
OECD

OCDE

PARIS

OECD

ECONOMIC

SURVEYS

ICELAND

"i;.. 1995



OECD Economic Surveys
Electronic Books

The OECD, recognising the strategic role ofelectronic publish¬
ing, will be issuing the OECD Economic Surveys, both for the
Member countries and for countries of Central and Eastern Europe
covered by the Organisation's Centre for Co-operation with Econo¬
mies in Transition, as electronic books with effect from the 1994/1995

series incorporating the text, tables and figures of the printed
version. The information will appear on screen in an identical format,
including the use of colour in graphs.

The electronic book, which retains the quality and readability
of the printed version throughout, will enable readers to take advan¬
tage of the new tools that the ACROBAT software (included on the
diskette) provides by offering the following benefits:

User-friendly and intuitive interface

Comprehensive index for rapid text retrieval, including a

table ofcontents, as well as a list ofnumbered tables and figures

Rapid browse and search facilities

Zoom facility for magnifying graphics or for increasing page

size for easy readability

Cut and paste capabilities

Printing facility

Reduced volume for easy filing/portability

Working environment: DOS, Windows or Macintosh.

Subscription: FF 1 800 US$317 £200 DM545

Single issue: FF 130 US$24 £14 DM40

Complete 1994/1995 series on CD-ROM:

FF 2 000 US$365 £220 DM600

Please send your order to OECD Electronic Editions or, prefer¬
ably, to the Centre or bookshop with whom you placed your initial
order for this Economic Survey.



OECD

ECONOMIC

SURVEYS

1994-1995

ICELAND

ORGANISATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT



ORGANISATION FOR ECONOMIC

CO-OPERATION AND DEVELOPMENT

Pursuant to Article 1 of the Convention signed in Paris on 14th
December 1960, and which came into force on 30th September 1961,
the Organisation for Economic Co-operation and Development
(OECD) shall promote policies designed:

to achieve the highest sustainable economic growth and
employment and a rising standard of living in Member
countries, while maintaining financial stability, and thus to
contribute to the development of the world economy;
to contribute to sound economic expansion in Member as
well as non-member countries in the process of economic
development; and
to contribute to the expansion of world trade on a
multilateral, non-discriminatory basis in accordance with
international obligations.

The original Member countries of the OECD are Austria,
Belgium, Canada, Denmark, France, Germany, Greece, Iceland,
Ireland, Italy, Luxembourg, the Netherlands, Norway, Portugal, Spain,
Sweden, Switzerland, Turkey, the United Kingdom and the United
States. The following countries became Members subsequently
through accession at the dates indicated hereafter: Japan (28th April
1964), Finland (28th January 1969), Australia (7th June 1971), New
Zealand (29th May 1973) and Mexico (18th May 1994). The
Commission of the European Communities takes part in the work of
the OECD (Article 13 of the OECD Convention).

Publié également en français.

©OECD 1995

Applications for permission to reproduce or translate
all or part of this publication should be made to:

Head of Publications Service, OECD

2, rue André-Pascal, 75775 PARIS CEDEX 16, France



Table of contents

Introduction 1

I. Recent trends and projections 3

The recovery begins to take hold 3

Inflation and the supply side 10
Near-term outlook 1 6

II. Economic policies 19

Fiscal policy: struggling to contain the deficit 19

Monetary policy: resisting upward pressure on interest rates 30

Other structural policy reforms 41

III. Reaping the benefits of competition in a small, geographically

remote economy 43

The impact of diminutive market size and remoteness 44

Indicators of market performance and the state of competition 49

Government influences on and policies toward resource allocation 58

IV. Conclusions 75

Notes 81

Bibliography 92

Annexes

I. The importance of import prices in domestic producer price
determination 94

II. Main economic events 97

Statistical annex and structural indicators 103



Tables

Text

1. Export production and trade 5

2. Demand and output 7

3. Balance of payments 9

4. Net external position 10

5. Labour market conditions 12

6. Declining codfish catch and stocks 15

7. Short-term projections 17

8. Treasury finances 23

9. Public sector borrowing requirement 29

10. Government finances 30

1 1 . Growth in monetary and credit aggregates 38

12. Some indicators of provisions for bad debts and loan losses 39

13. Average employment per establishment by sector in OECD

countries, 1990 45

14. Establishment size distribution in the Nordic countries, 1990-91 46

15. Herfindahl indices of turnover of domestic producers, 1993 47

16. The determination of nations' price levels as a percentage of the

OECD average, 1990 50

17. The importance of import prices in domestic producer price
determination 52

18. Capital's share of industrial value added in the Nordic countries 57

19. Persistence in intersectoral profitability, 1981-91 57

20. Interest-rate spreads 63

21. Trade barriers of OECD countries, 1993 65

22. The importance of public ownership, 1991 67

23. Iceland's privatisation programme, 1991-95 69

24. Variation in average net indirect tax rates across industries 72

Annex

Al. Regression results 95



Statistical annex and structural indicators

A. Supply and use of resources, current prices 105

B. Supply and use of resources, constant 1990 prices 106

C. Production and employment 107

D. Gross fixed asset formation and national wealth, current prices 108

E. Gross fixed asset formation and national wealth, constant

1990 prices 109

F. Balance of payments, OECD basis 110

G. Central government and social security income and expenditure 1 1 1

H. Fish catch, wages and prices 112

I. Foreign trade, total and by area 1 13

J. Foreign trade by commodity group 114

K. Money and credit 1 15
L. Public sector 1 1 6

M. Labour market 117

Diagrams

Text

1. Aggregate economic performance 4

2. Export prices and the terms of trade 6

3. Inflation performance 1 1

4. Index of competitive position 13

5. Treasury revenues, expenditures and deficits 21

6. Budget outcomes relative to projections 22

7. Treasury debt outstanding 28

8. Exchange market intervention and the Central Bank's net foreign

asset position 33

9. Nominal and effective exchange rate of the krona 34

10. Interest rate developments 36

I I . Direct purchases abroad by resident households 48

12. Import penetration 51

13. Comparative price levels of final expenditure on GDP 53

14. Price similarity indices, 1990 56

15. Subsidies by function 70



LU

CD
<
û.

<

CQ



Area(l 000 sq. km)

Productive area (1 000 sq. km)

ofwhich:
Cultivated area

Rough grazings
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1 03 Unproductive area ( 1 000 sq. km)
21 ofwhich:

Glaciers

1 . 1 Olher area devoid of vegetation
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Population, 1st December 1993
Net increase 1 982-92, annual average

(per cent)

264 922 Occupational distribution, 1991 (percem):
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1 . 1 Fishing and fish processing

Olher manufacturing
Construction, total

Commerce

Communications

Services and other
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6.9
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100.0

GOVERNMENT AND PARLIAMENT
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Independence Party (Lib. Cons.)
Progressive Party (Agrarians)

Peoples' Alliance (Socialists, Communists)
Social Democratic Party
National Awakening Party
Women's Alliance

Olher

Last general election: April 1995

1991
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13

9

10

5

1

63

1995
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15

9

7

4

3

	0_
63

PRODUCTION AND CAPITAL FORMATION

Gross national product in 1994:
IKr million

Per head, US dollars

Gross fixed capital formation in 1994:
420 582 IKr million

22 531 Per cent of GNP

65 840

15.6

FOREIGN TRADE

Exports of goods and services in 1994.
percent of GNP

Main exports in 1 994 (per cent of

merchandise exports):
Fish products
Aluminium

Other manufacturing products
Agricultural products
Miscellaneous

37.4

75.5

9.5

9.0

1.9

4.1

Imports of goods and services in 1994,

percent of GNP

Imports in 1994, by use (per cent of
merchandise imports):

Consumer goods
Investment goods

Intermediate goods (excl. fuels)
Fuels and lubricants

32.0

35.6

29.1

27.2

7.7

THE CURRENCY

Monetary unit: Krona Currency units per US dollar,
averages of daily figures:

Year 1994

March 1995

70.0

64.2

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

For a second year in a row Iceland's economy performed beyond expecta¬

tions. In 1994 real GDP registered moderate growth, rather than the decline

which had been expected until about mid-year; the unemployment rate stabilised,

instead of continuing to rise; the current balance was in sizeable surplus, whereas

projections had been for an outcome in near balance; and consumer price infla¬

tion was 1 .5 per cent, well below official projections made at the time the budget

was passed in late 1993. Following on the recovery in export markets, combined

with the improved competitiveness of Icelandic producers, the current projections

are for the better performance to persist in the growth and external balance

domains, even if some slippage on the inflation front occurs. The recent wage

negotiations should ensure that inflation rates are close to trading partners'

outcomes for the next two years.

However, various structural problems confronting the nation, though reced¬

ing from the foreground, have not by any means been solved. Looming largest

among these is the serious condition of the cod fisheries. Once again Iceland's

fishermen have proven their ingenuity in finding new cod fishing grounds beyond

the economic zone from which to supplement their incomes, and they continue to

exploit other species to the fullest extent possible. But catch quota reductions

have continued to lag behind incoming information on the fragile condition of the

stock. In addition, while the Treasury deficit was less than budgeted in 1994, the

improvement was entirely due to unexpected buoyancy of activity, and public

debt continues to rise faster than GDP. Finally, although the krona is at histori¬

cally low levels in real terms and the current account is in better condition than in

a very long time, a reluctance to follow the international uptrend in interest rates

when domestic financial markets are becoming increasingly integrated with those

abroad may put considerable pressure on the exchange rate.



The initial chapter of this Survey describes recent economic developments

and then moves on to present Secretariat projections for 1995-96. Chapter II

begins with a detailed look at recent budgetary outcomes and the stance of fiscal

policy for the current year. It also examines monetary and exchange-rate policies
and their results in terms of interest rates and conditions in the credit markets. A

third chapter focuses on competition policy in this smallest and most geographi¬

cally isolated of OECD economies. The state of competition is seen to be heavily

conditioned by the openness of domestic markets and by the involvement of

government-owned enterprises. Conclusions are presented in Chapter IV.



I. Recent trends and projections

The recovery begins to take hold

The economic recovery in Iceland strengthened in 1994. Real output rose at

a 3 per cent pace, compared to 1 per cent in 1993 (Diagram 1). Much of the

renewed growth over the past two years can be traced to the external sector;

indeed, in 1994 the trade account recorded its largest surplus as a per cent of

GDP in the 50 years since independence, owing to a robust expansion in exports.

The moderate economic growth was sufficient to stabilise the unemployment

rate; although the yearly average rose to a record 4% per cent, the second half of

the year witnessed figures below those of a year earlier. The inflation perform¬

ance continued to improve markedly: the consumer price index edged up a scant

IV2 per cent, the lowest figure since 1959.

Exports and the fish catch

Nominal merchandise goods exports surged 20 per cent in 1994, twice the

1 993 pace, with half of the increase from higher volumes and half from higher

krona prices (Table 1). The price increases reflect both the effects of the 7lh per

cent devaluation of the krona that occurred in June 1 993 and rising world prices

for Iceland's exports (Diagram 2). Exports of marine products, which constitute

three quarters of goods exports, rose a surprising 13 per cent in krona terms,

reflecting a 9 per cent rise in volumes, the devaluation, and a stabilisation of

world prices as from the summer of 1993. The rise in export volumes material¬

ised despite a sharp reduction in cod fish landings from Icelandic waters, as effort

was again successfully redirected to other fishing areas and species. While cod

landings from territorial waters fell 75 000 tonnes (30 per cent), trawling in the

Barents Sea netted an additional 35 000 tonnes, and thus the overall catch

declined only 20 per cent.1 Rising sales of capelin and products thereof2 provided



Diagram 1 . AGGREGATE ECONOMIC PERFORMANCE
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Table 1. Export production and trade

Millions of krona Volume change

1992 1993 1994 1992 1993 1994

Export production
Marine products
Aluminium

Fcrrosilicon

Other

70 210

7 964

1 545

7 714

76 752

8 374

2 370

8 028

86 590

10 329

2 432

10 869

-2.0

0.4

8.7

-10.5

6.0

1.5

27.5

-1.4

8.9

7.4

2.3

23.7

Total export production 87 433 95 522 110 219 -2.6 5.3 9.8

Exports of old ships and aircraft
Stock changes

523

123

1 308

2 174

3 345

92

Total merchandise exports 87 833 94 658 113 472 -1.0 5.1 13.1

Source: National Economic Institute.

about half the increase in export earnings. Exports of demersal fish other than cod

(especially oceanic redfish) rose markedly, as trawlers shifted some of their

efforts to deep-sea areas beyond Iceland's fishing zone. The shrimp catch also

continued to expand. Exports of marine products are the fruits of the combined

efforts of the fishing and fish processing sectors. The latter has generally per¬

formed better in recent years, reflecting increased processing of fish caught by

foreign boats and a shift to processing-intensive species.

