reaching 1.7 per cent in 1990.

By the standards of other OECD countries, this is a remarkable perform¬
ance. To some extent, however, it is due to differences in the way labour
market statistics are calculated in Iceland as compared with other countries.

Unlike most OECD countries, Iceland has no household survey to measure

the labour force and the unemployment rate. Unemployment is instead mea¬
sured by registrations for unemployment insurance and therefore excludes

new entrants to the labour market and the longer-term unemployed who have

exhausted their unemployment benefits, but includes those drawing benefits
but not in the labour force (not, for example, actively seeking employment).
Even so, other data suggest that the impression of little labour market slack is
not misleading. Labour force surveys taken from time to time also indicate a

very low unemployment rate. The experience of the few other OECD coun¬

tries that also rely on registrations to estimate unemployment indicates the

relative tightness of Iceland's labour market: unemployment rates in
Germany, the United Kingdom and the Netherlands on a registration basis
were 7.1, 9.8 and 6.3 per cent in 198714.

Despite high employment and relatively low unemployment, the perform¬
ance of the Icelandic economy has been far from ideal in several other

respects. Inflation has been high and variable, and the krôna has been subject
to repeated devaluations. Real incomes and real wages have also varied con¬
siderably. Moreover, the underlying trend growth rates of real income and

labour productivity have been well below the OECD average since the early
1980s. While Iceland's per capita income is one of the highest in the OECD,

even adjusting for international differences in purchasing power, this is in part
due to the high participation rate and long work hours.
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Cyclical adjustment

Labour force flexibility

An important economic factor stabilising the unemployment rate is net
migration, with net immigration rising substantially during upturns in eco¬
nomic activity (Diagram 5). It is large relative to the number of unemployed

Diagram 5. IMMIGRATION AND THE BUSINESS CYCLE

% change Number ol persons

1000

72 73 74 75 76 77 78 79 80 81 82 83 84 85 86 87 88 89 90 p

Note: p = provisional.

Source: Statistical Bureau ol Iceland.

workers, with almost 1 per cent of the workforce leaving in the last two

recession years. Emigration is facilitated by the common Nordic labour mar¬

ket, which gives Icelanders the legal right to work and receive full social

benefits in any Nordic country. Another factor contributing to labour-force
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flexibility is the largest "volume" of work - the combination of long working
hours and high participation rates - in the OECD15. As a result, some of the

cyclical variation in labour demand can be easily absorbed by changes in work

hours and the labour force (the latter, especially, by "secondary" participants,

such as students). A related factor is the strictness of Iceland's unemployment
benefits. Although benefit schedules are complex and vary widely from coun¬

try to country (for example, they can depend on income in the previous job,
marital status or age), Iceland has a low ratio of benefits to income, relative to

other Nordic countries (Table 12). Moreover, the conditions for eligibility are
also relatively tight. In Iceland, one must have worked for 425 daytime hours
(somewhat less than 2 months) in the past 12 months to qualify, and benefits
are exhausted after 260 days (until mid- 1990, the limit was only 180 days).
By contrast, in Denmark one must have worked for 26 weeks in the last

36 months to qualify, and one remains eligible for benefits for up to seven
years16.

Table 12. Unemployment benefits in the Nordic countries, 1987

Per cent of net daily income

Iceland Denmark Finland Norway Sweden

Single man 47 62 60 68 90

Single woman 62 62 62 66 93

Married man, no children, working wife 45 62 60 68 90

Married man, two dependent children,
working wife 56 62 67 74 91

Source : Social Security in the Nordic Countries: Scope. Expenditures and Financing, 1987, Copenhagen, 1990.

Wage flexibility

The Icelandic economy has been subject to both real and nominal shocks

that affect equilibrium wages. An example of the former is a decline in the

fish catch, or in the world price of fish exports, which should lead to a fall in
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real wages, if full adjustment is to occur. An example of the latter is restric¬

tive monetary policy that reduces the inflation rate. In this case, there is

ultimately little need for real wages to change, but the growth in nominal

wages must fall by as much in the drop in inflation. With either shock, major
economic dislocation can result if wages do not adjust promptly, as labour

demand falls below supply, unemployment rises and output falls. While

declines in employment and aggregate demand put downward pressure on

wages and prices, employment and output may have to fall a great deal to
bring adjustment about in the presence of rigidities. Thus, a country with a

flexible labour market should have relatively variable wages (and prices), but

comparatively stable employment, for any given shock. The rest of this section

discusses the flexibility of these variables in relation to other OECD countries.

The Icelandic economy is subject to very large real shocks by OECD

standards, largely due to its dependence on the fishing industry and to the

large year-to-year changes in both the fish catch and fish prices. As a result,

Iceland has the greatest real output volatility of any OECD economy, as

judged by the standard deviation of real output (see Table Al of Annex I)17.

The variability of real wages and employment, relative to the size of the

shocks, is an indicator of the flexibility of the labour market. Iceland has the

second-highest real wage volatility (after Portugal) and the second-lowest

employment volatility (after Japan) in the OECD, which reflects rapid adjust¬

ment of the real wage to real shocks, and a consequent muting of the employ¬

ment response. This is consistent with estimated wage equations, such as that
developed in the previous Survey. This equation is consistent with the view
that the adjustment of wages to labour market disequilibria occurs within the

year. As was argued there, problems in measuring the unemployment rate and

the importance of migration may account for this, but equations using output
growth versus output gaps (which do not suffer from such problems) point to
the same conclusion18.

Iceland has also had the greatest variability of nominal wages and prices

of any OECD country, even if these variables are normalised for changes in

trend and the fact that the Icelandic economy has been generally the most

volatile in the OECD (Table A2). Again, this may suggest that prices and

wages respond rapidly to nominal shocks, although it could also reflect noth¬

ing more than large nominal shocks. A more direct measure of nominal
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flexibility is the decline in inflation (in percentage points) that has typically

been associated with a deviation of output from its trend19. The same concept

can also be thought of as the so-called sacrifice ratio, or the output foregone to

reduce the inflation rate by one percentage point. Regression analysis confirms

the impression that Iceland's markets adjust rapidly to shocks: a loss of output

of 1 per cent for one year reduces the inflation rate by about two percentage

points in Iceland, while the OECD average is only about '/2 a percentage point.

In the absence of an explicit economic model and an identification of the

shocks striking the economy, conclusions derived from this analysis must be

tentative. The standard deviations and regression coefficients presented here

are certainly not "structural", in the sense that changes in the policy regime

could give rise to rather different performance ex post. For example, if the

government is successful in stabilising monetary policy and the inflation rate,

the size of nominal shocks will be reduced, making them more difficult to

separate from real shocks. The sacrifice ratio may then rise. An important

consideration that suggests otherwise, however, is the particular institutional

nature of labour bargaining ir Iceland, which appears to have succeeded in

marrying some of the benefits of centralisation - essentially co-ordination

between different groups which can pave the way for wage cuts when these

are necessary - without an excessive loss of flexibility.

Labour market institutions

An important characteristic of labour market institutions is their degree

of centralisation, as this determines in large part the extent to which wage

bargains take account of, and have an effect on, macroeconomic variables. Of

course, the concept of "centralisation" is difficult to pin down precisely and, in

the case of Iceland, labour markets are highly centralised in some respects
and less so in others.

Iceland's unionisation rate - in excess of 90 per cent - is the highest in

the OECD20, suggesting a significant degree of centralisation. Moreover, the

union movement itself is dominated by two labour federations, the Icelandic

federation of Labour (ASI), with some 63 000 members, and the Federation

of State and Municipal Employees (BSRB), with 15 500 members21. Within

the former, the General and Transport Workers' Federation (27 500 workers)
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and the Store and Office Workers' Union (13 000 workers) comprise the bulk

of the membership.

The dominant role of labour unions reflects in part a tradition of treating

organised labour as the social equal of employers and government, a tradition

shared by other Nordic countries. However, several more tangible factors are

also involved: many contracts specify that priority in hiring must go to union

members, or even a closed shop; only union members are eligible for unem¬

ployment insurance; and pension funds are organised around labour unions.

Iceland has come under some criticism from the European Council for the

first two practices, and especially for the eligibility restrictions on unemploy¬

ment insurance benefits (which remain a matter of contention between

employers and unions).

Private-sector employers are also represented by bargaining organisa¬

tions, notably the Icelandic Federation of Employers (VSI), representing over

3 000 firms, and the much smaller Association of Co-operative Employ¬

ers (VMSS). The public sector is represented by the central government,

which is by far the largest single employer in the country, and the municipal

governments, most of which (Reykjavik is an important exception) are repre¬

sented by a collective negotiating committee. The existence of large umbrella

organisations for both workers and employers has made nation-wide labour

bargains possible, typically with the active participation of government. The

agreement of early- 1990 was only the most recent example.

However, underlying this centralisation is a fragmented system of labour

unions and pay practices. Although some of the labour federations are very

large, individual labour unions are often quite small, as their membership is

often determined by both type of work and geographical location. As a result,

there are perhaps 350 separate unions for a unionised labour force of about

100 000 workers. Individual unions have always had the right to negotiate

independently of the federations, which officially act only on behalf of the

unions. They have often exercised that right, even after tripartite wage bar¬

gains had been negotiated at the national level. This fragmentation may have

weakened labour's bargaining power vis-à-vis management, but it has also

permitted wages to reflect conditions particular to an occupation or industry.

Another decentralising feature of the labour market is the widespread prac¬

tice of paying wages above negotiated settlements when warranted by condi-
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tions in specific sectors or occupations. In some years, "wage drift" appears to

have accounted for a significant fraction of overall labour compensation,

although precise estimates are not available.

The independence of local unions and wage drift help explain why
Iceland has avoided the compression of wage differentials of the sort that has

characterised other economies with high rates of unionisation and centralised

bargaining. Nation-wide bargains are likely to ignore local economic condi¬

tions and thus set relative wages inappropriately. Worse, they may incorpo¬
rate measures which attempt to reduce "inequality" by reducing interindustry
and interoccupational wage differentials. Over the longer term, the collapse of

wage differentials can lead to rigidities in the allocation of labour, as occupa¬
tions that require scarce skills will be unable to attract qualified workers.

Labour contracts have featured extensive formal and informal price
indexation. Until the early 1980s such indexation was optional and, in prac¬
tice, virtually all contracts were indexed. Indexation was required in the early
eighties, then forbidden for two years as the authorities attempted to control

inflation. In the last several years, price indexation has been permitted, but
not required. The current economy-wide wage-price agreement contains a

limited degree of price indexation, as well as a certain amount of indexation to
the terms of trade.