Exports of manufactured goods also surged in 1 994, with almost all product

categories registering increases in both volumes and krona prices. The wide¬

spread nature of the increases is indicative of the two general factors for growth:

the improvement in competitiveness, especially due to the 1 992-93 decline in the

real exchange rate, and the recovery in world demand. More specifically, alumin¬

ium exports, which constitute nearly half of all manufactured exports, rose 23 per

cent in value, with a 7 per cent increase in volume and a krona price increase of

16 per cent. In February 1994, a memorandum of understanding was signed by

key producing countries (not including Iceland) pledging to cut production over

the following 18 to 24 months in a bid to boost prices which had declined owing

to recession-related weakness in demand and increased supplies from Russia.

Since that time prices rose from $1 100 per tonne to a peak of over $2 000 per

tonne in early 1995, before falling back to around $1 800 more recently. Ferrosil-

icon production rose only 2 per cent, despite improving world markets, owing to

a disruption caused by an accident at the plant. Manufactured exports excluding



Diagram 2. EXPORT PRICES AND THE TERMS OF TRADE
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these power-intensive products increased by over 20 per cent. Merchandise

exports were also aided by a sale/leaseback agreement reached by the nation's

major airline with a foreign firm. This deal boosted export volumes by roughly

2 percentage points.3 Nominal exports of non-factor services expanded 8 per

cent, with an 3 per cent gain in volume terms. Two areas that posted particularly

large gains were tourism, reflecting a 15 per cent increase in the number of

visitors, and transportation services, benefiting from the overall rise in export
volumes.

Domestic demand, saving and the current account

1993' s export-led growth broadened in 1994 as domestic demand recovered.

The improving economic climate was registered in final domestic demand, which

rose 1 per cent in 1994 following two years of sharp declines. Rising real

personal income generated a slight recovery in personal consumption, which rose

a modest 2 per cent after plunging 9 per cent over the previous two years

(Table 2), a result of worsening in the terms of trade and rising unemployment.

Tabic 2. Demand and output

Percentage change in volume terms, 1990 prices

1990 1991 1992 1993 19943

Private consumption
Public consumption
Gross fixed investment

Business

Residential

Public

Final domestic demand

Stockbuilding '
Total domestic demand

Exports of goods and services
Imports of goods and services
Foreign balance '

GDP

GNP

Gross national income2

0.5 4.1 -4.4 -4.5 1.7

4.4 3.2 -0.8 2.0 1.4

2.6 2.0 -11.1 -10.4 -1.1

5.2 3.6 -17.1 -23.9 0.2

-0.6 6.0 -0.4 4.0 2.0

-1.4 7.3 -3.6 15.1 -6.6

1.6 3.5 -5.0 -4.2 1.2

-0.2 1.6 -0.3 0.2 -0.3

1.4 5.2 -5.3 -4.0 0.9

0.0 -5.8 -1.7 6.4 10.2

1.0 5.5 -7.8 -8.5 4.7

-0.4 -3.9 2.2 5.0 2.2

1.1 1.3 -3.3 0.9 3.0

1.2 1.1 -3.4 0.8 3.2

0.5 2.6 -4.1 -0.9 3.7

1. Contribution to GDP growth, i.e. changes in aggregates expressed as a percentage of GDP of the previous year.
2. GNP adjusted for effects of changes in the terms of trade.
3. Estimate.

Source: National Economic Institute and OECD.



Brighter economic prospects and lower interest rates contributed to the turn¬

around in housing investment, which rose for the first time in five years. The

government sector provided no impetus to the economy in 1994 because rising

real government consumption at both the central and local government levels

managed only to offset the decline in public investment, as the temporary con¬

struction projects that were initiated in 1993 began to unwind.4

Business fixed investment stabilised after having fallen dramatically in 1992

and 1993. While the declines had been widespread across industries, they were

particularly large in the transport, fishing and electric power generation sectors.

In 1994, real investment in the especially volatile fishing sector posted a 40 per
cent gain but remained only about half the average level recorded over the

1984-93 period, reflecting the sombre near-term sectoral outlook. Real invest¬

ment in the transport and electric power generation sectors continued to fall to

levels well below their ten-year averages. Investment in fish processing rose

markedly, reaching a level not far from its average over the past decade.

The developments in domestic demand were echoed in merchandise imports

which posted their first real increase in three years. About one-third of imports
are capital goods (including automobiles) which remained virtually level, mim¬
icking the pattern of business fixed investment. Import volumes of intermediate

goods picked up considerably, reflecting the rebound in domestic production, and

consumer goods (excluding autos) edged up, as the effects of real income gains

more than offset the rise in relative prices: import prices advanced more rapidly
than domestic inflation owing to the carry-over effects of the devaluation and a

small rise in foreign prices. Combined with developments in export prices, the
overall terms of trade were largely unchanged in 1994.

The robust export growth coupled with moderate expansion of imports
meant that the trade account posted a surplus equal to 43/4 per cent of GDP, the

largest since independence. The current account also posted a significant surplus
(Table 3) for the first time since 1986. The current account surplus is much

smaller than that on the trade account owing to the servicing costs of the large

amount of foreign debt that was accumulated as a result of the persistent deficits

since the early 1970s. The current account surplus and reductions in foreign
reserves financed large capital outflows in 1994, entailing a reduction in short-

and long-term debt positions by financial institutions and increasing outflows for



Table 3. Balance of payments
IKr billion

Merchandise exports
Marine products
Aluminium and ferrosilicon

Other

Merchandise imports
Ships and aircraft
Other

Merchandise trade balance

Non-factor services exports
Travel

Transportation
Defence force

Other

Non-factor services imports
Travel

Transportation
Other

Non-factor services balance

Net investment income

Unrequited transfers

Current-account balance

Capital-account balance
Direct investment, net

Portfolio investment, net

Long-term borrowing, net
Short-term capital movements, net

Errors and omissions

Overall balance of payments

1991 1992 1993 1994

91.6 87.8 94.7 113.5

73.2 69.9 74.6 85.7

9.8 9.7 10.6 13.5

8.5 8.2 9.5 14.2

94.6 87.9 82.4 93.0

6.3 6.6 2.2 4.2

88.3 81.3 80.2 88.8

-3.1 -0.1 12.3 20.5

36.4 36.5 43.5 46.9

8.0 7.4 8.9 9.6

13.0 12.2 15.6 17.0

9.4 9.8 9.1 9.5

5.9 7.1 9.9 10.7

36.5 34.8 40.8 42.1

17.3 16.6 17.9 17.5

11.9 10.8 12.8 13.7

7.3 7.4 10.0 10.9

-0.2 1.7 2.7 4.8

-14.8 -13.6 -14.6 -15.2

-0.3 -0.4 -0.2 -0.9

-18.3 -12.4 0.2 9.2

17.8 16.2 -5.3 -22.6

1.6 0.5 0.2 -0.1

1.3 -0.9 -2.8 -7.5

14.6 13.1 6.4 -6.2

0.3 3.5 -9.1 -8.7

1.3 0.7 -0.6 -0.6

0.7 4.5 -5.7 -14.0

Source: Central Bank of Iceland.

portfolio investment (Table 4). The latter may have been a response to liberalisa¬

tion of capital markets and the desire of investors to diversify their portfolios.

Among broad sectors only the Treasury increased its net external debt position,

and the Central Bank reduced its net foreign asset position. As a result of these



Table 4. Net external position

IKr billion, end of period

1990 1991 1992 1993 1994 '

Total long-term foreign debt
Public sector

Treasury
Government enterprises
Municipalities

Financial institutions

Commercial banks

Investment credit funds

Private non-financial sector

Fisheries

Manufacturing

Transportation
Other

Short-term foreign debt
Public sector

Commercial banks

Private non-financial sector

Foreign assets2
Public sector

Commercial banks net liquidity
Private non-financial sector

Central Bank, net

Portfolio investment, net

Net external debt position
in per cent of GDP

176.7 191.4 228.1 265.0 257.1

96.7 109.4 133.5 158.4 168.0

59.5 67.7 86.7 101.9 113.2

31.3 35.7 38.7 46.6 45.4

5.9 6.0 8.0 10.0 9.4

59.4 60.4 70.1 81.3 68.6

25.3 25.1 26.3 27.6 22.1

33.9 35.2 43.7 53.7 46.6

20.6 21.6 24.6 25.3 20.5

1.0 1.0 1.8 1.6 2.5

1.5 1.3 1.2 1.0 0.9

12.9 15.6 17.5 18.6 14.7

5.2 3.6 4.1 4.1 2.4

21.0 22.5 25.1 22.3 15.4

0.3 0.1 0.6 0.4 0.0

11.4 13.4 15.9 14.5 7.9

9.3 9.1 8.6 7.4 7.5

39.1 40.1 45.2 45.9 34.9

0.0 1.0 0.1 0.3 0.1

2.8 3.4 3.0 5.2 6.2

12.8 11.6 11.1 11.8 12.7

23.4 24.1 31.1 28.9 15.0

0.0 -1.3 -0.4 2.5 9.9

158.6 175.2 208.4 238.8 228.9

43.6 44.1 52.2 58.0 52.8

1. Preliminary figures.
2. Excluding portfolio investment.
Source: Central Bank of Iceland.

capital movements, and a broadly stable exchange rate (see Chapter II), net

foreign debt in krona terms fell for the first time in at least twenty-five years, and

the foreign-debt-to-GDP ratio eased.5

Inflation and the supply side

Labour-market slack and a stable currency provided an environment for

further gains on the inflation front. Consumer prices inched up only 1 'A per cent

10



in 1994, compared with a 4 per cent rise in 1993, and they were unchanged over

the August to December period (Diagram 3). These are the lowest figures

recorded in Iceland since the second World War, except for brief periods in the

1 950s. Some o^the improvement over 1 993 reflects the reduction of the VAT on

food products in January 1994,6 but much of the improvement can be credited to

slack labour market conditions. In addition, prices of imported goods remained in
check owing to the stable exchange rate.

The unemployment rate was on average a half percentage point higher in
1994 than a year earlier (Table 5). While the labour market continued to deterio¬

rate during the first half of the year, conditions appeared to improve in the latter

half. The April labour force survey indicated that the unemployment rate stood at

5.9 per cent, well above the 5.5 per cent rate recorded the previous April or the

5.0 per cent rate of November 1993 (these figures are not seasonally adjusted).

The level of registered unemployment also was consistently higher than year-

earlier figures.7 However, over the second half of the year the labour market

steadied and then began to improve. The November labour market survey found

only a 4.7 per cent unemployment rate, and the level of registered unemployment

Diagram 3. INFLATION PERFORMANCE
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Table 5. Labour market conditions

1980-87 1988 1989 1990 1991 1992 1993 1994

Unemployment rate
Registered
1LO definition1

0.7

n.a.

0.6

n.a.

1.7

n.a.

1.8

n.a.

1.5

2.4

3.0

4.3

4.3

5.3

4.7

5.3

Man-days lost due to
work stoppages (thousand) 90.0 101.0 80.0 0.2 3.0 0.4 0.1 90.0

Wages2 (percent change)
Nominal

Real

42.3

0.4

27.5

1.6

13.6

-6.2

7.2

-6.7

8.2

1.3

5.8

0.6

1.1

-3.6

1.0

-0.5

1 . Average of spring and autumn surveys.
2. Average day-time earnings of ASI members, including bonuses and produclivily-relatcd payments.
Source: National Economic Institute and Statistical Bureau of Iceland.

also dipped below year-earlier figures. Nevertheless, the continued high level of

unemployment, by Icelandic standards, has resulted in very moderate wage gains.

The wage agreements made in mid- 1993 by the employers and the Icelandic

Federation of Labour called for a nominal wage freeze through 1994 and reviews

of the agreement in November 1993 and May 1994. At the May review it was

decided to give a one-time bonus of IKr 6 000 to each full-time employee. The

central agreements provide a baseline for individual agreements that incorporate

local, firm- or industry-specific developments. As a result of both the central and

satellite agreements, overall wage rates grew at roughly a 1 per cent pace in 1 994

(thus falling slightly in real terms), indicating little wage pressure in labour

markets. However, labour stoppages reappeared in 1994 and 1995. At the begin¬

ning of 1994 there was a two-week strike by the fishermen's union over income/

revenue-sharing issues,8 and at year-end there was a protracted strike by nurses'

aides which was settled after the government agreed to a set of provisions that

imply a wage increase of around 7 per cent. Then in February 1995, a nation¬

wide strike by teachers got underway; no agreement had been reached when this

survey was finalised. Shortly thereafter, a wage agreement covering the period

until end- 1996 was reached in the private, non-bank-sector. The pact provides for

wage increases in two stages worth from over 5 per cent to about 15 per cent

(higher amounts for the lower paid), with an average of about 7 per cent. After-
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tax wages will rise slightly faster due to the elimination of employee pension-

plan contributions from the tax base.

Along with slack in labour markets there appears to be untapped capacity in

some key areas of the manufacturing sector which will undoubtedly be drawn on

given the favourable export market conditions. The real value of the krona is well

below its average for the 1980-93 period, by 10 per cent in terms of relative

prices and 17 per cent in terms of labour costs. The Central Bank's index of

competitiveness, which includes both input and output prices, shows a stable

outlook for profitability in the export sector (Diagram 4). In addition, the price

rises for aluminium and ferrosilicon make it profitable to expand production at

these plants: discussions are underway regarding the possible expansion (by

60-90 per cent) of the production capacity of the existing aluminium smelter,

although the uncertainties in the aluminium market are probably discouraging the

development of another separate aluminium plant.9 But exploratory actions on the

construction of a zinc ingot plant are well under way. Iceland's relatively inex¬

pensive hydroelectric and geothermal energy make it an attractive site for invest¬

ment in energy-intensive materials-processing plants.

Diagram 4. INDEX OF COMPETITIVE POSITION1
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Source: Central Bank of Iceland.
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The major trouble spot on the supply side of the economy is the state of the

fisheries. Iceland's fishing industry has been burdened for a number of years by

declining stocks of cod, which still accounts for over one quarter of the value of

the fish catch. The decline is partially attributable to overfishing and poor envi¬

ronmental conditions in the late 1980s and continued overfishing more recently.10

In addition, the size of the recruitment classes appear to have been disappoint¬

ingly small, given the size of the fish stock and the environmental conditions. The

government has traditionally chosen a total allowable catch (TAC) or catch quota

in excess of the recommendations of the Marine Research Institute (MRI), and

effort quotas and other flexibilities in the system have allowed the actual catch to

exceed the national TAC.11 In the summer of 1993, the national TAC was set at

165 000 tonnes (the total TAC of 165 700 tonnes includes an additional small

amount for vessels from the Faroe Islands) for the September 1993/August 1994

fishing year, a sharp reduction from the 205 000 tonne limit set for the previous

year, but well in excess of the MRl's recommendation, especially considering the

likelihood that the catch would exceed the TAC. In the event, the catch was

nearly 200 000 tonnes, a level which according to the MRI estimates caused

further erosion in the fishable stock and the spawning stock.12 It is estimated that

the fishable stock is now at a historical minimum, and for the 1994/95 fishing

season the MRI recommended a catch of 130 000 tonnes and projected that a

catch averaging 160 000 tonnes over the next three years would most probably

keep the spawning stock at its current low level. In the event, the national TAC

for 1994/95 was reduced by only 10 000 tonnes, to 155 000 tonnes (Table 6), but

the contractionary effect should be larger, because it is likely that the domestic

catch will not exceed the national TAC by as much as it did this past year. For

the first time, small boats will be subject to effort quotas that can effectively limit

their catch; most of the overrun in 1 993/94 occurred because the catch by the

small boats was much greater than had been expected by the government.13 The

catch of 1 55 000 tonnes in 1 994/95 is expected to lead to a small increase in the

cod stock, even though the MRI's recommended catch level would have led to a

faster recovery in the stock toward its optimal size. Biological and economic

calculations (Working Group on the Exploitation of Fish Stocks, 1995) show that

it may be profitable to cut catches of cod even further below the 1 30 000 tonnes

suggested by the MRI. But these results depend crucially on assumptions con¬

cerning the ability of the economy to cope with the effects of such reductions.
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Table 6. Declining codfish catch and stocks

Thousands of tonnes per year '

1989 1990 1991 1992 1993 1994 1995

Total allowable catch

MRI2 recommendation

Government-set quota
Actual landings3

Landings as a percent of
recommendation

Fishable stock"

Spawning stock5

300 250 240 250 190 150 130

327 302 247 266 206 166 156

356 335 247 274 235 196 n.a.

119 134 100 110 124 131 n.a.

1 032 841 706 565 570 593 510

270 349 238 228 228 235 230

1 . Figures for 1 989-90 are calendar years, 1 99 1 is from January lo August, and thereafter are fishing years (September of the
previous year to August).

2. Marine Research Institute.

3. Includes I to 2 thousand tonnes for vessels from Faroe Islands subjeel lo a separate quota.
4. Stock in tonnes of fish ages 4 to 14, as estimated by MRI.

5. Stock of sexually mature fish. The 1995 estimate is based on a 160 000 tonne catch in 1995.
Source: Marine Research Institute.

One proposal is to adopt a quota-setting rule: the TAC would be a fixed propor¬

tion (say 22 per cent) of the fishable stock.

Only fortuitous environmental conditions and recruitment classes will allow

an expansion of the catch over the next four or five years; it is more likely that

the cod catch from Icelandic waters will be constrained to levels not generally

experienced since early in the century. Distant waters have provided some near-

term respite but may not develop into a source for further growth, given the

competing claims on it and the record of what happened to other nearby stocks.14

Diversification to other species also holds only limited further scope. Of the other

major demersal species, further exploitation of haddock and redfish are consistent

with maintaining stock levels, but the catches for other fish are either at or above

their maximum sustainable yields.15 Moreover, the potential size of the catch of

these species is dwarfed by the size of the cod catch, and thus they cannot replace

the value lost from the halving of the cod catch over the past decade. The MRI

recommendations allow for greater exploitation of herring and capelin for the

most part, relatively low-value fish, but not of crustaceans. There is a good

chance that more herring will be available from the big Norwegian/Icelandic

spring-spawning stock, should it migrate out of Norwegian juristiction.
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In short, the fisheries industry may not be a source of economic growth over

the near term, and further consolidation appears to be in the making. While the

National Economic Institute's estimates show positive profitability for demersal

fishing overall, there is much dispersion: freezer trawlers have averaged net

profits of 11 per cent of gross income over the past five years, non-freezer

trawlers have moved from profitability to nonprofitability over the same period,

and boats (from 21 - 200 GRT) have consistently experienced losses. Although

no data exist, very small boats (below 6 GRT) are probably profitable, since there

has been substantial entry by small boats in recent years, but they will be

experiencing a sizeable reduction in effective fishing rights as they move under a

more binding form of effort quota. The new Fisheries Development Fund, which

replaces the Fisheries Rationalisation Fund,16 has proffered grants of nearly

IKr 3 billion to decommission some 8 per cent of Iceland's fishing fleet. As from

1 995, vessel owners receive grants of 40 per cent of the hull insurance value up

to a maximum of IKr 93.1 million (down from 45 per cent and 90 million in

1994) and in return must not renew their ships which are stricken from the

registry and lose fishing rights.17

Near-term outlook

Prospects for income and output look fairly solid over the next few years,

despite the bleak near-term outlook for the fisheries sector. The strengthening of

domestic private consumption and investment demand should be more than

sufficient to offset weakness in export production. Moreover, the fisheries sector

is not the sole determinant of exports; rising manufacturing and services exports

fuelled by the relatively low value of the krona and the rebound in foreign
demand should support continued, albeit relatively weak, export volume

increases. Overall the economy is poised for growth of around 2'h per cent over
each of the next two years (Table 7).

On balance, fiscal policy should have little impact on the economy in 1 995;

only minor provisions have been implemented on the tax front, government

consumption and capital spending are targeted to be little changed in real terms,

and no major changes in transfers or subsidies have been implemented. Thus,

private consumption will be largely determined by earnings prospects. With

brighter prospects, the savings rate is expected to edge down, and real personal
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Table 7. Short-term projections

Percentage changes, volume (1990 prices)

Private consumption
Government consumption
Gross fixed capital formation
Final domestic demand

Change in stockbuilding '

Total domestic demand

Exports of goods and services
Imports of goods and services

Change in foreign balance '

GDP

GDP implicit price deflator
Consumer price index
Unemployment rate (in percent)
Current balance2

1 . As a percentage of GDP in the previous period.
2. As a percentage of GDP.
Source: National Economic Institute and OECD.

1995 1996

Official forecast

March 1995
OECD OECD

3.9 3.7 3.0

2.0 2.0 2.0

4.4 4.9 5.1

3.5 3.5 3.1

0.0 0.1 0.0

3.6 3.7 3.1

2.9 2.9 3.0

4.5 6.5 5.5

-0.6 -0.9 -0.6

3.0 2.5 2.3

3.0 3.6 2.9

2.5 2.6 2.9

4.3 4.5 4.4

2.3 2.4 2.3

consumption is projected to post a 4 per cent gain. Double-digit increases in

housing permits during the second half of 1994 point to continued growth in

residential investment, reflecting improving personal finances and the increasing

use of mortgage financing. Growing domestic demand and favourable export

markets will generate increased business investment outlays, at least outside the

fishing sector. In addition, investment outlays will be bolstered when work begins

on the Hvalfjordur tunnel, which is projected to begin in 1995 and be completed

in three years. Accelerated depreciation provisions temporarily in effect for 1994

and 1995 should have little effect but may encourage businesses to shift invest¬

ment from the beginning of 1996 to the end of 1995. Further sale/leaseback

agreements in 1995 will artificially depress investment and boost exports in 1995,

with a reversal in 1996. Import volumes will rise somewhat more rapidly,

reflecting the rise in domestic demand particularly for import-intensive invest¬

ment goods, and reduce the trade surplus. Despite the narrowing in the trade
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surplus, the current account will probably continue to record modest surpluses,
allowing a continued easing in the foreign-debt-to-GDP ratio.

The moderate prospects for growth imply that labour markets will tighten,

but not excessively; it is likely that the seasonally adjusted unemployment rate

will fall only modestly. The continued slack should promote moderate wage

increases economy-wide, in line with those reached in February in the private

non-bank sector; if realised, this will result in slowly rising unit labour costs.

This is a prerequisite for the maintenance of the current level of the exchange rate

and increases in domestic prices similar to those of trading partners. Consumer

prices are projected to rise somewhat faster than in 1994, with inflation rising to

nearly 3 per cent in 1996.

Of the many risks to the projections, the most important ones relate to the

development of export markets and of the output of the fisheries sector. The

projections are based on continued expansion of world markets and improved

fish and aluminium prices. Prices of the latter have been rising of late and are

approaching the upper ranges experienced over the past decade. The risks are

probably balanced for movements in either direction.18 Persistently high alumin¬

ium prices may make it profitable to enlarge the aluminium smelter which would

sharply increase investment and GDP in 1996.19 Changes in fish prices have

traditionally flowed through national income to domestic demand quite quickly,

in part because of revenue-sharing arrangements in the fishing industry. For

marine export production, the risks may be unbalanced, with a greater probability

of a significant decrease in cod fishing, owing either to further deterioration of

the Icelandic stock or to reduced access to distant waters, than there is of

significant increases in the catch. Private consumption and investment are

expected to provide the near-term impetus to domestic demand. However, house¬

holds may opt to stem the ongoing rise in their debt burdens,20 which would

weaken consumption and residential investment and thereby dampen the

expected reversal in business investment. Historically, government spending has

exceeded Treasury projections, particularly in election years; here the risks are

probably higher for greater impetus to demand. Finally, there is uncertainty about

wage and price developments. Iceland has little experience with the levels of

unemployment reached in recent years and the wage accords and inflation pres¬

sures that will develop with 4]h per cent unemployment is uncertain. Neverthe¬

less, it is likely that the Iceland will further distance itself from its high-inflation

past.