The labour market has also been characterised by substantial wage-wage

emulation, owing as much to the small size of the market as its degree of

unionisation. The importance of this mechanism can be illustrated by two

examples. The first involves the fishing industry, in which wages are partly
determined by a revenue-sharing formula and are thereby tied to the fish

catch and fish prices. While this arrangement provides considerable real wage

flexibility in the fishing industry, increases in fish prices have tended to spill
over in to wage increases in other sectors of the economy, where productivity

bears no relationship to the fish catch. The second example relates to the

wage-price bargain that has been in force in Iceland since early 1990: In

June 1990, scheduled government-sector wage increases were rescinded for
fear that emulation effects would lead to the breakdown of the national

agreement.

These various mechanisms have, until recently, operated in the context of

an inflation rate well in excess of 20 per cent per year. In effect, the nation-
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wide bargains that have been struck have amounted to some workers - those

having relatively weak bargaining power - receiving the agreed wage increase

while others - those in particularly high demand, or who bargained indepen¬

dently of the federations - receiving larger increases. However, should infla¬

tion fall to only a few per cent per annum, the same degree of wage flexibility

may require some workers to take nominal wage cuts, something which has

not been necessary in the past. The bargaining institutions described above

may be helpful here, although for wage drift to work as before - i.e. as an

increase for some workers that is in excess of the negotiated wage - the

negotiated increase would have to be below the sum of productivity growth

and inflation; if these are both very low, it is possible that the negotiated

increase in nominal wages would have to be negative.

Medium-term adjustment

The structure of employment in Iceland is summarised in Table 13,

which shows the evolution of employment shares by sector. During the

1980-88 period, total employment rose by 18 per cent, implying that sectors

and regions with constant shares experienced significant employment

increases. Iceland's economy is highly dependent on fish and fish products,

which dominate exports and accounted for about 12 per cent of employment

in 1988. This was significantly less than its 14'/2 per cent share in 1980,
although the level of employment changed little (and had been higher in 1987

than in 1980). Manufacturing also lost share, although the level of manufac¬

turing employment was up somewhat. By contrast, the share of service

employment trended up in the 1980s - particularly in financial services,

reflecting the liberalisation of financial markets, and trade, restaurant and

hotel services, owing in part to increases in tourism.

The argument was put forward in the previous chapter that the capacity

of the fishing fleet could be reduced by as much as 40 per cent without any

reduction in the catch and with considerable gains in economic welfare due to

reduced costs. However, any rationalisation of this size raises concerns that

labour released from fishing may not be absorbed elsewhere in the economy.

Employment in fishing, as distinct from fish processing, rose by 18 per cent

from 1980 to 1988 despite there having been little change in the catch,
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Table 13. Distribution of employment by sector

Per cent

1980 1981 1982 1983 1984 1985 1986 1987 1988

Commercial sector 81.9 80.1 80.2 79.6 80.3 79.8 79.2 79.1 78.2

Agriculture 7.9 7.4 7.2 6.8 6.5 6.1 5.9 5.4 5.1

Fishing and fish processing 14.6 14.1 13.6 14.0 13.6 13.0 12.9 12.7 11.9

Fishing 5.3 5.0 5.0 5.1 4.8 5.0 5.0 5.2 5.2

Fish processing 9.3 9.1 8.6 8.9 8.8 8.0 7.9 7.5 6.7

Manufacturing1 15.1 14.7 14.5 14.3 14.6 14.6 14.2 14.0 13.3

Electricity and water supply 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9

Construction 10.1 9.8 10.3 10.2 10.0 9.5 9.1 9.4 9.2

Trade, restaurants and hotels 13.4 13.1 13.6 13.9 14.5 15.0 15.3 15.7 16.0

Transport 7.3 7.1 7.0 7.0 6.7 6.8 6.6 6.5 6.6

Financial institutions and

insurance 5.4 5.9 5.6 5.9 6.6 6.9 7.2 7.4 7.8

Other services 7.2 7.1 7.5 6.6 6.9 7.0 7.1 7.1 7.4

Producers of government services 15.7 17.1 16.7 17.0 16.4 16.5 16.8 16.9 17.4
Producers of private non-profit

c	: «« i	«i u,.
av.lv ii*.a iv UUUM.UUJUO

1 . Other than fish processing.
Source : National Economic Institute.

suggesting that significant declines in fishing employment would be expected
in the course of a rationalisation. The fishing industry also has an important
regional dimension, as fishing forms the economic base of many smaller
centres. Rationalisation of the fleet could therefore result in the decline or

disappearance of some small communities, and an increase in the concentra¬

tion of employment in the Reykjavik area.

Some indication of the results of sectoral and regional adjustment can be

gleaned from the decline in agricultural employment of 23 per cent from 1980
to 1988, which had a regional dimension as workers moved from rural areas

to, primarily, the Reykjavik area. The figures in Table 14 confirm the growing
concentration of employment in the Reykjavik area, although in only one
region (the West Fjords) did employment levels actually decline from 1980 to

1988. Nevertheless, the adjustment appears to have occurred very smoothly,
especially when compared with the experience of other OECD countries. In

Iceland, there has been little effect on the trends in unemployment rates at
either the national or the regional levels, although, by the standards of the
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Icelandic labour market, the number of jobs lost in agriculture was signifi¬

cant22. There were almost 2 000 fewer man-years worked in agriculture in

1988 than in 1980, which is almost 2 per cent of economy-wide man-years
worked in 1980.

Table 14. Distribution of employment by region

Per cent

1980 1981 1982 1983 1984 1985 1986 1987 1988

Capital area 54.1 54.6 55.0 55.4 55.5 56.5 56.8 58.2 59.7

Western Iceland 6.1 6.1 6.0 6.0 5.9 5.9 5.8 5.7 5.5

West Fjords 4.9 4.8 4.3 4.5 4.6 4.5 4.5 4.2 4.0

North-west Iceland 4.4 4.5 4.3 4.3 4.4 4.3 4.1 4.0 3.8

North-east Iceland 10.4 10.4 10.1 10.0 9.9 10.0 9.6 9.4 9.4

Eastern Iceland 5.6 5.4 5.7 5.4 5.4 5.1 5.2 4.8 4.6

Southern Iceland 8.1 7.9 8.2 8.0 7.9 7.4 7.4 7.3 7.0

Reykjanes peninsula 6.4 6.4 6.5 6.5 6.6 6.3 6.4 6.4 5.8

Source : National Economic Institute.

The reasons for such smooth adjustment are of two types. The first

relates to the flexibility of the labour market, which was documented above.

The avoidance of wage compression across occupations has provided incen¬

tives for labour to move from jobs in low demand to growth areas. Moreover,

the unemployment insurance system does not appear to have been generous

enough to seriously blunt the incentive to move. Another reason relates to the

nature of Iceland and its society. Iceland is a very small country by OECD

standards, and its population is quite homogeneous. As a result, job opportu¬

nities can become known by "word of mouth" and migration within Iceland is

relatively easy. Thus, there appears to have been little need for the sorts of
employment programmes (which attempt to match workers and jobs or pro¬

mote geographical mobility) that have been widely used in other countries.

An important factor contributing to labour market flexibility is the high

level of education. Most Icelanders speak three languages (Icelandic, Danish

and English) and many have substantial training beyond general compulsory
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schooling23. Although there is only one general university (the University of

Iceland), many students pursue post-secondary studies - especially at the
graduate level - overseas, mainly in other Nordic countries and the United

States. The Icelandic economy has had an enviable record of creating jobs
but, from the perspective of labour force training, continued success depends
on educational institutions being nimble enough to respond to changes in the
occupational mix required by the economy. The challenge of Iceland's educa¬

tional system, therefore, is to produce graduates that can adapt to the upcom¬
ing changes in the labour market that will be dictated by a modernising
economy.
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IV. Conclusions

The Icelandic economy has begun a process of transformation from one

characterised by high tensions and volatility towards one with lower inflation

and more stable growth. The main impulses behind this process are a dissatis¬

faction with the economic policies and outcomes in recent years and the

perception that increasing economic integration with Europe is inevitable and

requires a certain degree of convergence of economic structure and perform¬

ance. That these motives are apparently shared by the government and the

social partners alike is attested to by the marked wage/price moderation in
the past year, the deregulation moves that have been under way for several

years and the prudent macroeconomic policies now in place.

The Icelandic economy appears to be on the way to recovery from the

recession that started in 1988. One feature that distinguishes the present

recovery from previous ones is that it is occurring in an environment of a

relatively austere macroeconomic policy stance and adverse external condi¬

tions, notably the rise in oil prices and low levels of the fish catch. Real output

was about unchanged in 1 990 from a year earlier, following two consecutive

years of decline. Despite the contraction, the central government deficit has
been controlled and fell as a fraction of GDP in 1990. The current account

deteriorated, although the ratio of the net foreign debt position to GDP

remained unchanged from a high level. Inflation and wage growth fell sharply

during 1 990, reaching a level comparable to Iceland's major trading partners',

owing to the nation-wide wage/price agreement that was struck between
labour, business and government in February 1990. This agreement was, in

turn, the result of a growing realisation that the economic policies and labour-

bargaining practices that had led to the high inflation in past years had been

unsuccessful in promoting growth and macroeconomic stability.
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As part of the agreement, the krôna has been fixed against a basket of

currencies in order to protect real incomes. Although in the past the authori¬

ties have also attempted to peg the krôna, this is the first time in almost two

decades that Iceland's inflation rate has been as low as that of its trading

partners. As a result, the government now has an opportunity to shift the

economy to a credible, low-inflation regime, although if inflation were to rise

much above its current rate - almost 6 per cent in the last quarter of 1990 -
the real appreciation would result in pressure to depreciate the krôna and,
perhaps, cause the situation to unravel. Thus, there is a clear need to tackle

the sources of inflationary pressure and to reduce inflation further. The princi¬
pal advantage of a commitment to a stable currency is that it strengthens the
credibility of the authorities' effort to deal with the high and variable inflation

that has characterised the Icelandic economy. A disadvantage is that the
authorities lose an instrument to attenuate the fluctuations in economic activ¬

ity that result from the frequent, large swings in the terms of trade. -However,

the need for such an instrument may be less in Iceland, as the flexibility of its
labour market might allow relatively smooth adjustment to terms of trade

shocks, even in the absence of nominal exchange rate changes.

The flexibility of Iceland's labour markets was underscored in 1990 by
the fact that the inflation rate declined by almost 20 percentage points
through the year with very little increase in unemployment. This performance

was characteristic, in that unemployment rates have historically remained
very stable in the face of large real and nominal shocks, and substantial

structural changes in the sectoral and occupational mix of employment. Cycli¬

cal changes in aggregate employment have tended to be reflected in compen¬
sating changes in net migration. Adjustment in the occupational and sectoral

composition of employment has also proved to be rather smooth, probably in
large part owing to the small size and cultural homogeneity of Iceland as well

as to the relatively low levels of unemployment benefits and income support.

Labour-market institutions have played a major role, especially in
macroeconomic wage adjustment. Both workers and firms are represented in
the wage-bargaining process by central organisations, and several tripartite
agreements have been concluded over the years. Unfortunately, these agree¬

ments have typically been coupled with concessions by the government on

taxes, expenditures and administered prices that have aggravated budget
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deficits and added to the inflationary pressures the agreements were meant to
offset.

Iceland has continued its structural reform process in 1990 and 1991,

with important reforms in two areas: international capital movements and

fisheries. Iceland's liberal attitude toward international capital movements

follows several years of credit market reform, including the freeing of interest

rates from direct government control from 1984 to 1986, and changes made

between 1985 and 1989, which gave the central bank greater independence

and greater control over monetary policy. The new, freer access to foreign

credit markets should allow individuals and pension funds in Iceland to better

diversify their holdings, and access to foreign borrowing should provide

needed competition to Icelandic financial institutions.

However, there is ample scope for further reform in this area, as remain¬

ing restrictions will continue to limit access to world capital markets and

distort the (allocation of capital within Iceland. To a significant degree, savings
and investment will still remain under direct or tacit government control.

Savings will continue to be channelled mostly through the pension funds,

whose portfolios will continue to be directed to housing funds to a considera¬
ble extent; and the ICFs will continue to lack a market test on their invest¬

ment decisions. Also, important restrictions will remain on foreign investment

in Iceland, with large parts of the economy being off-limits, including the

fishing industry, landholding and banking, and with many types of financial

transactions being funnelled through Icelandic intermediaries.

A key change in the fishing sector has been the reform of the quota
system. The new system will allow for greater control of the annual fish catch,

helping to ensure that stocks remain at sustainable levels. More importantly,

by reducing restrictions on the trading of quotas, eliminating effort-based

quotas, and making the quota system permanent, the reform has enhanced
incentives toward reducing the overcapacity in Iceland's fishing fleet. Such

rationalisation could be further encouraged, though, by reducing remaining

restrictions on the trading of quotas. Another fisheries reform - the Fisheries

Equalisation Fund - should help to reduce the volatility of Iceland's economy

by smoothing somewhat the variations in aggregate demand brought about by

changes in fish prices. The new fund, unlike its predecessors, has no subsidy

element. Pressure to provide government support, should the fishing industry
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have several years of weak prices, ought to be resisted, since subsidisation will
serve to slow rationalisation.

Economic activity will receive a substantial impetus from the construc¬

tion of the Atlantal smelter and the associated hydroelectric power plant. The
outlook for the key fishing industry, however, is for a catch that will rise little

in the next couple of years, although increases in the efficiency with which fish
are used may raise output somewhat. Fish prices, on the other hand, are

expected to remain strong, providing a boost to export earnings. The wage-
price agreement expires in September 1991, just as the labour market is likely
to begin to tighten again. Care must be taken, therefore, to ensure that fiscal

and monetary policies remain restrictive enough to prevent the sort of wage-
price spiral that has occurred several times in the recent past. This would
require limiting government deficits in order to reduce pressures on aggregate

demand, and avoiding a devaluation of the krôna. Government expenditure
policy can play a role here by scaling back or postponing public works projects
that would compete with the Atlantal project for skilled manpower.

Several factors could change this outlook. If the anticipated migration of

cod from Greenland does not materialise, the catch would be significantly less
in 1991 than expected. If world fish prices soften, export earnings and profit¬
ability in this key industry will suffer. The Atlantal project presents several
risks. If it does not go ahead, the near-term outlook would be for much less

expansion. If it does, the aggregate demand boost during the construction

phase could touch off an inflationary spiral, as it would probably be much
harder to reach a wage-price agreement in the context of higher employment
than it was in 1990, after two years of recession. A significant tightening of

policy would then become necessary. After construction is complete, the
benefits to Iceland depend on the world price of aluminium, which has been

quite volatile in the past, and is obviously difficult to predict in the longer-
term.

The central policy challenges for the next few years remain little changed

from those of the past decade. However, substantial progress has already been
made in most areas, leaving Iceland better positioned, on the whole, going into
the 1990s than it was a decade ago. The success in controlling inflation should

be consolidated by further reductions, and macroeconomic policies should be
consistent with this goal. The important structural changes that have been
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implemented could also be pressed further. Many restrictions remain in the

financial sector, and the economy would benefit if these were relaxed. Consid¬
erable income gains could also be realised through a rationalisation of the

fishing fleet, although it is already efficient by international standards. The

longer-term problem of economic diversification remains, even when the new
aluminium smelter is taken into account. The small size of the Icelandic

economy makes a relatively high degree of specialisation almost inevitable.

Nevertheless, changing technological opportunities, particularly the globalisa¬

tion of communications, opens up potential opportunities in services. To take

advantage of these, Iceland will be well served by a responsive labour market

and an economy having access to world markets for both goods and financial

capital.
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Notes and References

1 . As is described more fully in Chapter III of this survey, the measured unem¬
ployment rate in Iceland is not comparable to that of most other OECD
economies.

2. However, their impact on inflation was delayed, since, by law, domestic petro¬
leum product prices are based on the acquisition cost of existing inventory, not
on the cost of new oil.

3. Under the new quota system (discussed in Chapter II), the fishing year is to be
from September to September, rather than the calendar year as before. For
1991, the first year of the new system, a quota has been set for January to
September.

4. Monétisation of the deficit increases inflation and amounts to a tax on those who

hold money. In Iceland, the inflation tax was reduced dramatically in the early
1980s with the relaxation of interest rate controls; before this, real interest rates

had often been negative.

5. Currently, a major stumbling block is the treatment of the fishing industry.
EC regulations prohibit the sort of ownership restrictions Iceland uses to protect
its fishery, while Iceland feels that such restrictions are necessary in view of the
economic and social importance of the industry and the extensive subsidisation
provided to most European fishing fleets.

6. One would expect quotas to be purchased preferentially by efficient operators, as
they would be able to pay the highest prices while remaining profitable.

7. See T. Gylfason, "Iceland in the Outskirts of Europe: The Common Property
Resource Problem", presented at EFTA Countries in a Changing Europe (con¬
ference) in Geneva, November 1990. Nevertheless, Iceland's fishing industry
appears to be quite efficient when compared with that of other countries. For
example, the same study reports that Norway's fleet could be reduced by two-
thirds (although the saving in terms of Norwegian GDP would be only 1 per
cent). Unlike elsewhere in Europe, the Icelandic fishing fleet does not receive
large subsidies.
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8. Not all these transactions contribute to fiscal expansion in the usual sense
- some are used to finance investments, for example.

9. For a broad overview, see H. Oxley, M. Maher, J. Martin, G. Nicoletti and
P. Alonso-Gamo, "The public sector: Issues for the 1990s", OECD ESD Work¬
ing Paper if 90, 1990. Issues pertaining to medical expenditures are discussed in
Health care systems in transition: The search for efficiency, OECD, Paris, 1990.

10. Under a new law, overdrafts from the Central Bank must be repaid in the first

quarter of the following year. However, there is effectively no restriction on
these overdrafts in the short term.

11. It is worth noting that, on the other hand, this hidden tax has been reduced

substantially in recent years: in 1987 the rate paid on reserves was indexed and,
as mentioned above, the tax on the liquidity requirement is less than that on
reserves.

1 2. These shocks and their macroeconomic effects have been discussed in detail in

this and previous Surveys of Iceland.

13. Moreover, wage equations for Iceland indicate that wage and price controls
have had no independent impact on wage formation (see the 1989/90 Survey of
Iceland).

14; See Labour Force Statistics: 1968-88, OECD (1990), Part III. It should be

emphasised that there are significant differences in the definition and method of
estimation of unemployment from country to country. The OECD publishes
adjusted, or "standardised" unemployment rates for most Member countries
(although not for Iceland) in an attempt to eliminate, insofar as is possible, the
effects of such differences. On a standardised basis, the unemployment rates for
Germany, the United Kingdom and the Netherlands were 6.2, 9.6 and 10.3 per
cent in 1987 (see the Employment Outlook, OECD, July 1990).

15. See the 1989-90 Survey of Iceland, Table 20, which compares volume of work
measures across the OECD. Neither participation rates nor hours of work are
fully comparable from country to country, due to conceptual and cultural
differences.

1 6. The Danish system mixes unemployment benefits with guaranteed job experi¬
ence and education. The maximum duration varies, depending on the circum¬
stances of the claimant. See the 1989-90 Survey of Denmark for details.

17. This standard deviation is with respect to trend output, and therefore does not
depend on the long-term growth rate of the economy. The underlying shock is
not observable, and the standard deviation of detrended real output is therefore
used as a proxy in what follows.

18. This argument is developed more fully in Annex I.
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19. Alternatively, changes in wage inflation could be related to the unemployment
rate. For the reasons already discussed, the unemployment rate may not be a
good measure of labour-market slack. Nevertheless, such a regression implies
that a 1 percentage point increase in the unemployment rate has been associated
with a 22 percentage point reduction in inflation in Iceland.

20. See the Survey of Iceland of last year for comparative unionisation rates in
OECD countries.

21. Annex I of the previous Survey of Iceland has a detailed description of union
membership.

22. The capital region has had a lower unemployment rate through the 1980s than
any region except the West Fjords.

23. Although virtually all Icelanders have been literate for a thousand years, most
had been educated in the home. The modern educational system was largely
built up in the post-war period. See the Review ofNational Policies for Educa¬
tion: Iceland, OECD, 1987.
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Annex I

Wage-price behaviour in Iceland

Documenting Iceland's relative economic performance

Table Al shows the "normalised" standard deviations of several real variables

related to labour market performance in OECD countries. All are normalised in two
ways. First, they are deviations from their trends. While this makes the variability
measures somewhat sensitive to the detrending technique, it is necessary because the
variance of a trended series has no obvious interpretation. The so-called Hodrick-
Prescott method was used to extract the trend1. Second, the measures were adjusted

Table Al. Variability in Iceland and other OECD countries'

Standard deviation in indicated series

Standard deviation
over standard deviation in output

of output
Employment Real wage

Output per
employee

Iceland 3.22 0.38 2.14 0.95

United States 2.34 0.65 0.29 0.51

Japan 1.60 0.34 1.07 0.85

Germany
France

1.63

1.10

0.84

0.48

0.71

1.09

0.97

0.65

Italy 1.83 0.40 0.84 0.89

United Kingdom
Canada

2.25

2.05

0.72

0.82

0.94

1.06

0.63

0.77

Australia 1.64 0.89 1.36 0.72

Austria 1.39 0.67 1.12 0.98

Belgium/Luxembourg
Denmark

1.50

1.94

0.64

0.65

1.16

0.64

0.74

0.65

Finland 2.20 0.84 1.06 0.62

Greece 2.43 0.44 1.76 1.22

Ireland 2.08 0.87 1.03 0.72

Netherlands 1.66 0.87 1.22 0.84

Portugal
Spain

3.12

2.72

0.55

0.81

2.42

0.78

1.44

0.35

Sweden 1.47 0.52 1.77 0.98

Switzerland 2.66 0.82 0.70 0.66

1. Sample: 1970-87.
Source : OECD.
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for the fact that some countries, notably Iceland, have been subjected to larger shocks
than others. Since the underlying economic shocks are not observable, the standard

deviation of real output was used as proxy. Since real output is an endogenous
economic variable, and therefore in part the result of stabilising (or destabilising)
mechanisms rather than of shocks, using it as a measure of shocks is less than ideal.