II. Economie policies

Fiscal policy: struggling to contain the deficit

Introduction

Over the past seven years of economic restructuring and stagnation the

authorities have struggled to control the budget deficit. Fiscal consolidation has

been one of its primary goals, despite the inhospitable economic conditions, yet

success has been elusive. Efforts have been focused on expenditure reduction;

but spending has remained stubbornly high, oscillating between 26V2 and

28V2 per cent of GDP. This reflects alternation between budget cuts and fiscal

concessions, but over the last 3 years expenditure have fallen as a share of GDP.

In the late 1980s taxes were raised, but since 1989 tax policy has not been used to

cut the deficit, as the major changes in tax law have usually been designed to be

approximately revenue neutral; thus, revenues have varied within a narrow range

of 25 to 26 per cent of GDP. The 1994 budget followed the recurrent pattern of

intended fiscal stringency upon its passage the preceding December, despite a

bleak economic outlook, that was subsequently undone, in part to accommodate

the wage negotiations. Only unexpectedly good economic news kept the deficit

on track. Indeed it was actually smaller than budgeted, but at 1.7 per cent of

GDP, it was only slightly lower than the average outcome over the past eight

years.

At the time of passage, the 1995 budget aimed at further deficit reduction,

but with the better-than-expected 1 994 outcome, the 1 995 budget now shows no

progress towards fiscal consolidation: expenditures are slated to be constant in

real terms, but revenue growth is held down by the carry-over effects of earlier

tax cuts, and the deficit is projected to remain unchanged. While the deficit has

been boosted by measures taken to conclude the latest wage negotiations, these
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may well be offset by additional revenues owing to higher economic activity. Yet

given the history of overruns on the expenditure side of the budget, even this

stability is far from certain to be realised. The Treasury's net debt position, at

some 30 per cent of GDP in 1994, is still low relative to the OECD average, but it

has risen substantially from the 8 per cent figure recorded in 1988, and it will

continue to rise unless further progress is made in fiscal consolidation. Nonethe¬

less, while the deficit has not been reduced as much as planned, a certain number

of fiscal-policy-related reforms have made important contributions to the restruc¬

turing of the economy: reducing tax rates and broadening tax bases, overhauling

agricultural support programmes and discontinuing the use of direct Central Bank

financing of the deficit should not be overlooked when evaluating the successes

and failures of fiscal policy actions over the past decade.21

Recent outcomes

During the mid-1980s, while the economy was growing strongly and

resource use was at unsustainably high levels, the Treasury deficit moved from a

rough balance early in the decade to a deficit of 1 per cent of GDP in 1987

(Diagram 5).22 This left the Treasury ill-prepared for the recent period of eco¬
nomic stagnation, being saddled with the unenviable task of balancing the needs

of fiscal consolidation and macroeconomic stabilisation.23 The result of pursuing

these two conflicting goals has been a set of policies that has yielded little

improvement in the deficit since 1989. Fiscal consolidation efforts have been

essentially offset by the effects of the automatic stabilisers. The swing in eco¬

nomic activity from more-than-full resource utilisation in 1989 to excess capacity

in 1994 may have made for an increase in the deficit as a share of GDP by

2 percentage points. As the actual deficit was little changed, the cumulative net

deficit reduction efforts would have equalled about 2 percentage points of GDP.24

However, given the uncertainties about the evolution of the NAWRU (non-

accelerating-wage rate of unemployment) and potential output, it is unclear how

much improvement in the structural deficit there has been over this period, as at

least some of the sub-par growth in recent years reflects longer-term structural

changes in addition to demand and transitory supply shocks.25

An important element of budget policy has been the adjustments made after

the budget's annual approval in December. Indeed, these adjustments, particu¬
larly those made to assist conclusion of the wage negotiations, have often been
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Diagram 5. TREASURY REVENUES, EXPENDITURES AND DEFICITS
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Source: Ministry of Finance.

substantial and make the budget a less reliable guide to budget outcomes. Rather,

the budget has the character of a target which would be met only under optimal

conditions. Even though there is much uncertainty about the evolution of the

economy and thus of the bases for each type of taxation, the revenue forecasts

have proven to be reasonably unbiased and accurate (Diagram 6). This probably

reflects several factors: the structure of the Icelandic tax system implies that

revenues respond less than proportionately to changes in current-year GDP;26 the

deviations of the economy from budget assumptions have generally been small;

and discretionary changes to tax policy after the beginning of the budget year

have been limited. However, spending has, on average, run 4lh per cent above

projections, owing largely to changes in fiscal policy after the budget is passed.

Given this pattern, success in consolidation will require either a sharp diminution

of fiscal concessions after the fiscal year has begun or more aggressive deficit

reduction efforts when the budget is passed in December.
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Diagram 6. BUDGET OUTCOMES RELATIVE TO PROJECTIONS
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The 1994 outcome

The Treasury posted a IKr Th billion deficit in 1994, IKr 2 billion below

what was projected in the budget passed in December 1993 (Table 8). This is the

first time since 1 984 that the actual deficit has been below projections and reflects

the effects of two opposing forces: higher expenditures due to discretionary
actions taken after the initial budget was approved and higher revenues due lo a

much better-than-expected macroeconomic climate. At the time the budget was

passed in December 1993, real GDP was projected to decline about Th per cent
in 1994, and fiscal policy was aimed at keeping the deficit at the 1993 level of

IKr 9'/2 billion (272 per cent of GDP) through holding the line on expenditures.
The necessary expenditure cuts were augmented to some extent by the effects of

tax cuts enacted earlier that were expected to reduce revenues in 1994. The rise in

overall spending was expected to be held to 1 per cent primarily by reducing

operating and capital outlays.27 In addition, social security payments were

expected to be cut by nearly IKr 1 billion through reforms in the sickness

insurance programme. Besides these new discretionary measures, further reduc-
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Table 8. Treasury finances

IKr billion, cash basis

Total revenue

1992

Outcome

1993

Outcome

1994 1995

Budget Outcome
% change from 1993

Budget
% change

Budget Outcome
from 1994

103.4 103.2 104.1 109.6 0.9 6.2 112.1 2.3

Direct taxes 20.3 20.3 21.3 23.2 5.1 14.1 22.8 -1.8

Indirect taxes 75.4 75.9 75.4 78.5 -0.6 3.5 81.7 4.1

Import duties and excises 8.2 7.7 7.9 8.1 3.1 5.3 8.7 7.6

VAT 39.9 40.5 38.8 40.9 -42 1.0 42.2 3.1

Social security 9.6 10.0 10.2 10.5 2.6 5.5 10.9 3.7

Other 17.7 17.7 18.4 19.0 4.0 7.2 19.9 4.9

Other revenue 7.7 7.1 7.4 7.9 5.2 12.4 7.6 -4.0

Total expenditure 110.6 112.9 113.8 117.0 0.8 3.7 119.5 2.1

to Consumption 44.9 47.9 46.5 48.8 -2.9 2.0 49.2 0.8

LO Transfer payments 46.2 42.9 44.0 45.1 2.5 5.1 46.4 2.9

Social security 28.7 28.9 29.5 29.3 2.1 1.4 30.6 4.4

Agricultural subsidies 9.4 6.5 5.8 5.7 -11.7 -12.5 5.7 0.0

Other 8.1 7.5 8.8 10.1 16.7 34.3 10.1 0.2

Interest payments 8.3 9.7 11.5 10.7 17.7 10.0 12.3 14.9

Capital expenditure 11.1 12.3 11.8 12.4 -4& 0.5 11.6 -6.3

Revenue balance -7.2 -9.6 -9.6 -7.4 -0.1 -23.1 -7.4 0.3

Source: Ministry of Finance.



tions in agricultural subsidies were expected from the wholesale changes in

agricultural support programmes made in 1991. Offsetting these reductions were

the expected increases in interest payments and unemployment benefits. Interest

expenditures were projected to rise 18 per cent owing to the rising level of

overall debt to finance the deficit and the revaluation of interest payments on

foreign debt as a result of the June 1993 devaluation.28 Unemployment benefit

payments were also expected to rise as the contraction of GDP would boost the

unemployment rolls.

In the event, outlays rose nearly 4 per cent in 1994, 3 percentage points

more than budgeted, due to discretionary decisions taken by the government

during the year. A portion of the IKr 3 billion overrun reflects fiscal concessions

made by the government to help conclude the 1994 wage agreements between

private-sector employers and employees, a virtually perennial phenomenon.29

Capital expenditures exceeded budget projections by only IKr V2 billion, although

over IKr 1 V2 billion was added during the year for, among other things, a new

rescue helicopter, some construction expenditures related to the Vestfirdir tunnel,

and new offices for the Ministry of Foreign Affairs. Government consumption

rose 2 per cent, 4 percentage points above budget plans, reflecting overruns in

health and education and new wage agreements with civil servants. Transfer

payments also exceeded expectations by IKr 1 billion because the government

failed to implement its planned reductions in sickness insurance outlays and also

voluntarily boosted payments to social security and unemployment benefit recipi¬

ents by nearly IKr 'h billion, in line with the general wage agreements.

Revenues rose 6 per cent in 1994, much stronger than the 1 per cent increase

projected in the budget and somewhat faster than overall GDP growth. The

difference between the projected and actual outcomes largely reflects the better-

than-expected economic performance, as no discretionary actions were taken. It

now appears that the real economy grew about 3 per cent in 1994, implying a

level of output about 5'h percentage points greater than projected in the budget.

Thus, the Treasury estimates that the reversal of macroeconomic fortunes by

itself boosted revenues in 1994 by 4 to 4V2 per cent during the year.30

Individual income and wealth taxes surged 20 per cent in 1 994, far outstrip¬
ping wage gains of about 3 per cent,31 owing to the positive cash flow effects on

Treasury revenues from the reshuffling of tax bases between the Treasury and the
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municipalities, the spillover effects of the 5 per cent surtax enacted for 1993 and

1994, and a 0.4 percentage point boost in the personal tax rate to help finance

reductions in the VAT for food products.32 Receipts from corporate income and

wealth taxes declined 6 per cent, as the lowering of the marginal tax rate from

39 to 33 per cent and a shift of the proceeds of the office property tax33 to the

municipalities outweighed the rise in corporate profits. Taxes on goods and

services were buffeted by a variety of influences. Changes in the VAT were

expected to reduce revenues on balance, as the losses from cutting the VAT on

food products from 24'/2 per cent to 14 per cent were larger than the gains from

the extension of the VAT to hotel services and the spillover effects of last year's

VAT base broadening. This lowering of effective tax rates was more than offset

by the rise in consumption.34 Revenues from the employer's social security tax

were lifted by the rising wage bill, the 0.4 percentage point increase in the tax

rate and the end of the temporary exemption of export industries from the tax for

the second half of 1993. Increases in other revenue were held down by a further

reduction in the foreign currency tax, which will be abolished at the end of
1995.3S

The 1995 budget

The 1995 budget is designed to hold the deficit at IKr 7 'At billion and the

deficit-to-GDP ratio at Vfa per cent, near where it was in 1990, before fiscal

policy was considerably loosened in 1991.36 The budget is based on real GDP

growth of about 2 per cent, inflation of 2 per cent and a slight decline in the

unemployment rate. As in previous years, the government is looking to modera¬

tion in expenditure growth to pare the budget deficit: specifically, spending

growth is targeted at near the projected rate of inflation. On the revenue side,

several small provisions that narrow the tax base were passed, but they were

offset by tax rate increases.

The principal source of budget savings is a IKr 1 billion, or 6 per cent,

reduction in planned capital expenditures.37 Public infrastructure outlays were

expanded dramatically in 1993 and 1994 to provide a short-term jobs programme.