The first column in the table shows the standard deviation of the percentage gap
between real GDP and its trend. Iceland has the most variable output in the OECD
by this measure, although Portugal is a close second. The second column shows the

standard deviation of total employment, again relative to its trend, divided by the
GDP variability measure shown in the first column. Only Japan has a smaller degree
of employment variability relative to the volatility of GDP than Iceland, although
Italy is quite close. The same measure for the real wage rate is shown in the third

column. The real wage is calculated as compensation per employee divided by the
GDP deflator. Only Portugal has greater variability of real wages (compared with the
variability in its output) than does Iceland. The last column shows the variability of
labour productivity (output per employee).

Table A2. Inflation variability in Iceland and other OECD countries'

. Standard deviation in indicated series relative

to standard deviation in output

Percentage change Percentage change in compensation
in GDP deflator per employee

Iceland 4.21 2.90

United States 0.77 0.56

Japan 2.19 2.13

Germany 0.52 0.59

France 1.89 2.48

Italy 2.09 2.21

United Kingdom 2.17 2.19

Canada 1.39 1.41

Australia 1.74 3.07

Austria 0.81 1.04

Belgium/ Luxembourg 1.50 1.66

Denmark 0.88 1.20

Finland 1.54 1.81

Greece 1.82 1.83

Ireland 2.08 1.72

Netherlands 0.75 1.08

Portugal 1.37 2.35

Spain 1.32 1.26

Sweden 1.72 2.17

Switzerland 0.79 0.88

1. Sample: 1970-87.
Source : OECD.
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Table A2 shows the standard deviations of two inflation measures, the percentage

change in the GDP deflator and the percentage change in compensation per
employee. Each of the inflation measures was detrended to remove any permanent
shifts before the standard deviation was calculated. Iceland has the most volatile

inflation in the OECD by either measure.

The "sacrifice ratios" shown in Table A3 represent the amount of output loss
that must be sustained for one year in order to reduce the inflation rate by one
percentage point. They are calculated from a price-price Phillips curve:

ir, = ir,_i + bo + bi gap t-i

where x is the inflation rate, measured as the percentage change in the GDP deflator,
and gap is the GNP gap, measured as the percentage deviation of GNP from its trend

(the same measure used to calculate the first column of Table Al). The equation
indicates that if output is one percentage point below potential for one year, inflation
will fall by b] percentage points. It follows that to reduce inflation by one percentage
point, output must fall by l /bi percentage points, giving the sacrifice ratio. Iceland
has the smallest sacrifice ratio among the OECD countries listed - only '/i per cent of

Table A3. Sacrifice ratios in Iceland and other OECD countries

90 per cent confidence
Phillips curve

coefficient
interval of Phillips curve

coefficient

Sacrifice ratio

Iceland 1.92 ( 0.69, 3.14) 0.52

United States 0.46 * ( 0.26, 0.66) 2.16

Japan 1.15 * ( 0.40, 1.89) 0.87

Germany 0.33 * ( 0.10, 0.57) 3.00

France 0.82 * ( 0.37, 1.27) 1.22

Italy -0.24 ( -0.97, 0.49) -

United Kingdom 1.17 * ( 0.45, 1.89) 0.86

Canada 0.32 ( -0.20, 0.85) 3.10

Australia 0.59 * ( 0.00, 1.18) 1.70

Austria 0.17 ( -0.20, 0.55) 5.76

Belgium/Luxembourg 0.77 * ( 0.23, 1.30) 1.30

Denmark 0.52 * ( 0.23, 0.81) 1.93

Finland 0.23 ( -0.46, 0.92) 4.37

Greece 0.97 * ( 0.32, 1.62) 1.03

Ireland 0.57 ( -0.28, 1.42) 1.76

Netherlands 0.14 ( -0.25, 0.53) 7.12

Portugal 0.46 ( -0.05, 0.96) 2.20

Spain 0.18 ( -0.26, 0.62) 5.51

Sweden 1.06 * ( 0.34, 1.78) 0.94

Switzerland 0.20 (-0.21, 0.60) 5.10

Notes: Sample: 1970-89.

*: Indicates significance at the 10 per cent level.
Source: OECD
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output is lost for one year to reduce inflation by one percentage point, compared with
an OECD average of 2 per cent. Unemployment rate gaps, rather than output gaps,
are often used to estimate sacrifice ratios. When this is done for Iceland the estimated

sacrifice ratio is very low indeed: a one percentage point increase in the unemployment
rate for one year is associated with a 22 percentage point reduction in the inflation

rate. However, this estimate reflects in part the data problems discussed in Chapter II
of the text.

The wage equation

Last year's Survey presented a wage equation in which the change in employ¬
ment explained wages, but the level of the unemployment rate did not enter. A similar
result is obtained when output is used in place of employment:

%A wage = -29.1 + 1.0 (%A prices) + 4.9 (%A GDP) - 0.5 (gap)
(10.5) (*) (3.0) (0.3)

(numbers in parentheses are t-statistics).

Estimation period: 1970-88, S.E. = 25.0, D.W. = 1.2,

where "%A" indicates the per cent change in a variable, wage is measured by total
compensation divided by employment, price is the GDP deflator, with the coefficient
constrained to be 1.0 (this constraint is easily accepted, and lagged inflation is not
significant), and gap is the per cent deviation between GDP and its trend, as explained
above. As the t-statistics indicate, the per cent change in output is strongly significant,
while the output gap is not significant at all.

In the standard Phillips curve, if wages were sticky and adjustment prolonged,
the gap variable would explain the evolution of wages during the adjustment period.
The insignificance of the gap variable suggests that, on the contrary, adjustment is
complete within the year (the data are annual). Wage growth should still be a

function of the growth in output (or employment), because expansionary stocks will
increase the demand for labour and tend to drive up real wages (so long as the labour
supply curve is not downward sloped). The results of the wage equations are therefore
consistent with the finding, documented above, that wages and prices are particularly
flexible in Iceland.
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Note

This method is described in R. G. King and S. T. Rebel lo, "Low frequency filtering and
real business cycles", Rochester University Centre for Economic Research working paper
rf 205, and F. E. Kydland and E. C. Prescott, "Business Cycles: Real facts and a monetary
myth", Quarterly Review, Federal Reserve Bank of Minneapolis, Spring 1990.
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Annex II

Calendar of main economic events

1990

January

Islandsbanki, a private-sector bank formed by the merger of four banks, begins

operation.

The Value Added Tax replaces the sales tax. The standard rate for the VAT is
24.5 per cent, although there are a number of exempted goods.

February

A wage/price restraint agreement between unions, management and government
comes into force. The unions agree to accept only limited wage increases, with modest
indexation to price developments. The government agrees to maintain the krôna
exchange rate and not to raise certain administrative prices beyond already-scheduled
amounts. Farmers agree to limit food price increases. The agreement will expire in
September 1991.

New fisheries quota bill introduced in the Althing.

May

The Central Bank lowers the required reserve ratio and raises the liquidity
reserve ratio, leaving the sum of the two unchanged.

The new Price Equalisation Fund for the fishing industry is established in law.
Unlike its predecessors, the new fund is designed to smooth disposable income without
providing a subsidy to the fishing industry.

June

The Central Bank shifts 3.8 billion krônur of its government debt to the deposit
money banks. This is done by swapping the Central Bank debt for special government
securities, and then exchanging the securities for a reduction in deposit money bank
reserve requirements.
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July

The Ministry of Commerce and the Central Bank issue liberalised foreign
exchange regulations, some of which are to come into force on 1 September, and the
rest on 15 December.

The government cancels a scheduled 4.5 per cent pay increase to public sector
employees (members of the Federation of Graduate Public Employees) for fear that

other unions would demand similar increases and the wage/price agreement would
unravel.

September

Liberalised foreign exchange regulations come into force. Licences will no longer
generally be required for most foreign exchange transactions. Inward direct and

portfolio investment by both residents and foreigners is to be allowed up to a limit
(which is scheduled to be abolished on 1 January 1 993) and subject to other legisla¬
tion (for example, ownership of land, fishing boats and equity are still subject to
restrictions).

A small wage increase (0.3 per cent) is triggered under the indexation clause of
the wage/price agreement.

October

Draft budget introduced, projecting a deficit target of 1 per cent of GDP for
1991.

November

Books are exempted from the VAT.

A small wage increase (0.5 per cent) is triggered under the indexation clause of
the wage/price agreement.

December

Rules governing outward portfolio investments are liberalised. Residents can
purchase foreign securities up to a limit (which is scheduled to be abolished on

1 January 1993) and subject to some restriction (the securities must be quoted on an
OECD country stock exchange and the transactions must pass through a licensed
resident broker who is a member of the Icelandic Securities Exchange).

The Ministry of Fisheries announces the cod quota of 257 thousand tons for the
first eight months of 1992.

The inflation rate for the last quarter stands at about 5/2 per cent.
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1991

January

The new fishing quota system comes into effect. It extends the reach of the quota
system to small boats, eliminates effort quotas and liberalises somewhat the trading of
quota rights.

February

The Atlantal aluminium plant negotiations are extended as the consortium that
is to construct the plant requires more time to find financing. The beginning of the
construction of the plant is delayed until the fall of 1991.
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STATISTICAL ANNEX



Table A. Supply and use of resources

Kr. million, current prices

Private consumption
Public consumption
Gross fixed asset formation

Expenditure on final domestic use
Change in stocks of export products

1980

15 319

80

1981 1982 1983 1984 1985 1986 1987 1988 1989

8 846 14 327

2 546 4 039

3 927 5 929

22 939

6 644

9 251

39 418

11 559

14 127

53 886

14 056

18 356

74 705 96 933

20 136 27 291

24 460 29 684

131 712

36 791

41 042

158 200 176 254

47 468 56 368

48 032 55 510

24 295

253

38 834

913

65 104

-1 070

86 298

786

119 301

-978

153 908 209 545 253 700 288 132

-2 094 -416 1 850 -885

National expenditure
Exports of goods and services
Imports of goods and services

Gross domestic product (market prices)
Net income from abroad

Gross national product
Depreciation

15 399

5 746

5 648

24 548

8 724

8 936

39 747

12 714

14 329

64 034

27 078

25 275

87 084

34 295

33 871

118 323 151814

49 819 63 125

49 051 56 342

209 129

73 466

74 496

255 550 287 247

84 131 108 968

85 042 100 366

15 497

1

24 336

-811

38 132

-1 495

65 837

-3 066

87 508

-4 554

119 091

-5 584

158 597

-6 229

208 099

-6 203

254 639

-8 333

295 849

-13 217

15 086

1 810

23 525

2 871

36 637

4 742

62 771

8 724

82 954

10 691

113 507

14 502

152 368

18 425

201 896

22 030

246 306

27 067

282 632

35 167

Net national product (market prices)
Indirect taxes

Subsidies

13 276

3 520

490

20 654

5 778

762

31 895

9 202

1 392

54 047

14 486

2 204

72 263

20 062

2 389

99 005 133 943

26 341 33 964

3 491 4 228

179 866

46 314

4 783

219 239 247 465

58 875 69 269

7 808 10 560

Net national income 10 246 15 638 24 085 41765 54 590 76 155 104 207 138 335 168 172 188 756

Sources : National Economic Institute and Central Bank of Iceland.



Table B. Supply and use of resources

Kr. Million, constant 1980 prices

-j

Private consumption
Public consumption
Gross fixed asset formation

Expenditure on final domestic use
Change in stocks of export products

National expenditure
Exports of goods and services
Imports of goods and services

Gross domestic product (market prices)
Net income from abroad

Gross national product (market prices)
Effect of changes in terms of trade

Gross national income'

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

8 846

2 546

3 927

9 470

2 733

3 965

9 972

2 902

3 945

9 364

3 039

3 461

9 660

3 045

3 778

10 099

3 234

3 854

10 904

3 455

3 808

12 691

3 665

4 531

12 183

3 818

4 471

11 209

3 910

4 090

15 319

80

16 168

170

16 819

357

15 864

-207

16 483

122

17 187

-85

18 167

-201

20 887

-75

20 472

130

19 209

-60

15 399

5 746

5 648

16 338

5 819

6 024

17 176

5 260

5 987

15 657

5 802

5 649

16 605

5 976

6 174

17 102

6 631

6 775

17 966

7 043

6 792

20 812

7 328

8 345

20 602

7 125

8 084

19 149

7 215

7 282

15 497

-411

16 133

-426

16 449

-503

15 810

-616

16 407

-676

16 958

-755

18 217

-795

19 795

-795

19 643

-879

19 082

-916

15 086

0

15 707

61

15 946

21

15 194

238

15 731

262

16 203

238

17 422

547

19 000

877

18 764

876

18 166

708

15 086 15 768 15 967 15 432 15 993 16 441 17 969 19 877 19 640 18 874

Note: Estimates or real income coincide with output in real terms 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 "Effect of changes in the terms of trade" equals the external purchasing power
of export earnings (nominal exports deflated by a price index for imports) minus the volume of exports of goods and services.

1 . Gross national product plus effect of changes in terms of trade.
Sources : National Economic Institute and Central Bank of Iceland.



Table C. Production and employment

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990'

Fisheries and fish processing
Output (% change in volume) 13.3 1.9 -8.7 -14.6 13.8 10.9 4.8 0.3 3.8 -3.6 -4.1

Export production
Value (millions of krônur) 3411 5 318 7 267 12 564 16 562 23 937 32 605 40 220 45 686 55 507 41 2772

Fishing fleet 3J:
Trawlers (GRT) 42 265 45 258 47 944 48 478 50 801 50 844 50 569 51 380 54 086 52 830 51 865s

Motor boats (GRT) 64 222 63 313 63 904 63 294 62 046 61 750 61 822 66 072 65 521 63 181 54 4795

Total (GRT) 106 487 108 571 1 1 1 848 1 1 1 772 112 847 112 594 112 391 117 452 119 607 116 011 106 344s

Employment (man-years) 15 456 15 719 15 583 16 045 15 802 15 728 16 064 16 788 15 145

Agriculture
Output (% change in volume) 14.3 -0.6 -1.7 -2.8 15.3 12.6 0.7 3.2 -10.0 -4.5 -1.5

Export production
Value (millions of krônur) 75 116 126 237 406 597 690 1 015 997 1 288 665*

Capacity4:
Cultivated grassland (1 000 hect.) 127.2 129.0 130.1 131.1 132.1 133.4 134.1 134.5

Sheep (1 000 heads) 827.9 794.6 747.7 711.9 714.4 709.3 675.5 624.3 586.9 560.9

Cattle (1 000 heads) 59.9 60.4 64.4 68.5 72.7 72.9 71.4 69.0 70.8 72.8

Employment (man-years) 8 387 8 205 8 182 7 864 7 595 7 420 7 374 7 147 6 470

Manufacturing (excluding fish processing)
Output (% change in volume) 3.9 1.4 1.4 -0.9 7.3 2.8 2.3 8.7 -1.4 -2.5 0.5

Export production
Value (millions of krônur) 975 1 309 1 910 4 528 6 673 7 776 8 794 10 059 13 677 19 460 10 7182

of which:
Aluminium 588 74) 1 042 2 333 3 445 3 472 4 042 4 761 6 705 10 146 5 487

Diatomite 24 36 70 142 189 289 284 296 348 416 322

Ferro-silicon 90 129 233 619 1 060 1 267 1 352 1 195 2 203 2 899 1 514

Employment (man-years) 16 053 16 260 16 494 16 394 16 956 17 620 17 740 18 439 17 057

1. Projection.
2. Average January to July 1990.
3. Including whale catchers, excluding open boat.
4. Data is end of year.
5. Situation on January 1st 1991.
Sources : National Economic Institute and Central Bank of Iceland.



Table D. Gross fixed asset formation and national wealth

Kr. million, current prices

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

-J

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

National wealth

Private sector1

Public works and buildings
Industrial sector

3 927 5 929 9 251 14 127 18 356 24 460 29 684 41 042 48 032 55 510

1 567 2 396 3 775 5 888 7 961 12 230 16 090 22 148 23 959 24 696

183 212 409 621 978 1 609 2 226 2 367 2 560 2 448

217 376 518 781 839 910 2 648 4 192 5 835 3 360

148 222 360 521 785 1 137 1 358 1 440 1 509 1 265

407 568 798 1 264 2 020 3 023 3 457 4 261 4 671 5 865

283 470 593 832 790 1 734 1 403 1 774 1 387 3 846

176 308 613 1 084 1 269 1 933 2 626 4 770 4 190 4 700

153 240 484 785 1 280 1 884 2 372 3 344 3 807 3 212

964 1 317 2 251 3 495 4 714 5 380 5 770 7 752 10 106 12 740

1 396 2 216 3 225 4 744 5 681 6 850 7 824 11 142 13 967 18 074

507 797 1 159 1 510 1 550 991 899 1 177 1 882 3 103

267 370 330 375 570 871 840 930 1 650 2 340

403 649 1 061 1 764 2 229 3 062 3 625 5 634 5409 6 288

219 400 675 1 095 1 332 1 926 2 460 3 401 5 026 6 343

48 673 76 551 124 216 222 302 276 243 373 551 468 127 567 529 698 400 884 650

16 551 26 190 41 196 74 345 94 344 126 987 158 103 188 035 231 666 304 277

17 191 27 108 45 191 79 317 96 436 129 743 159 886 195 650 237 941 303 072

14 931 23 253 37 829 68 640 85 463 116 821 150 138 183 844 228 793 277 301

1. Residential housing and private automobiles.
Source : National Economic Institute.



Table E. Gross fixed asset formation and national wealth

Kr. million, 1980 constant prices

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

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

National wealth

Private sector1

Public works and buildings
Industrial sector

3 927 3 965 3 945 3 461 3 778 3 854 3 808 4 531 4 471 4 090

1 567 1 617 1 627 1 443 1 653 1 961 2 091 2 522 2 323 1 855

183 142 174 149 207 266 305 283 255 190

217 256 226 196 173 147 330 461 542 244

148 152 157 131 161 177 168 158 139 93

407 386 344 308 402 460 418 456 424 420

283 312 254 191 150 246 179 207 142 281

176 204 260 269 257 296 323 499 372 339

153 165 212 199 303 369 368 458 449 288

964 870 952 865 955 825 711 812 898 919

1 396 1 478 1 366 1 153 1 170 1 068 1 006 1 197 1 250 1 316

507 537 497 366 311 152 111 124 168 226

267 245 140 93 115 133 104 97 146 169

403 432 444 423 474 488 488 620 489 464

219 264 285 271 270 295 303 356 447 457

48 673 50 953 52 861 54 173 55 951 57 580 59 521 61 652 64 160 65 418

16 551 16 551 17 873 18 321 19 043 19 473 20 229 20 627 21 536 21 850

17 191 18 037 18 737 19 198 19 661 20 006 20 279 20 737 21 238 21 719

14 931 16 365 16 251 16 654 17 247 18 101 19 013 20 288 21 386 21 849

1 . Residential housing and private automobiles.
Source : National Economic Institute.



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

Current balance

1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

19 -21 -79 -148 -263 -57 -131 -115 17 -191 -221 -93

Long term capital (excluding
special transactions) 78 95 153 191 214 94 113 155 157 178 208 261

a) Private 21 27 76 100 50 -29 -18 32 47 95 65 70

b) Officiai 57 68 77 91 164 122 131 123 109 83 143 191

Basic balance 97 74 74 43 -49 37 -18 40 174 -13 -13 168

Non-monetary short-term private
capital -15 -28 16 22 -10 -47 25 128 -43 76 15 -104

Non-monetary short-term official
capital 2 7 -7 19 16 4 23 -58 -4 -16 22 -24

Errors and omissions -32 -36 -44 -14 -41 2 -28 -53 -18 -59 -4 23

^J Balance on non-monetary
-~J transactions

Private monetary institutions

52 17 39 70 -90 -4 2 57 109 -12 20 63

short-term capital -1 21 -5 3 -6 16 -16 8 -9 -6 -17 -8

Balance on official settlements 51 38 34 73 -96 12 -14 65 100 -18 3 55

Use of IMF credit -11 -16 -25 -11 18 -1 - _ -13 -14 _ _

Special transactions - - - - _ _ _ _ _ _ _ _

Miscellaneous official accounts - -4 -4 -4 _ _ _ _ _ _ _ _

Allocations of SDRs - 4 4 4 _ _ _ _ _ _ _ _

Change in reserves
(+ = increase) 40 21 10 60 -78 10 -15 64 87 -32 1 55

a) Gold - - - - - - _ _ _ _ _

b) Currency assets 41 20 7 62 -66 8 -15 64 87 -34 2 56

c) Reserve position in IMF - 7 5 - -10 4 - - _ - _ -

d) Special Drawing Rights -1 -6 -2 -2 -2 -2 - - - 2 -1 -1

Source : OECD.