With the return to a growing economy these are being phased down. Moreover

some one-time capital expenditures, such as the rescue helicopter and the appro¬

priations for tunnel-related construction will not be repeated in 1995. Govern¬

ment consumption is expected to rise only 1 per cent as across-the-board belt
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tightening is expected to outweigh real increases in nursing home and other

health care services. Transfer payments are projected to rise above the rate of

inflation, even though they are being restrained by the non-repetition of the one¬

time boost to social security benefits made in 1994 and steady agricultural

subsidies. In 1995, a new rent subsidy programme is being introduced. This

programme is managed by the municipalities, but partly financed by the Trea¬

sury, which is providing IKr 400 million by scaling back lending facilities for

low-income groups. Interest payments are expected to rise 15 per cent, well

above the pace of overall debt growth, in part because of the timing of certain
cash transactions.

Revenues are expected to grow only 2 per cent in 1995 compared to the

4 per cent growth in nominal GDP, in part because of the carry-over effects of

tax cuts enacted earlier which reduce revenue growth by about 1 percentage

point.38 In addition, several small changes to the tax code were made which, in

aggregate, are approximately revenue neutral. The largest provision is a one-year

extension (with some modifications) of the 5 per cent personal income tax

surcharge on upper income taxpayers which will boost revenues by IKr 300 mil¬

lion. In addition, petrol taxes were increased. Several tax reductions were imple¬

mented: the highest bracket of the net-wealth tax was abolished; pensioners will

now be able to exclude 15 per cent of their private pensions from the income tax;

and accelerated depreciation will be introduced for investments made in 1994
and 1995.

The government eased fiscal policy a bit for 1995 to facilitate conclusion of

the wage negotiations. Most important was the decision to phase-in an exclusion

of employee pension contributions from the personal income tax. These contribu¬

tions currently amount to 4 per cent of earnings; 2 percentage points are being

excluded as of April 1995, another 1 percentage point in July 1996 and the final

percentage point in July 1997. This measure will reduce tax revenues by

IKr 800 million in 1995 and IKr 2.2 billion in 1998 when fully effective. Three-

quarters of the revenue loss will be borne by the Treasury and the rest by

municipal governments. In addition, Treasury expenditures will be boosted by

IKr 500 million as a result of higher transfers to recipients of social security and

unemployment benefits to reflect the lump-sum payments included in the agree¬

ment for low-income workers. While these measures loosen policy, the govern¬

ment is committed to offset them in the future, according to a policy statement it
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issued. Over the near-term, the Treasury estimates that revenues may be roughly

IKr 700 million higher in 1995 owing to updated economic assumptions; thus,

even without tightening measures, the deficit may not deteriorate as much as

implied by the budget sweeteners.

Government borrowing and the medium-term fiscal outlook

Treasury debt has been growing rapidly since the mid-1980s owing to

several factors: financing the deficit and net lending operations by the Treasury,

devaluation and capitalisation of the inflation component of actual interest pay¬

ments. Gross Treasury debt was 47 per cent of GDP by the end of 1994, roughly

twice as large as only six years earlier. The Treasury provides loanable funds for

public enterprises, some of which are strictly providing intermediation services

and some of which are end users of the credit.39 To the extent that the Treasury is

providing intermediation services, borrowing by the Treasury does not place new

demands on national saving except to the degree that its intermediating efforts

boost credit demand by reducing the cost of borrowing for the end user. Interme¬

diation is recorded within gross borrowing and is removed by examining net

borrowing and debt levels which subtract out financial assets.40 The net debt

position of the Treasury has risen rapidly from 8 per cent of GDP at the end of

1987 to 30 per cent at the end of 1994, as the net foreign debt rose from 9 per

cent to 22 per cent and net domestic debt from -1 per cent to 8 per cent

(Diagram 7). A portion of the rise in the net foreign debt position results from the

real devaluation of the krona, especially in recent years, but it also reflects the

Treasury's continued reliance on foreign borrowing. Indeed, the Treasury relied

heavily on foreign markets in 1994 in order to ease interest rate pressures in

domestic credit markets. In addition, it issued IKr 1.1 billion in ECU-linked

bonds in the domestic market. This move shifted exchange-rate risk from the

private sector onto the Treasury which already faced substantial foreign-currency

risk, given the composition of its balance sheet.

The net debt-to-GDP ratio is projected to edge up in 1 995 even though the

deficit is expected to be held near its 1994 level and the economy is projected to

grow moderately. The National Economic Institute estimates that over the rest of

the decade real economic growth will average 2 per cent per year, with inflation

running about 2 per cent per year. Under these conditions and annual deficits

amounting to Vh per cent of GDP, the net debt-to-GDP ratio would exceed
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Diagram 7. TREASURY DEBT OUTSTANDING
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33 per cent of GDP by the year 2000 and would not stabilise until it reached

roughly 45 per cent.4' Even under this scenario, non-interest expenditures would

have to be cut or taxes increased as a share of GDP to offset the rising interest

burden as net interest payments would rise from 1 lh to 2'A per cent of GDP, if

real interest rates remain unchanged. At current real interest rates and with

modest prospects for real growth in coming years, a primary surplus of % per
cent of GDP is needed to stabilise the debt-to-GDP ratio at the current level.42

Recognising that maintaining current tax and spending policies would yield

greater indebtedness, the government adopted a medium term fiscal plan in 1994

which called for balancing the budget by 1998 through expenditure cuts. The

plan targeted a 5 per cent reduction in real public consumption, a 6 per cent cut in

transfers and significant reductions in public investment over the 1995-98 period.

If accomplished, this would reduce real interest rates and free up domestic saving

for investment. The 1995 budget, along with the adjustments for the wage

agreement, is consistent with the target path.
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Besides Treasury borrowing, the public-sector borrowing requirement

(PSBR) includes the financial needs of partly state-owned enterprises such as the

National Power Company and public financial institutions such as the mortgage

bond system and investment credit funds (Table 9). Again, as with Treasury

borrowing, these other borrowers account for a mixture of loan demands for final
use and for intermediation. Thus it is not instructive to use the PSBR as an

indicator of borrowing pressure, but it is indicative of the large role played by the

government in the credit markets. The PSBR peaked in 1991 at 10 per cent of

GDP and declined to 3'h per cent in 1994, with most of the movement reflecting

developments in mortgage-related borrowing, either by the Treasury or through

the mortgage bond system (see below). The PSBR, as reported by Iceland,

excludes the borrowing needs of the local governments. Their financial position

has deteriorated in recent years; on an accruals basis their deficit has moved from

a rough balance in 1990 to an estimated deficit of 3A per cent of GDP in 1994,

owing to rising public consumption expenditures as a share of GDP (Table 10).

Overall then, any financial improvement achieved by the central government in

recent years has been offset by the deterioration at the municipal level.

Table 9. Public sector borrowing requirement

1988 1989 1990 1991 1992 1993 1994 1995 '

IKr billion, net
Total 17.0 22.9 27.0 40.2 23.8 23.2 18.0 15.8

Treasury 8.2 7.5 7.9 14.7 7.2 10.7 14.8 9.4

Revenue balance 7.3 6.1 4.4 12.5 7.2 9.6 7.4 7.4

Net lending, etc.2 0.9 1.4 3.5 2.2 0.0 1.1 7.4 2.0

Other3 8.8 15.4 19.1 25.5 16.6 12.5 3.2 6.4

Percentage of GDP
Total 6.6 7.4 7.4 10.1 6.0 5.6 4.2 3.4

Treasury 3.2 2.4 2.2 3.7 1.8 2.6 3.4 2.0

Revenue balance 2.8 2.0 1.2 3.2 1.8 2.4 1.7 1.6

Net lending, etc.2 0.4 0.5 1.0 0.6 0.0 0.2 1.7 0.4

Other3 3.4 5.0 5.2 6.4 4.2 3.0 0.7 1.4

1. Projection by Ministry of Finance.
2. Includes lending by Treasury to public enterprises including the State Housing Fund.
3. Includes borrowing by partially public enterprises, the investment credit funds, and borrowing by State Housing Fund.
Source: Ministry of Finance.
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Table 10. Government finances

Deficit as a percentage of GDP, accrual basis

1990 1991 1992 1993 1994'

General 3.3 2.9 2.8 4.5 3.9

Central 3.4 2.8 2.4 3.3 3.0

Local -0.1 0.2 0.4 1.2 0.9

1 . Estimate.

Source: National Economic Inslilule.

Monetary policy: resisting upward pressure on interest rates

The year 1994 was marked by a notable calm in Icelandic financial markets

in comparison with the recent past, even though interest-rate pressures were

building steadily as from the spring. 1993 had been a year of successful achieve¬

ment of substantially lower interest rates43 after the krona devaluation of late

June, and such trends continued into early 1 994, with further downward pressure
on interest rates internationally. But in the wake of the sea change in interest rates

on foreign markets that got underway beginning in February with the first

increase in US rates in the current cycle, achieving still lower rates in Iceland

while at the same time maintaining a fixed exchange rate for the krona became

increasingly difficult, especially in light of the opening up of capital movements
that was proceeding apace.

Not unexpectedly, it was not long into the year that capital outflows began

to occur. It is difficult to distinguish possible one-off portfolio adjustments in

response to the liberalisation of the long-term capital account which occurred at

the beginning of 1 994 from those flows which resulted from the existing policy
stance and the ensuing interest-rate differential with abroad. But it is safe to say

that the linkages between domestic and foreign financial markets showed signs of

strengthening in the course of the year.44 February and March saw a capital
outflow of some IKr 6 billion (IV2 per cent of GDP), mainly in the form of

resident purchases of krona bonds issued by the Nordic Investment Bank in 1991

and a new issue by the Icelandic Treasury (denominated in US dollars). Other

capital outflows totalling some IKr 3 billion were intended to pay off foreign
debt. In addition, domestic borrowers, especially the investment credit funds
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(ICFs), began to react to the vanishing interest-rate differential by switching their

bond issuance to domestic markets, causing normal inflows to cease. By the late

spring the financial-market tide had turned, and both short- and long-term rates

began to move back up.

An accommodating monetary stance

The monetary authorities resisted the reversal throughout the year, at least

for long-term rates.45 The Central Bank bought marketable Treasury and related

government securities to the tune of about IKr 14 billion,46 more than doubling

their end- 1993 holdings, as the deposit money banks (DMBs) reduced their

positions in order to shift into foreign deposits; in all, its purchases represented

about two-thirds of the Treasury's total net borrowing in 1994, and more than

three times net domestic borrowing. Furthermore, pursuant to the 5 per cent

ceiling set by the government on indexed bond yields, the Treasury began to

refuse all available bids at primary auctions of longer-term government debt as

early as June (for two-year notes), and all government securities auctions for

domestic-currency debt with maturity greater than one year failed to generate any

accepted bids as from early September.

The government's resistance was also reflected in the market for State

Housing Fund (SHF) and so-called mortgage bonds.47 These securities have

traditionally carried a small premium of some 20 basis points over comparable

Treasury debt, but in the first quarter of 1994 the government made some

technical changes to make them more like Treasury instruments48 in order to

safeguard its decision to apply the 5 per cent interest-rate ceiling which it had

fixed for Treasury debt to these securities as well. But the market apparently

considered SHF debt to be more similar to mortgage bonds, and there was little

or no demand for new SHF issues at the ceiling rate. As rates on mortgage bonds

began to rise, due to a pickup in new construction and in sales of existing homes,

the premium on SHF bonds over Treasury bonds in the secondary market also

came under upward pressure. In a vain attempt to counteract that pressure, the

Central Bank bought some IKr 4.1 billion worth of mortgage bonds, largely in

the first half of 1994. And beginning in July the primary auction market for SHF

bonds dried up completely - all bids were rejected as from the third quarter -

forcing the Treasury to postpone all further Fund borrowing and to replace it with

IKr 7 billion of direct Treasury borrowing and immediate relending to the Fund.
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By year-end the secondary-market premium on mortgage bonds had widened to

some 70 basis points.