Table G. Central government and social security income and expenditure

Kr. million , accruals basis

1982 1983 1984 1985 1986 1987 1988 1989 1990'

oo

Current revenue

Direct taxes

Indirect taxes

Other

Current expenditure
Public consumption
Interest expenditure
Current transfers and subsidies

Current balance

Capital revenue
Capital transfers
Consumption of fixed capital

Capital expenditure
Gross fixed investment

Capital transfers

Capita] balance

Financial balance

Net increase in claims

11 072 17 994 23 889 31 304 41 218 53 876 71 300 86 280 95 100

2 054 3 054 3 976 4 616 7 630 8 273 14 110 17 864 21 600

8 009 12 500 17 115 22 850 29 334 40 462 51 Oil 59 646 66 400

1 009 2 440 2 798 3 838 4 254 5 141 6 179 8 770 7 100

8 895 15 798 19 197 27 747 36 130 47 441 64 517 78 474 86 200

5 087 9 009 10 845 15 681 21 049 28 650 36 535 42 871 49 150

669 1 777 2 297 3 300 3 931 4 340 7 174 9 685 9 500

3 139 5 012 6 055 8 766 11 150 14 451 20 808 25 918 27 550

2 177 2 196 4 692 3 557 5 088 6 435 6 783 7 806 8900

253 408 526 680 820 1 044 1 229 1 521 1 913

73 88 120 129 109 181 211 276 433

180 320 406 551 711 863 1 018 1 245 1 480

1 606 3 713 3 679 5 879 11 902 8 475 11 966 16 037 13 650

606 969 1 279 1 889 1 871 3 065 3 960 4 417 6 150

1 000 2 744 2 400 3 990 10 031 5 410 8006 11 620 7 500

-1 353 -3 305 -3 153 -5 199 -1 1 082 -7 431 -10 737 -14 516 -11 737

824 -1 109 1 539 -1 642 -5 994 -996 -3 954 -6 710 -2 837

1 780 984 3 229 3 597 -2 955 4 347 4 887 4 348

Borrowing requirement 956 2 093 1 690 5 239 3 039 5 343 8 841 11 058

I. Estimate.

Source : National Economic Institute.



Table H. Fish catch, wages and prices

Fish catch (thousand metric tons)

vo

Hourly

Wages and prices (indices, 1980 - 100)

Price indices Export price of fish products2

Total
White fish,

etc.
Herring Capelin

onnnip,

lobster,
shell-fish

wage rates
unskilled

Total

cost of

living

Consumer Credit Building
Fresh

and

iced fish

Frozen Salted Fish mea

workers' price terms cost products products and oil

1979 1 641 578 45 964 10 63.7 63.1 62.0 63.4 64.4 68.5 74.4 64.2 64.5

1980 1 508 659 53 760 12 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

1981 1 435 716 40 641 11 152.1 150.9 150.6 151.8 152.4 124.2 144.8 173.3 152.3

1982 786 690 57 13 12 237.2 227.8 227.5 227.4 236.7 220.4 242.9 263.5 192.5

1983 835 603 59 134 16 362.0 419.8 422.6 407.9 403.4 360.0 500.7 448.4 511.6

1984 1 525 564 50 865 27 443.1 542.3 550.7 545.7 505.3 486.2 593.5 519.5 550.1

1985 1 672 585 49 993 27 591.4 717.9 730.5 712.8 667.9 805.0 821.4 726.8 597.4

1986 1 651 632 66 895 38 787.8 870.6 880.9 888.4 931.9 1 048.2 985.0 1 013.8 627.9

1987 1 625 684 75 804 41 1 083.4 1 034.0 1 047.5 1 043.3 978.9 1 180.0 1 163.6 1 295.5 695.1

1988 1 752 698 93 909 32 1 364.9 1 297.2 1 324.5 1 287.2 1 153.4 1 317.4 1 302.6 1 389.4 873.9

1989 1 430 644 88 658 25 1 526.0 1 570.6 1 619.8 1 524.4 1 420.4 1 661.3 1 642.6 1 752.0 1 102.0

1990' 1 444 623 84 698 28 1 632.3 1 803.6 1 858.0 1 769.8 1 673.1

1. Weighted averages.
2. The index shows the development of export prices (fob) in terms of Icelandic krônur.
3. Prelimimary figures.
Sources : National Economic Institute and Central Bank of Iceland, Economic Statistics.
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Table I. Foreign trade, total and by area

US S million, monthly rates

Total

imports
cif

Imports by area

Total

exports
fob

Exports by area

OECD countries Non-OECD countries OECD countries Non-OECD countries

Europe
Eastern

Europe

Non-

OPEC

developing

Europe
Eastern

Europe

Non-

OPEC

developing
Total

EEC Others
USA Total

EEC Others
USA

countries countries

1977 50.7 41.6 24.5 10.3 3.3 6.1 2.8 42.7 34.6 16.8 4.0 12.9 5.1 2.0

1978 56.7 47.8 27.4 12.4 4.0 5.6 3.2 54.2 43.6 21.6 5.0 15.9 4.2 3.7

1979 68.8 57.5 34.3 13.9 4.5 8.5 2.7 65.8 58.1 30.7 6.7 18.4 5.3 1.4

1980 83.4 71.0 39.7 15.7 7.8 9.1 3.3 77.5 62.8 36.4 8.1 16.7 6.8 2.2

1981 86.3 74.6 41.0 19.1 6.7 7.8 3.9 75.4 57.3 34.5 5.2 15.7 6.0 1.6

1982 78.6 67.1 38.9 15.6 6.6 7.8 3.7 57.2 48.9 27.8 4.2 14.8 4.8 1.2

1983 69.1 59.5 33.7 14.2 5.4 7.6 2.0 62.5 52.8 27.6 5.5 17.7 5.0 1.6

1984 70.3 60.7 36.2 13.1 4.8 7.5 2.1 61.9 54.6 29.2 5.3 17.6 5.9 1.2

1985 75.5 66.7 40.0 14.9 5.1 6.4 2.3 67.8 61.0 33.1 5.9 18.3 5.3 1.4

1986 93.1 83.9 49.5 19.2 6.5 5.8 3.3 91.2 83.1 49.5 9.2 19.8 5.0 1.5

1987 131.9 119.6 69.1 27.3 9.4 7.2 5.1 114.3 105.4 65.6 9.6 20.9 5.4 1.8

1988 133.6 121.3 69.0 29.7 10.1 7.2 5.1 119.5 108.5 70.6 12.2 16.2 6.3 3.3

1989 116.7 104.5 59.7 22.4 13.0 7.3 4.8 116.7 104.0 65.6 13.3 16.4 6.2 6.0

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



Table J. Foreign trade by commodity group

US S million

Imports by commodity group Exports by commodity group

Total

Transport
equip¬
ment

Other imports

Total

Fish

products,
total

Frozen

fish

fillets

Herring
salted

Herring
and

capelin
meal

Agricul¬
tural

products

Alumin¬

ium

products

Total

Food and Manufac-

live tured

animals goods

Machin¬

ery and
equip¬
ment

Other

goods

Other

manufac¬

tured

products

SITC No. 78-79 0 6 71-77

1978 673.4 66.6 606.8 57.7 141.4 137.1 270.6 649.4 496.2 216.6 15.5 63.4 16.2 87.3 40.9

1979 825.0 74.0 751.0 68.7 159.0 143.7 379.6 789.1 589.3 258.4 22.1 60.9 21.3 106.3 64.3

1980 I 000.1 102.7 897.4 82.3 194.1 172.6 448.4 931.2 697.1 266.4 21.7 61.6 17.7 113.2 88.7

1981 1 021.0 107.8 913.2 81.3 189.4 183.8 458.7 902.5 706.4 237.1 22.1 45.3 13.3 87.5 86.2

1982 941.5 87.5 854.0 76.1 182.3 169.1 426.5 677.0 507.9 220.0 17.7 8.5 9.0 68.0 82.7

1983 815.2 58.4 756.8 72.9 156.7 139.0 388.2 745.3 506.7 245.9 18.3 1.9 9.1 130.9 87.4

1984 821.3 65.4 755.9 69.5 149.6 155.9 380.9 744.2 500.2 222.3 24.5 42.3 13.9 108.2 99.4

1985 904.0 60.7 843.3 72.0 163.1 185.0 423.2 813.9 609.3 261.5 21.2 44.4 13.1 80.5 102.1

1986 1 115.3 135.4 979.9 85.2 211.1 233.3 450.3 1 095.8 843.8 320.7 18.0 57.0 16.9 100.5 115.7

1987 1 581.3 268.4 1 312.9 99.8 275.7 337.9 599.5 1 374.3 1 044.5 381.8 21.7 50.9 26.1 131.6 144.4

1988 1 590.3 266.8 1 323.5 106.7 283.5 318.2 615.1 1 431.2 1 016.9 367.1 24.6 75.1 24.8 153.8 167.0

1989 1 395.0 183.8 1 211.2 110.7 254.2 269.1 577.2 1 401.3 994.3 398.2 21.8 63.1 23.9 180.1 164.8

Sources : Central Bank of Iceland and OECD, Foreign Trade by Commodities. Series C
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Table K. Money and credit

End of period

Centra 1 Bank Money supply Dcpo! it money banks Credits granted by DMB Foreign exchange

Penalty
rates

(annual
rate)

Net posi¬
tion of

govern¬

ment

Ml1 M22 M33
Required
reserves

Demand

deposits

Net

foreign
liquid
assets

Total

of which to:

Net

foreign
reserves

Commer

Agricul¬
ture

Fishery
and

fish

process¬

ing

Manufac¬

turing
and

commerce

Dwellings

cial

banks'

short-

term

foreign
assets

Per cent' Kr. million

1977 32.5 169 306 783 1 079 225 219 17 1 011 153 264 267 105 43 18

1978 36.0 305 429 1 122 1 606 337 307 34 1 421 240 333 376 156 173 29

1979 45.0 303 625 1 677 2 503 556 468 47 2 235 378 501 617 273 404 -104

1980 55.8 336 1 010 2 773 4 137 1 001 791 78 3 533 532 817 978 456 910 -323

1981 55.3 268 1 620 4 841 7 056 1 900 1 224 69 6 165 800 1 421 1 645 781 1 637 -447

1982 58.0 145 2 089 7 133 11 149 3 039 1 570 198 11 593 1 273 3 111 3 386 1 197 1 494 -1 217

1983 58.2 852 3 700 12 372 19 902 5 582 2 941 -45 20 625 2 191 5 570 5 806 2 183 2 603 -3 088

1984 31.5 1 159 5 299 18 666 26 575 7 142 4 354 283 30 133 2 860 8 857 8 694 2 830 2 160 -5 710