The year's capital outflows were also accommodated by a substantial reduc¬

tion in the Central Bank's net foreign asset position (Diagram 8), despite a

widening current-account surplus. Foreign currency sales had begun in August

1993, not long after the devaluation, but exchange-market intervention became

much heavier in early 1994 (with the aforementioned capital outflows) and again

in the spring, although it did ease somewhat as the year progressed. By year-end

the Bank had run down its net foreign assets by nearly IKr 14 billion (48 per

cent), bringing their cumulative decline since the peak in the summer of 1992 to

about IKr 28 billion (65 per cent). At that point net foreign assets amounted to

IKr 15 billion ($226 million), equivalent to less than two months of merchandise
imports. However, gross reserves were still over IKr 20 billion, or some 3 months

of merchandise imports - a ratio the Bank regards as satisfactory.

A relatively stable exchange rate

Owing in part to this intervention, the krona was relatively stable (Dia¬

gram 9), falling about 1.7 per cent on an effective basis during the year (from

marginally above the mid-point of the band49 to about Vh per cent below it). In

real terms the depreciation was greater, due to Iceland's favourable inflation

differential. In relative unit labour cost terms competitiveness improved by
around 5 per cent, bringing the real rate to a record low, 20 per cent below its

1980-93 average. In relative consumer price terms it also fell by some 5 per cent

to a level not seen since 1971. Accordingly, the index of competitive position
improved, with particularly strong outcomes for domestic (import-competing)
manufacturing.

As the krona weakened in the band during the year its narrowness (2 'A per
cent in either direction from the mid-point) began to be questioned in some

quarters. While a stable exchange rate is required in order for it to be used as an

intermediate target for monetary policy,50 thereby providing a nominal anchor,

Iceland's economy is clearly subject to relatively significant external shocks,

given its size and high degree of export specialisation. Thus, a certain degree of

exchange-rate flexibility is needed, especially as the economy may no longer

have the real wage flexibility it manifested when inflation was high and variable.
Hence the 1989 decision to follow an adjustable peg with a 2'A per cent band
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Diagram 8. EXCHANGE MARKET INTERVENTION
AND THE CENTRAL BANK'S NET FOREIGN ASSET POSITION
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Diagram 9. NOMINAL AND EFFECTIVE EXCHANGE RATE OFTHE KRONA
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around the central parity, and its retention in the intervening period, in contrast to

Finland and Sweden which more recently abandoned a pegged rate and shifted to

direct inflation targeting. The challenge is to choose a band width which allows

some shock absorption but does not become excessively accommodating.51 It is

possible that the current band width is rather narrow and that widening it might

be taken as a sign of realism, but changing it at this stage could risk sending an

undesired signal to the market, harming the credibility of the peg.

Inevitable rises in interest rates

Faced with an increasingly unsustainable interest-rate stance in the light of a

substantial reduction in the demand for short-term government debt,52 the author¬

ities slowly allowed short-term rates to rise, modestly at first, but more radically

later on, especially after 1 January 1995 when short-term capital flows were

liberalised (Diagram 10). The increases in market rates since the second-quarter

trough took the three-month Treasury bill rate, for example, up by 2V2 percentage

points by end-January 1995; the corresponding 24-month rate rose by 3'A points.
1

Yet they remained below an average of those seen in foreign markets until vfcry

late in 1994.53 The authorities were reasonably successful in holding rates down

at the long end of the maturity spectrum, with indexed yields increasing by only

about V2 percentage point, allowing a complete elimination of the long-term

interest rate differential with abroad. Even though the interest-rate ceiling^on
indexed government debt remains in effect at the time of writing, the Treasury

decided in February to offer a 0.3 percentage point bonus to those rolling over

their holdings of a large maturing issue; with a 0.12 percentage point primary

dealers' commission, for many the effective rate was 5.42 per cent. Holding rates

at this level was made possible by the Central Bank's reducing the size of its

above-market bid on the Securities Exchange to the minimum stipulated for

market makers and by switching longer-term borrowing from krona-denominated

issues (which were halted, thereby ending the lengthening of maturities that had

been occurring to that point) to a series of six auctions of ECU-linked five-

year bonds beginning in October.54 By January, these had raised a total of

IKr 1 '/a billion with an average coupon yield of 8V2 per cent, about 'A percentage

point above ECU rates paid by European governments and supranational institu¬
tions at the time.
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Diagram 10. INTEREST RATE DEVELOPMENTS
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The interpretation of these contrasting developments across the yield curve

is complicated by the indexing phenomenon. It is possible that the rise in short-

term rates is attributable to higher short-term inflation expectations, with holders

of indexed bonds being satisfied with the inflation compensation provided.55

Alternatively, underlying real interest rates may have risen, but this could have

happened only over a fairly limited horizon, as the rise in indexed long rates has
been far less dramatic than the increase in short-term rates.

For their part intermediated rates also generally fell through the early months

of 1 994 and then began to rise, but the increase since the spring trough has been

at most rather modest. For unindexed loans the margin of lending rates over

market rates has shrunk noticeably, although for indexed lending the DMBs have

widened their margins over corresponding rates on Treasury securities. Nonethe¬

less, the share of the stock of DMB lending provided in indexed form rose from

35.5 per cent at the end of 1993 to 44.7 per cent at the end of 1994.

Slow growth in money and credit

After rather robust growth in 1993, there was a marked slowdown for most

money and credit aggregates in 1994 (Table 11). Broad money (M3) rose only

fractionally last year, although narrow money (Ml) growth accelerated some¬

what, boosted by surprising strength in notes and coins.56 Total lending by the

banking system increased only modestly, led, as mentioned, by Central Bank

lending to the Treasury - DMB lending actually fell slightly. Total credit growth

dropped by more than half, mostly attributable to the drying up of the generous

amounts of new foreign credit extended in 1992-93. Household borrowers and

local governments maintained their double-digit increases in credit demand,

while the central government reined in the increase in its credit needs, though to

still-high rates. But it is business borrowers who were responsible for the bulk of

the slowdown which dates from August 1993; they are benefiting from improved

cash flow, and, with plenty of real capacity, investment remains at quite low
levels.

Recent balance-sheet trends offinancial institutions

The balance sheets of the deposit money banks shrank during the year. On

the assets side, as previously mentioned, the DMBs cut their holdings of Treasury

bills and experienced stagnant total credit demand; in addition, they continued to
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Table 11. Growth in monetary and credit aggregates'

Per cent

1991 1992 1993 1994

Money

Base money
Ml

M3

Banking system lending2
of which: Deposit money banks

Credit

Total

of which claims on:

Central government
Municipalities
Business

Households

of which originating from:

Domestic saving
Voluntary
Contractual

Foreign credit, net

9.6 -9.5 -12.0 1.6

19.9 1.3 5.4 11.3

14.4 3.8 6.5 2.3

12.4 3.2 8.9 2.8

12.0 4.4 7.8 4.0

15.4 11.1 11.1 3.9

23.8 16.7 25.9 9.8

12.9 11.4 17.2 3.8

8.0 7.8 6.4 -4.1

23.7 13.2 10.4 11.0

18.6 8.5 9.1 7.5

20.1 5.0 8.3 4.8

17.3 11.8 9.8 9.7

8.6 16.8 15.2 -3.3

1 . Through-the-year growth.

2. Including foreign funds relent and Central Bank lending to the Treasury.
Source: Central Bank of Iceland.

increase their foreign exchange position, albeit at a slower pace than in 1993.

Total deposits edged up, but foreign borrowing for relending dropped sharply,

due to the reversal of the interest-rate differential, and bank bonds fell off

slightly, as did capital and reserves. Central Bank estimates point to a reduction

in loan-loss provisions since 1992 at the DMBs and since 1991 at the ICFs as

well (Table 12). This results from the write-off of most of the previous stock of

bad debt (thereby shrinking balance sheets), but also indicates improved loan-

portfolio quality. Also, all of the commercial banks met the BIS capital ratios,

with one exception for which additional equity and subordinated debt of about

IKr 4.5 billion (about $70 million) was provided by the Treasury and the deposit

insurance fund in early 1993. Nevertheless, it would appear that Iceland's finan¬

cial sector has avoided the worst balance-sheet problems which have afflicted
several of its Nordic cousins.
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Table 12. Some indicators of provisions for bad debts and loan losses

A. As a per cent of credits and guarantees

Deposit money banks Investment credit funds Total

Commercial Savings
Total

Total in Housing Industry Olher
Total

Tolal in
Total

Total in

banks banks IKr billion funds funds funds IKr billion IKr billion

1987 0.4 0.6 0.4 0.7 0.04 0.7 1.0 0.4 0.3 0.4 1.0

1988 0.8 0.1 0.7 1.0 0.04 0.8 2.5 0.7 0.6 0.7 1.6

1989 1.3 1.0 1.3 1.9 0.01 2.2 4.4 1.5 2.0 1.4 3.9

1990 1.5 1.7 1.5 2.6 0.16 2.9 4.8 1.7 2.6 1.6 5.2

1991 1.3 1.4 1.3 2.5 0.1 2.2 22.8 3.7 6.9 2.5 9.4

1992 3.8 2.1 3.5 7.2 0.1 2.3 4.3 1.1 2.4 2.3 9.6

1993 3.0 1.9 2.8 6.1 0.2 3.1 5.1 1.4 3.4 2.1 9.5

1994' n.a. n.a. n.a. 4.5 n.a. n.a. n.a. n.a. 1.2 n.a. 5.7

B. Nordic comparison (percent of GDP)

Iceland

Denmark Finland NorwayDeposit money
Sweden

banks only

1989 0.6 1.3 1.2 0.4 1.7 0.2

1990 0.7 1.5 1.6 0.5 1.9 0.8

1991 0.7 2.5 1.6 1.6 3.1 2.5

1992 1.9 2.5 1.9 4.6 1.8 4.9

1993 1.5 2.4 1.7 4.0 1.4 3.2

1 . Forecast.

Source: Central Bank of Iceland (1994).



The nation's 15 investment credit funds have also reduced the growth of

their balance sheets, but not to the same extent: increases eased from about 13 per

cent during 1993 to 10 per cent in the year to September 1994. There too the

major deceleration on the liability side was in foreign borrowing,57 while most

major components of assets showed a slowing trend. This downshift is more

pronounced for ICFs other than housing funds; the latter have still been boosting

lending by about 12 per cent over year-earlier levels. Provisioning since 1989 has

hurt their profitability so much that after several years of rapid asset growth they

are no longer so extremely overcapitalised: own capital has been stagnant in

nominal terms since 1991, and debt has risen to 83 per cent of assets from 54 per

cent in 1974 and 76 per cent as recently as 1991. At end- 1993, the business (non-

housing) funds had an average Basle ratio of over 20 per cent.

Pension funds too experienced a rapid albeit slowing rate of growth in 1994.

While they have apparently switched their investments away from State Housing

Fund bonds, data are not yet available to discern what types of assets have gained

their favour. It appears that they have not taken to investing in equities, at least

they had not done so by the end of 1993, when equities represented a mere 2 per

cent of their portfolio. However, the strong rally in the stock market in the second

half of 1994 might possibly be ascribable in part to a change in their strategy on

their behalf. Mutual funds, on the other hand, have enjoyed rapidly accelerating

expansion: in net terms sales of money-market funds rose from IKr 0.9 billion in

1993 to an annualised rate of IKr 2.9 billion in the first three quarters of 1994,

while those of other funds surged from IKr 0.9 billion to IKr 6.4 billion. Overall

turnover on domestic financial markets rose by some 14V2 per cent during 1994,

but the distribution across markets was uneven. Volumes rose sharply for equi¬

ties, money-market instruments and housing and other non-Treasury bonds,58 but

fell severely for government bonds. The volume of transactions on the interbank

foreign exchange market established in 1993 continued to grow in 1994 but may

have reached a plateau in the neighbourhood of IKr 50 billion per year.

Other structural changes in financial markets

Financial market liberalisation is continuing. For example, the beginning of

both 1994 and 1995 marked further milestones on the road to complete capital

movement liberalisation. All long-term flows were freed up by 1 January 1 994,

while short-term capital began to enjoy full freedom a year later. Otherwise, the
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country's savings banks reorganised their collaboration at the outset of 1994 by
setting up a new commercial bank, Iceland's fourth. In addition, as from the

beginning of 1995 sight deposits at the DMBs may no longer be indexed; this

regulation is designed to assist in the equalisation of indexed assets and liabilities

of the DMBs. To this end the Central Bank is continuing to conclude its thrice-

yearly swap agreements with the DMBs, as set out in the framework agreement

of 22 September 1993.59 On the other hand, revisions to the Central Bank Act

have still not been passed; they were proposed in 1993 and were designed to

augment the range of instruments available to implement monetary policy and to
enhance the Bank's independence by giving the goal of price stability clear

primacy. Four EEA-based banks have given notification of their intention to offer

banking services in Iceland without opening branches. Various new laws in the

financial services area was passed that, inter alia, removed restrictions concern¬

ing cross-border insurance, payment and depository services, and narrowed the

scope of restrictions regarding operation of foreign insurers' branches and of
intermediaries in financial services.

Other structural policy reforms

As mentioned earlier, a new fisheries management law was passed in 1994.

One important element was the creation of the Fisheries Development Fund
which will assist in reducing the size of the fleet. The Fund is financed over the

near term by levies on fishing industry assets including fleet tonnage and real

estate owned by the fish-processing industry. Beginning in 1996 there will also

be a new levy of one kronur per kilogram of cod-equivalent quota, indexed for

increases in fish prices. The 1994 law also placed new restrictions on the transfer

of allotted-vessel quotas and added provisions to cut the quotas of vessels that do

not fully utilise them.60 In addition, an important provision of the 1990 law was
altered. Boats under 6 Gross Registered Tonnes (GRT) had been scheduled to be

brought into the catch quota system, but the 1994 law keeps them under the effort

quota system yet gives the Ministry of Fisheries the ability to control the size of

the overall catch of these boats by adjusting the number of days at sea in light of
catch developments, should it so choose.

Elsewhere, the government continued to modify laws and regulations to

bring them into accord with European Union directives, as required by the
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European Economic Area Agreement. Modifications were made in labour laws

concerning redundancies and work permits for foreigners; and parallel imports of

pharmaceuticals are now allowed. Additional reforms made in the health care

sector are the merger of two of the major hospitals in the capital area, and further

deregulation in the sale and pricing of drugs which will be come into force in late

1995. Agriculture policies were little changed in 1994, while overall production

and employment continue to slip in response to the market reforms enacted

earlier this decade and that are still being phased in. In response to these actions,

the production of sheepmeat has been falling in line with reductions in quotas and

government support; however, excess supply persists as production exceeds

domestic consumption (which is also falling), and expansion of exports is prob¬

lematic with the abolition of export subsidies and Iceland's position as a high-

cost producer. On the environmental front, the Ministry is still working on a

schedule of levies on household and industrial goods based on their contribution
to hazardous wastes.
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III. Reaping the benefits of competition in a
small, geographically remote economy

Nearly mid-Atlantic, some three hours' flight from the population centres of
either continental Europe or North America, Iceland sits rather isolated from its

main trading partners in the OECD. With its population of only slightly more
than a quarter of a million - about equal to that of Anaheim in California or

Nantes in France - it has easily the smallest economy among OECD Member

nations. The challenge of organising domestic markets in order to gain all the

theoretical benefits of competition61 in this context is therefore rather special, and

the tradeoffs - in a world of substantial, albeit in many sectors declining,
minimum efficient economic scale - between the attainment of technical effi¬

ciency on the one hand and allocative efficiency and industrial diversification on

the other are rather acute. Public policy then must be guided by a search for

balance between these two goals. Competition policy itself is not alone among

government influences in this area: intervention in the market mechanism through

regulation, public ownership and state sectoral aid, as well as foreign trade and

investment and tax policies, all affect resource allocation, with potentially impor¬
tant implications for efficiency.

There is, not surprisingly, a wide variation among OECD countries in the

relative importance attached to these different tools, as well as considerable

variation over time for most countries taken individually. Iceland adheres more to

the European tradition of emphasis on the need for orderly markets and fair
competition than to the American view of the virtues of Adam Smith's invisible

hand. But the emphasis has been changing, and the willingness to rely on market-

based outcomes has been increasing in recent years. Intervention in price-setting
has become exceptional, public ownership has been receding, state aid has been

shrinking, a modern antitrust policy has been introduced, and the openness of the
local market has been enhanced by reducing trade barriers both preferentially
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with its European partners and multilaterally through the GATT/WTO. However,

as for many other OECD countries much remains to be done, primarily in

disengaging the state from activities where private-sector competition is feasible

or already exists, and in further reducing state aids, especially to the agricultural
sector. Nevertheless, the shallowness of the domestic market will remain a

significant constraint on the authorities' ability to invigorate its markets through

greater competition.

The impact of diminutive market size and remoteness

Small size is costly for the material well-being of any society: thinking

about Robinson Crusoe for a moment makes that clear. This is because running a

society requires certain overheads whose costs are fixed due to indivisibilities:

examples would include a legislature, judiciary and foreign representation. Yet a

homogeneous, close-knit society like Iceland's may actually have lower transac¬

tions costs due to a reduced need for intermediaries, written contracts and judicial

enforcement. On the other hand smallness may entail a greater risk of ownership

concentration, but a very recent survey by the Competition and Fair Trade

Authority concluded that there is little connection between ownership and con¬

trol, although a few large blocks of firms are extensively affiliated through

overlapping directorships.

The fundamental dilemma confronting the design of government policy

toward markets in Iceland is the conflict between the size of production units

required to be competitive in the international market-place and the resulting

dominance on the home front - which can only be attenuated by opening the

market to the fullest extent possible. Furthermore, entry is constrained by the

level of the real exchange rate which is determined by the efficiency of and

policies toward the fishing industry (responsible for over 75 per cent of merchan¬

dise export earnings). Accordingly, there are few non-resource-intensive sectors

where domestic producers have managed to crack the export barrier. Most such

operations remain of a niche nature. The bulk of such domestic production is

therefore import-competing and relies fairly heavily on protection via both natu¬

ral and artificial barriers to trade. Regarding the former, transportation costs, as

proxied by the cif-fob margin on merchandise imports, have averaged just below

1 0 per cent thus far in the 1 990s, down from an average of about 1 1 3A per cent in
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Table 13. Average employment per establishment by sector in OECD countries, 1990'

ISIC classification Australia Austria Belgium Canada Denmark Finland Germany Greece Inland Ireland Italy
New

Zealand
Norway Spain J Sweden Turkey

United

Sûtes

31 Food, beverages and
tobacco 47.6 60.2 14.4 61.8 32.4 65.9 104.6 48.9 14.6 51.4 103.1 29.1 34.7 8.7 79.4 178.6 63.8

32 Textiles, apparel and
leather 34.7 76.1 28.3 42.3 10.6 52.7 103.4 38.2 8.5 44.7 61.4 12.4 26.7 18.9 45.8 180.7 29.7

33 Wood products and
printing 16.9 20.2 16.8 32.2 12.4 46.7 60.6 20.8 3.9 17.4 48.8 7.0 26.0 5.4 48.3 107.8 13.7

34 Paper, paper
products and
printing 31.2 92.9 20.5 41.0 14.9 100.9 107.4 48.0 7.4 33.3 85.9 17.3 46.0 16.4 91.5 161.3 21.0

35 Chemical products 44.8 83.8 68.9 61.9 31.8 83.6 231.5 55.3 12.0 48.3 111.6 17.6 58.9 35.6 81.0 177.0 65.2

36 Non-metallic

mineral products 28.7 69.5 27.6 31.9 13.0 47.9 85.7 37.2 8.8 36.3 83.8 7.4 28.9 14.9 57.5 152.9 48.9

37 Basic metal

industries 102.4 275.0 341.8 196.8 45.1 235.6 385.3 105.3 2873 38.8 137.0 35.8 219.8 64.7 219.0 308.3 57.5

38 Fabricated metal

products 33.1 103.7 41.6 52.3 18.4 75.0 212.4 45.1 5.4 46.3 113.5 8.6 45.4 17.9 88.6 169.7 37.0

39 Other manufacturing 12.2 129.1 11.9 17.6 7.5 43.0 88.6 19.5 3.8 29.4 49.4 4.4 29.6 11.7 38.1 83.3 8.8

3000 Total manufacturing 33.6 70.7 29.3 46.9 17.8 71.2 164.3 42.4 93 42.2 90.6 12.2 41.7 13.9 81.2 177.2 33.9

1000 Agriculture, hunting.

forestry, fishing - - - - - - - - 1.9 - - 3.5 - - - - -

2000 Mining and
quanying - 52.4 _ 91.7 - 28.3 139.2 - - 47.4 74.2 6.2 103.6 21.9 - 119.5 171.5

4000 Electricity, gas and
water - 63.0 - 318.8 - 50.9 234.4 - 26.4 152.5 756.7 20.8 51.0 6.3 - 19.8 2 131.9

5000 Construction _ _ _ _ - - 53.6 - Z8 - 61.2 3.2 31.4 8.1 - - -

6.90 Services - - - - - - _ - 3.9 - - 6.2 - - - - -

0000 Grand total - 69.9 - - - 68.7 135.8 - 3.8 - - 6.4 41.0 11.8 - 135.5 -

1. Note that the figures for the following countries are biased upward due to thresholds (given in parenthesies) in establishment size used in the national sample: Turkey (25),
Germany (20), Italy (20), Greece (10), Finland (5), Norway (5). Spain (5) and Ireland (3).

2. This column measures the grand total onlv for the sectors for which data are available.
3. 1988.

Source: OECD, Industrial Structure Statistics 1992, Paris, 1994.



the 1980s, but over double the industrial country average of 4.4 per cent (IMF,

1994); regarding the latter, tariffs and other quantitative restrictions are discussed
below.

In most sectors, the scale of production is microscopic: average employment

per establishment was less than four in 1990, compared to 41 in fellow Nordic

country Norway, for example, and nearly 1 36 in Germany (Table 1 3).62 Minus¬

cule production units are the general rule, with 47 per cent of all establishments

Table 14. Establishment size distribution in the Nordic countries, 1990-91 '

Per cent

Iceland2 Denmark 3 Finland3 Norway ' Sweden2

A Manufacturing establishment shares
Under 10 employed persons 79.9 26.6 23.0 32.7 8.2

10- 19 10.0 31.9 26.3 27.0 30.7

20-49 5.5" 24.6 25.3 22.8 31.1

50 or more 4.6" 17.0 25.4 17.5 30.1

Total 100.0 100.0 100.0 100.0 100.0

B. Manufacturing employment shares
Under 10 employed persons 20.7 4.7 2.3 5.6 0.6

10- 19 14.9 10.5 5.8 9.1 5.3

20-49 16.34 18.0 12.9 17.6 11.8

50 or more 48.1" 66.7 79.0 67.7 82.3

Total 100.0 100.0 100.0 100.0 100.0

C. Retail trade establishment shares

Under 5 employed persons 82.2 n.a. 79.5 82.2 79.0

5-19 14.7 5 n.a. 18.4 16.6 17.6

20 and more 3.1 5 n.a. 2.1 1.2 3.4

Total 100.0 n.a. 100.0 100.0 100.0

D Retail trade employment shares
Under 5 employed persons 29.2 n.a. 36.0 44.0 20.5

5-19 28.3 5 n.a. 39.1 42.4 39.3

20 and more 42.5 5 n.a. 24.9 13.6 40.2

Total 100.0 n.a. 100.0 100.0 100.0

1. For the manufacturing sector only the data for Iceland are exhaustive. For the other Nordic countries manufacturing

establishments with less than 5 or 6 employees are excluded
2. 1990.

3. 1991.

4. For Iceland the thresholds are 39 rather than 49, and 40 rather than 50.
5. For Iceland the thresholds are 29 rather than 19 and 30 rather than 20.

Source: OECD Secretariat calculations based on data provided in Nordic Statistical Secretariat (1994), Yearbook of Nordic

Statistics 1994 , Nord 1994:1, Copenhagen.
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having no more than one full-time equivalent employee and less than 5 per cent

greater than ten employees.63 Only the basic metals sector (primarily the alumin¬

ium smelter) has employment levels per plant in line with OECD averages. About

80 per cent of manufacturing and retail trade establishments employ fewer than

ten and five persons, respectively. The size distribution for retail trade seems

surprisingly concentrated on large outlets by Nordic standards; but for manufac¬

turing 36 per cent of all employment in 1990 was to be found in plants with

fewer than twenty employees, compared to an average of only 1 1 per cent in the

other four Nordic nations (Table 14).