1985 44.0 3 147 6 662 30 126 39 135 6 956 5 436 144 39 603 4 028 8 537 12 566 3 678 7 671 -10 022

1986 30.5 2 806 9 682 41 368 52 940 9 176 7 991 461 48 652 4 972 7 602 15 782 4 651 11 273 -7 860

1987 35.9 5 550 12 750 56 902 71 602 9 877 10 562 658 71 701 6 367 11 699 22 596 6 171 10 537 -11 105

1988 43.9 9 117 14 853 73 271 88 802 10 529 12 302 1 700 95 504 7 681 17 161 28 738 8 064 11 887 -15 399

1989 35.9 8 237 19 725 92 548 112 998 13 928 16 816 2 943 118 122 9 254 19 261 34 518 11 325 19 951 -11 513

1990? 27.0 3 594 24 866 105 840 129 910 10 951 21 811 2 845 136 313 10 425 17 839 36 085 12 791 23 460 -8 597

1. Notes and coins, demand deposits.
2. Broad money, i.e. Ml plus general savings deposits.
3. M2 plus time deposits.
4. Annual average. 1 990 data is January to October average.
5. Preliminary figures.
Source : Central Bank of Iceland.
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Table L. Public sector

oo

1960 1970 1980 1986 1987 1988 1989

General government accounts (as a per cent of GDP)
Current revenue 28.2 30.2 33.3 32.1 32.1 35.0 36.4

Tax revenue1 27.7 29.6 31.1 29.5 29.6 32.6 33.5

Interest income 2.2 2.1 2.0 2.3

Capital revenue 0.7 0.7 0.6 0.7

Total expenses 25.8 29.9 32.2 36.6 33.3 37.3 40.0

of which:
Current expenditure 27.5 27.5 30.5 32.1

Current transfers 4.8 5.1 5.6 6.0

Subsidies 3^2 2.7 2.3 3.1 3.3

Capital expenditure
Gross fixed investment

9.2 5.8 6.8 7.9

3.0 3.5 4.1 4.4

Capital transfers 6.2 2.3 2.7 3.4

General expenditures:
General affairs2 2.6 2.4 2.7 2.9

Social affairs 11.0 12.1 12.6 13.4

of which:
Education 3.6 3.6 3.8 3.9

Health affairs 5.4 6.4 6.6 7.0

Industrial affairs 2.0 1.9 1.8 1.7

of which:
Transport affairs 1.3 1.2 1.1 1.1

Tax receipts as a per cent of general government total taxes
General government

Direct taxes 31.5 30.9 26.9 27.4 24.8 29.1 30.2

Indirect taxes 68.5 69.1 73.0 72.6 75.2 70.9 69.8

Central government and Social security
Total taxes 79.0 79.1 78.5 78.2

Direct taxes 16.3 13.4 17.0 18.0

Indirect taxes 62.7 65.7 61.5 60.2

Local government
Total taxes 22.5 22.8 20.2 21.0 20.9 21.5 21.8

Direct taxes 11.1 11.4 12.1 12.2

Indirect taxes 9.9 9.5 9.5 9.6

1. Direct and indirect taxes.

2. General affairs include Government administration and Administration of justice and occupational safety.
Sources : National Economic Institute and SOgulegt Yfirlit Hagtalna, 1945-1988. National Economic Institute.



Table M. Labour market

Employment

Capital area
Western

Iceland
West Fjords

North west

Iceland

North east

Iceland

Eastern

Iceland

Southern

Iceland

Reykjanes
peninsula

Total

(number of man-years)
1980 57 301 6 490 5 192 4 659 11 069 5 895 8 575 6 762 105 943
1986 70 823 7 281 5 616 5 108 12 003 6 530 9 270 8 024 124 655
1987 76 727 7 524 5 511 5 273 12 438 6 363 9 590 8 382 131 808
1988 76 364 7 087 5 157 4 918 12 027 5 940 8 999 7 423 127 915
19891 74 022 6 869 4 999 4 767 11 658 5 758 8 723 7 196 123 992

Unemployment rate (per cent)
1980 0.2 0.2 0.1 0.9 0.7 0.5 0.4 0.3 0.3
1986 0.4 0.9 0.1 1.5 1.4 0.9 1.2 1.1 0.7
1987 0.2 0.9 0.5 1.1 1.0 0.9 1.0 0.5 0.4
1988 0.2 1.5 0.3 2.0 1.4 1.2 1.5 0.7 0.6
19891 1.2 2.8 0.8 3.7 2.7 2.8 2.6 2.1 1.7

Population by age group

1961 1970 1980 1986 1987 1988 1989

oo

(per cent change over previous year)
Under 15 and over 65 years 2.0 -0.4 0.3 0.6 0.4 0.6 0.8

Between 15 and 19 years 3.3 1.8 -0.4 -3.4 1.7 1.4 0.9

Between 20 and 64 years 1.9 1.1 1.9 2.2 2.0 1.1 1.4

Between 1 5 and 64 years 2.1 1.2 1.5 1.4 1.9 1.1 1.3

Total population 2.1 0.5 1.1 1.1 1.4 0.9 1.1

Labour supply (per cent change over previous year) -0.1 2.0 3.3 2.9 5.5 -2.8 -1.3

Work stoppages
Number of stoppages 65 14 4 34 15 16

Working days lost 48 48 13 116 131 611

Number of participants 15 705 4 220 847 8 432 11 642 2 028

Number of man-days lost 303 743 30 760 1 071 98 527 100 773 79 970
Non-seamen in ASI 296 596 16 044 657 8 773 100 773 2 250
Seamen 7 147 3 696 414 66 140 0 0
Others 0 11 020 0 23 614 0 77 720

1. Estimate.

Source : National Economic Institute.
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BASIC STATISTICS: INTERNATIONAL COiMPARISONS

Units

Population
Total	Thousands
Inhabitants per sq.km	Number
Net average annual increase over previous 10 yeans .... %

Employment
Total civilian employment (TCE)!	 Thousands
of which: Agriculture	% of TCE

Industry	% of TCE
Services	% of TCE

Gross domestic product (GDP)
At current prices and current exchange rates 	 Bill US $
Per capita	US J
At current prices using current PPPV	 Bill US $
Per capita	US J

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

Gross fixed capital formation (GFCF)	 % of GDP
of which: Machinery and equipment	. % of GDP

Residential construction	 % of GDP
Average annual volume growth over previous 5 years ... %

Gross saving ratio4	% of GDP

General government
Current expenditure on goods and services	 % of GDP
Current disbursements5	% of GDP
Current receipts	% of GDP

Net official devdopmeat assistance	 % of GNP

Indicators of living standards
Private consumption per capita using current PPP's .... US $
Passenger cars, per 1 000 inhabitants	 Number
Telephones, per 1 000 inhabitants	 Number
Television sets, per 1 000 inhabitants	 Number
Doctors, per 1 000 inhabitants	 Number
Infant mortality, per 1 000 live births	 Number

Wages and prices (average annual increase over previous
5 years)

Wages (earnings or rates according to availability 	 %
Consumer prices	%

Foreign trade

Exports of goods, fob*	Mill US $
As % of GDP	%

Average annual increase over previous 5 years 	 %
Imports of goods, cif*	Mill US $

As % of GDP	%

Average annual increase over previous 5 yeare 	 %

Total official reserves'	Mill SDR's
As ratio of average monthly imports of goods	 ratio

Reference

period1

1988

1988

1987

1988

1988

1988

1988

1988

1988

1988

1988

1988

1988

1988

1988

1988

1985

1985

1985

1985

1988

1988

1988

1988

1988

Australia

16 538 7 596

2 91

1.4 0.0

7 366 3 310

5.9 8.1

26.4 37.4

67.8 54.5

247.0

14 937

221.3

13 383

4.5

25.0

12.1

5.9

6.1

22.4

17.4

32.0

34.3

0.41

7 703

497 (85)
540 (83)

9.2 (84)

5.3

7.1

32 852

13.3

10.3

33 276

13.4

12.4

10 105

3.6

Austria

127.2

16 748

94.8

12 482

2.2

23.5

9.9

4.9

3.8

25.2

18.4

45.8

46.8

0.21

6 952

370

460

300

1.7

11.0

4.5

2.8

31 044

24.4

15.0

36 564

28.7

13.5

5 475

1.8

Belgium Canada

(83)
(81)
(82)

(*) At current prices and exchange rates.
1 . Unless otherwise stated.

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

4. Cross saving - Gross national disposable income minus Private and Government consumption.
5. Current disbursements - Current expenditure on goods and services plus current transfers and payments or property income
6. Gold included in reserves is valued at 35 SDR's per ounce. End of year.

(87)

9 879

324

0.0

3660

2.7

28.0

69.3

150.0

15 180

124.5

12 599

2.2

17.8

8.0

4.1

5.4

19.3

15.3

49.0

44.3

0.44

7 951

349

414 (83)
303 (84)
2.8 (84)
9.4

2.7

3.0

92 124'

58.8

12.1

92 436'

59.0

10.8

6 935'

0.9

20.4

18.8

41.7

40.4

0.48

10 666

454

664

471

1.8

9.1

3.8

4.2

111 600

23.0

8.7

106 512

22.0

11.6

11 437

1.3

(86)

(80)
(82)
(83)

Denmark

25 950 5 130 4 947

3 119 15

1.0 0.1 0.4

12 245 2660 2 420

4.5 5.8 9.8

25.6 27.2 30.6

69.8 67.1 59.6

484.6 107.6 105.3

18 675 20 926 21 287

477.8 70.2 68.1

18 413 13 655 13 772

4.7 2.3 3.5

22.0 18.4 25.0

7.5 7.5 10.1

7.3 4.2 6.5

8.3 5.6 3.1

16.0

25.8

57.3

59.5

0.88

7 283

321

783

392

2.5

7.9

6.0

4.6

27 108

25.2

11.0

25 920

24.1

9.7

8 000

3.7

(84)

Finland

23.8

20.2

35.9

40.3

0.55

7 353

344

615

370 (86)
2.3 (86)
5.8 (86)

7.9

5.1

22 176

21.1

12.1

21 972

20.9

11.3

4 733

2.6

France

55 873 61 451 10 016

102 247 76

0.4 0.0 0.7

21 179 26 825 3 598

6.8 4.0 26.6

30.3 39.8 27.2

62.9 56.1 46.2

949.9 1 201.8 52.5

17 002 19 581 5 244

758.6 867.5 67.9

13 577 14 134 6 786

2.2 2.5 2.1

20.1 19.9 17.4

8.8 8.8 7.1

5.2 5.2 4.7

3.0 2.4 -1.3

20.5

18.6

46.9

47.1

0.73

8 198

394

614

394 (86)
2.2 (86)
7.0 (86)

4.8

4.3

167 508

17.6

12.0

173 016

18.2

11.3

18 849

1.3

Germany

24.6

19.5

43.1

43.7

0.39

7 747

457

641

377

2.8

9.1

3.8

1.2

323 244

26.9

13.8

250 332

20.8

10.4

43 486

2.1

(86)
(86)
(87)

Greece

(87)

16.7

20.6

45.7

35.1

4 652

130

373

158

2.8

14.1

17.2

18.1

5 484

10.4

6.6

12 408

23.6

7.6

2 690

2.6

(80)
(83)

Iceland

250

2

1.0

135

10.4

31.1

58.5

5.9

24 031

4.0

16 087

4.4

18.8

5.8

4.0

5.3

16.2

18.6

30.5

35.7

0.05

9 968

488

525

303

2.4

5.7

25.7

1 416

23.8

13.7

1 584

26.7

14.1

216

1.6

Ireland

(83)

(84)

3 538

50

0.8

1 078

15.4

27.8

56.8

32.5

9 182

28.8

8 131

3.0

17.0

9.6

3.7 (87)
-2.6

18.0

0.20

4 708

201

235

181

1.3

8.9

6.4

4.6

18 576

57.2

16.6

15 444

47.5

11.0

3 780

2.9

(86)
(83)
(80)

(82)

Italy

7. Including Luxembourg.
8. Included in Belgium.
9. Including non-residenticl construction.
SOURCES: Population and Employment: OECD Labour Force Statistics.

GDP. GFCF. and General Government: OECD National Accounts. Vol. I and OECD Economic Outlook. Historical Statistics.
Indicators of living standards: Miscellaneous national publications.
Wages and Prices: OECD Main Economic Indicators.

57 441

191

0.3

20 937

9.8

32.4

57.7

828.9

14 430

744.4

12 960

3.0

19.9

10.0

5.0

3.8

20.7

16.7 17.2

50.0 (87) 46.1

43.8 (87) 39.9

0.37

7 930

408

448

244

3.6

10.9

7.9

7.1

128 484

15.5

12.1

138 588

16.7

11.5

25 798

2.2

Japan

122 610

329

0.7

60 110

7.9

34.1

58.0

2 848.9

23 235

1 751.5

14 285

4.5

30.5

11.7

6.3

7.9

33.5

9.4

26.8

34.3

0.31

8 192

241

535 (83)
250 (80)
1.3 (82)
5.9 (84)

2.9

1.1

264 864

9.3

12.5

187 668

6.6

8.3

71 879

4.6

Luxembourg

375

144

0.3

174

3.4

31.6

65.0

6.6

17 592

5.8

15 528

4.1

24.2

10.5

4.4

6.0

58.8

17.0 15.7

46.2 (86) 53.3

54.2 (86) 52.2

0.10

8 873

443

425 (86)
336 (83)
1.9 (86)
9.0

2.3

Netherlands

14 760

396

0.6

5 934

4.8

26.4

68.8

228.3

15 461

189.1

12 807

2.3

21.4

10.3

5.7

6.0

23.5

0.98

7 615

348

410 (86)

317 (86)
2.2 (84)
9.6 (86)

2.0

1.0

New Zealand

103 056

45.1

9.8

99 288

43.5

10.4

11 945

1.4

3 326

12

0.5

1 503

10.4

26.0

63.6

41.8

12 568

36.5

10 972

1.8

19.7

8.8

4.3

0.0

17.0

17.1

0.27

6 830

490

646

291

2.4

10.8

8.9

11.3

8 784

21.0

10.2

7 320

17.5

6.5

2 132

3.5

Norway

4 209

13

0.3

2 079

6.4

26.4

67.1

89.4

21 241

67.0

15 916

3.4

29.1

9.0

5.0

3.1

22.7

21.0

49.7

55.1

1.10

8 426

388

622 (84)
346 (86)
2.2

8.5 (86)

9.4

6.9

22 452

25.1

4.6

23 088

25.8

11.4

9 510

4.9

Portugal

10 305

112

0.5

4 280

20.7

35.1

44.2

41.7

4 265

65.9

6 737

2.7

26.8

9.8 (86)
4.8 (86)
3.2

25.3

16.0

40.4 (86)
37.6 (86)

0.08

4 387

135 (82)
166 (83)
140 (80)
1.8 (82)

17.8

16.4

15.6

10 476

25.1

18.0

15 744

37.8

14.2

3 810

2.9

Spain

(87)
(87)

38 996

77

0.7

11 780

14.4

32.5

53.1

340.1

8 722

363.6

9 325

3.6

22.5

7.8

4.1

7.1

22.7

14.3

36.1 (86)
35.0 (86)

0.06

5 872

263 i

381 [
256 (82

3.4 (86)
7.0 (84)

9.3

7.8

40 236

11.8

15.3

60 432

17.8

15.8

27 550

5.5

Sweden

8 436

19

0.2

4 399

3.8

29.5

66.7

181.8

21 546

124.4

14 743

2.7

19.7

8.9

4.8

5.6

18.2

26.0

57.2

61.9

0.88

7 821

400

890

390

2.5

6.8

8.0

5.9

49 764

27.4

12.6

45 792

25.2

11.9

6 310

1.7

(83)

Switzerland

6 672

161

0.5

3 481

5.7

35.1

59.2

183.7

27 581

110.8

16 641

2.7

26.6

9.3

17.3'

6.3

32.8

12.8

30.4

34.8

0.32

9 756

419

1 334

337

1.4

6.9

2.1

50 448

27.5

14.5

56 388

30.7

14.1

17 985

3.8

(84)

Turkey

11 604

16.4

15.2

14412

20.4

8.9

1 758

1.5

(85)
(85)

53 969

69

2.2

16 550

50.6

20.4

29.0

70.7

1 305

235.6

4 348

6.0

24.0

9.3

3.3

6.3

26.0

8.8

2 817

18 (82)
55 (83)
76 (79)

1.5 (83)

47.8

United

Kingdom

57 065

233

0.1

25 555

2.3

29.8

68.0

822.8

14 413

765.1

13 402

3.6

19.2

9.3

4.0

7.2

16.4

19.9

41.2

40.7

0.30

(87)
(87)

1456

318

521 (84)
336 (84)
0.5 (83)
9.4

8.4

4.7

144 540

17.6

9.5

189 012

23.0

13.7

32 773

2.1

United

States

246 329

26

1.0

1 14 968

2.9

26.9

70.2

4 817.8

19 558

4 817.8

19 558

4.4

17.1

7.9

4.8

6.8

15.2

18.3

34.8

31.5

0.20

12 999

559

650 (84)
621 (80)

2.0 (85)
10.4 (86)

2.8

3.5

322 428

6.7

9.9

440 952

9.2

11.3

27 305

0.7

Yugoslavia

23 560

92

0.8

62.8

2664

17.2

14.2

1 333*

121

122

175

1.6

31.7

96.5

101.3

12 598

20.0

9.5

13 154

21.0

6.0

1 774

1.6

(83)
(83)
(83)
(82)
(83)



EMPLOYMENT OPPORTUNITIES

Economics and Statistics Department, OECD

The Economics and Statistics Department of the OECD offers challenging and
rewarding opportunities to economists interested in applied policy analysis in an interna¬
tional environment. The Department's concerns extend across the entire field of economic
policy analysis, both macroeconomic and microeconomic, and it is also responsible for the
collection, processing and dissemination of a wide range of internationally consistent statis¬
tics. On the economic side, its main task is to provide, for discussion by committees of senior
officials from Member countries, documents and papers dealing with current policy con¬
cerns. Within this programme of work, three major responsibilities are:

- To prepare regular surveys of the economies of individual Member countries;
- To issue full twice-yearly reviews of the economic situation and prospects of the

OECD countries in the context of world economic trends;
- To analyse specific policy issues in a medium-term context for the OECD as a

whole, and to a lesser extent for the non-OECD countries.

The documents prepared for these purposes, together with much of the Department's
other economic work and its statistical output, appear in published form in the OECD
Economic Outlook, OECD Economic Surveys, OECD Economic Studies, the Department's
Working Papers series, and an extensive list of statistical publications.

The Department maintains a world econometric model, INTERLINK, which plays an
important role in the preparation of the policy analyses and twice-yearly projections. The
availability of extensive cross-country data bases and good computer resources facilitates
comparative empirical analysis, much of which is incorporated into the model.

The Department is made up of about 100 professional economists and statisticians
from a variety of backgrounds from all Member countries. Most projects are done by small
teams and last from four to eighteen months. Within the Department, ideas and points of
view are widely discussed; there is a lively professional interchange; and all professional
staff have the opportunity to contribute actively to the programme of work.

Skills ESD is looking for:

a) Solid competence in using the tools of both microeconomic and macroeconomic
theory to answer policy questions. In our experience this requires the equivalent of
a PhD in economics or substantial relevant professional experience to compensate
for a lower degree.

b) Solid knowledge of economic statistics and quantitative methods; this includes
how to identify data, estimate structural relationships, apply and interpret basic
techniques of time series analysis, and test hypotheses. It is essential to be able to
interpret results sensibly in an economic policy context.

c) A keen interest in and knowledge of policy issues, economic developments and
their political/social contexts.



d) Interest and experience in analysing questions posed by policy-makers and
presenting the results to them effectively and judiciously. Thus, work experience in
government agencies or policy research institutions is an advantage.

e) The ability to write clearly, effectively, and to the point. The OECD is a bilingual
organisation with French and English as the official languages. Candidates must
have excellent knowledge of one of these languages, and some knowledge of the
other. Knowledge of other languages might also be an advantage for certain posts.

f) For some posts, expertise in a particular area may be important, but a successful
candidate can expect to be asked to contribute in a broader range of topics
relevant to the work of the Department. Thus, except in rare cases, the Depart¬
ment does not recruit narrow specialists.

g) The Department works on a tight time schedule and strict deadlines. Moreover,
much of the work in the Department is carried out in small groups of economists.
Thus, the ability to work with other economists from a variety of professional
backgrounds, and to produce work on time is important.

General Information

The salary for recruits depends on educational and professional background but posi¬
tions carry a basic salary from FF 252 888 or FF 312 036 for Administrators (economists)
and from FF 363 012 for Principal Administrators (senior economists). This may be
supplemented by expatriation and/or family allowances, depending on nationality, resi¬
dence and family situation. Initial appointments are for a fixed term of two to three years.

Vacancies are open to candidates from OECD Member countries. The Organisation
seeks to maintain an appropriate balance between female and male staff and among
nationals from Member countries.

For further information on employment opportunities in the Economics and Statistics
Department, contact:

Executive Assistant

Economics and Statistics Department
OECD

2, rue André-Pascal
75775 PARIS CEDEX 16

FRANCE

Applications citing "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
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