The opposite side of this coin is a heavily concentrated market structure in a

wide variety of sectors. Herfindahl indices show a single monopolistic domestic

supplier in a broad range of markets (Table 15), although some new entry has

Table 15. Herfindahl indices of turnover of domestic producers, 1993'

Fish and seafood production 0.02 Drugs, wholesale 0.33

Pension funds 0.04 Magazine publishing 0.35

Plastic film and mouldings 0.06 Concrete 0.37

Food sales 0.07 Radio and television broadcasting 0.38

Travel agencies 0.07 Fishmeal 0.39

Computer hardware and software sales 0.10 Newspaper publishing 0.40

Slaughtering and meat processing 0.11 Geothermal energy distribution 0.43

Banks and savings institutions Corrugated and other paper 0.43

including investment credit funds 0.11 Non-alcoholic beverages 0.46

Glass products 0.11 Shipping 0.49

Building materials 0.12 Airlines 0.64

Confectionery 0.13 Electricity generation 0.96

Printing 0.15 Aluminium 1.00

Seafood exports 0.16 Ferrosilicon 1.00

Publishing houses 0.17 Diatomite 1.00

Automobiles and parts sales 0.17 Synthetic fertilizers 1.00

Fishing gear 0.18 Cement 1.00

Milk, wholesale 0.20 Alcoholic beverage sales 1.00

Insurance 0.23 Tobacco, wholesale 1.00

Banks and savings institutions 0.23 Post, telephone and telecommunications 1.00

Paint and varnish 0.26 Cheese and butter, wholesale 1.00

Electricity distribution 0.27 Rockwool 1.00

Petroleum products 0.31 Motor vehicle inspection 1.00

1 . Where market share information on firms was not available, it was assumed in general that they arc all of equal size,
implying that the calculated indices arc lower-bound estimates.

2. The Herfindahl index is the sum of the squared shares of the market of all producers in the market. It is bound from above
at unity for a monopoly and zero for atomistic competition.

Source: OECD Secretariat calculations based on data provided by the Competition and Fair Trade Authority.
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Diagram 1 1 . DIRECT PURCHASES ABROAD BY RESIDENT HOUSEHOLDS

Percentage of final consumption expenditure of resident households at current prices
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Note: Data refer to 1 991 for Luxembourg and Norway and to 1 990 for Portugal.
Source: OECD, Annual National Accounts.
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occurred in the interim. The number of industries where domestic producers

alone suffice to form a rivalrous environment would appear to be very limited.

Furthermore, the remoteness of Iceland's location weakens the efficacy of cross-

border shopping - such as occurs across the Canada-United States, Ireland-

United Kingdom and Denmark-Germany borders, for example - as a price-

disciplining mechanism, especially in retail trade. Nevertheless, such shopping

has been increasing over time in line with the decline in costs of passenger air

travel: from about 3 per cent in the 1970s direct purchases abroad by resident

households have risen to some 7 'A per cent of their total final consumption

expenditure (Diagram 11), the second highest in the OECD after Austria. This

represented almost 18 per cent of total imports included in such household

expenditure. All of that competitive pressure results from short shopping trips by

air, primarily to the British isles.64 There was some sign of a reversal of the

upward trend in direct purchases abroad in the 1990s, although the latest data

point to a renewed upturn in 1993.

Indicators of market performance and the state of competition

It is by now well known that, excluding the effects of net indirect taxes,

price levels (at factor costs) across nations are well correlated with per capita

incomes;65 indeed the relevant estimated elasticity is around ]h in a sample of

OECD countries (Table 16). Based on such a relationship it would appear that

Iceland's 15 per cent premium in prices over the OECD average in 199066

- which had fallen to 8 per cent in 1993 - can be only partly explained by its

relative income level; the rest may indicate unusually high prices possibly due to

the lack of sufficiently competitive markets or a fairly flat wage structure which

keeps the relative price of labour-intensive nontradable services relatively high.

However, it is argued here that import penetration is also relevant; in particular,

1 990 relative price levels across OECD countries seem to have been compressed

by increases in import shares over the preceding seven years.67 Imports have

often been shown in the academic literature for a range of countries to limit the

degree to which producers can lift the margins of prices over costs and to which

wage earners can bargain away profits from their employers.

In Iceland's case, however, in contrast with experience in other OECD

countries, both goods and services imports have represented a declining share of
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Table 1 6. The determination of nations' price levels
as a percentage of the OECD average, 1990 '

Linear

specification

Loglincar

specification

Inclusion of

Mexico in

sample

Addition of change

in import share to

list of regressors

(1) (2) (3) (4)

Constant 0.44 2.15 1.98 2.31

(3.18) (5.33) (5.88) (8.06)

Per capita income 0.65 0.55 0.58 0.51

(4.39) (6.11) (7.78) (7.98)

Changes in import share -0.028

(3.64)

Adjusted R2 0.44 0.61 0.71 0.81

SEE 16.65 0.15 0.15 0.12

NOBS 24.0 24.0 25.0 25.0

Iceland: Observed 113.2 113.2 114.9 114.9

Predicted 107.0 106.7 108.4 121.5

Residual 6.2 6.4 6.5 -6.6

1. The tabic gives regression results for a cross-scclion regression equation to explain nations' comparative price levels of
final expenditure on GDP at factor cost as a percent of the OECD average using per capita income on a purchasing power
parity basis and the change in the share of imports relative to GDP in current prices between 1983 and 1990 in percentage

points. Absolute values of t-ratios are given in parentheses.
Source: OECD Secretarial.

GDP over time (Diagram 12). According to the equation, Iceland's four percent¬

age point decline in import penetration from 1983 to 1990 was associated with a

predicted increase in the price level of over 12 per cent, leaving observed prices

below the level predicted by the equation.68 This implies that relatively high

prices in Iceland might be attributed primarily to relatively weak competitive

pressures emanating from abroad. The evidence is conflicting as to whether

Iceland's degree of openness is appropriate for its situation. Some have argued

that it is unusually low among OECD countries, given its small size (Krugman,

1991), although once transportation costs are taken into account, import penetra¬

tion does not appear to have been unusually low, at least prior to 1985 (Barbone,

1988). But declining import penetration since the mid-1980s may well have

changed that conclusion: the ratio of nominal imports to GDP fell from 40.3 per

cent in 1985 to 32.9 per cent in 1990 and 29.9 per cent in 1993.69 The importance

of import prices in domestic producer-price determination is also manifest in
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Diagram 12. IMPORT PENETRATION

Percentage of GDP

1975 76 77 78 79 80 81 82 83 84 85 86 87 88 89 90 91

46 46

B. Total goods and services

1960 62 64 66 68 70 72 74 76 78 80 82 84 86 88 90 92

Source: OECD.
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comparing the results of simple regression equations for each OECD country

(Table 17). In the short term at least the role of import prices in explaining the

pattern of increases in Iceland's GDP deflator appears to have been larger than in

any other OECD country except Turkey, Norway and Finland. Specifically in

Iceland's case import price moderation has held down increases in domestically

generated inflation. Overall then, the principal focus for enhancing competitive

pressures in the economy must be on boosting openness to both foreign trade and
investment.

Table 17. The importance of import prices in domestic producer price determination1

First year Long run

Australia

Austria

Belgium
Canada

Denmark

Finland

France

Germany
Greece

Iceland

Ireland

Italy
Japan
Mexico

Netherlands

New Zealand

Norway

Portugal
Spain
Sweden

Switzerland

Turkey
United Kingdom
United States

0.00 0.15

0.27 0.22

0.00 0.12

0.05 0.25

0.06 0.10

0.43 0.18

0.04 0.00

0.08 0.03

0.22 0.02

0.39 0.03

0.00 0.15

0.22 0.21

0.13 0.00

0.37 0.18

0.18 0.09

0.00 0.08

0.45 0.17

0.00 0.15

0.00 0.10

0.07 0.10

0.14 0.03

0.86 0.47

0.03 0.03

0.19 0.24

1 . The figures represent the beta coefficients (that is, the coefficients which would resull if the respective underlying variables
had been normalised by subtracting their means and dividing by their standard deviations) for a; and a_, respectively, from
the following reduced-form model:

Ap = do + otiAu + cbAm + at At - ctitp-i-u .,) - aj(p.i-m.i) - a«(p.,-i.,)
where p is the GDP deflator, u is unit labour cost, m is the deflator for imports of goods and services and t is the implicit
average net indirect tax rate; all variables arc in natural logarithms, and all coefficients are greater than zero. Thus, higher
import prices are associated with higher domestic prices. Detailed estimation results are given in the Annex.

Source: OECD Secretariat.
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While aggregate price-level comparisons reveal that prices are rather high in

Iceland, there is substantial variation across products (Diagram 13). Gross rent

(essentially imputed) and water charges are seen to be low by OECD standards,

as are market prices for civil engineering works, fish, education and communica¬

tion.70 Beverages, tobacco, clothing, footwear and food prices are especially high

in comparison with OECD averages, despite the fact that they are in many cases

items with high import penetration or are at least eminently tradable.71

Diagram 13.A. COMPARATIVE PRICE LEVELS OF FINAL EXPENDITURE ON GDP

(OECD = 100)

Main aggregates

Aggregate Nature

Gross rent, fuel and power C :_

Balance of exports and imports

Construction K >' ' y -T . *

Collective consumption by government ' V--' . \

Education, recreation and culture C ; ** ' '"'S-^

Gross fixed capital formation

Transport and communication C . /.' ,.&_ *

Increase in stocks ' ^:^^: '-

Gross domestic product ', ' ' ' - "

Machinery and equipment K :' *;'. ^7-''.^:

Individual consumption by households _'. ^-r"^_

Household equipment and operation C * '\t. r- ':

Medical and health care C "'"'... '''" ' "" ". *-

Food c 7 y^-XXX "" ' "

Miscellaneous goods and services C

Clothing and footwear C 7 .TtXXXX '

Tobacco C ...

Beverages C \. ,

80 100 120 140 160 180 200 220 240

Note: C signifies a component of the aggregate "Individual consumption by households", K signifies a component
of the aggregate "Gross fixed capital formation".

Source: Purchasing powerparities and real expenditures 1990, Volume 2, OECD 1993.
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Diagram 13.B. COMPARATIVE PRICE LEVELS OF FINAL EXPENDITURE ON GDP

(OECD = 100)

Disaggregated categories

Aggregate Nature

Communication C X21. i_l~':

Education C i '

Fish C

Civil engineering works K

Gross rent and water charges C .; ' -

Fuel and power C

Non-residential buildings K 7~-~'-,i f -* :V'v:-. ~i* -.^^

Residential buildings K ' v> ' . .r.-j. :*«./*%

Recreational and cultural services C *.,

Electrical equipment K '

Operation of transport equipment C

Non-electrical equipment K

Other household goods and services C

Household textiles and repairs C '' ' *

Purchased transport services C ...2.. ......

Personal transport equipment C >-

Bread and cereals C ; ,. . -

Other goods and services C t ~.-. ,,'-''V ^~ - >i

Footwear including repairs C - ; - -V,* .:.'..!:

Transport equipment K - ,.* - " fiK" .

Furniture, floor coverings and repairs C - '....;.u.2

Household appliances and repairs C ..~"-v-

Otherfood C .,..»_.- ..»<-

Meat C .-- ,;.-.../' ^-7"/'- ". .^

Milk, cheese and eggs C -'. ; v " -1-*"-.

Oils and fats C

Fruit, vegetables and potatoes C .-' . V. -', " .

Clothing including repairs C

Recreational equipment and repairs C

Restaurants, cafes and hotels C ^ . > .

Non-alcoholic beverages C

Books, magazines and newspapers C

Alcoholic beverages C

0 50 100 150 200 250

Note: C signifies a component of the aggregate "Individual consumption by households", K signifies a component
of the aggregate "Gross fixed capital formation".

Source: Purchasing powerparities and real expenditures 1990, Volume 2, OECD 1 993.
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Another indicator of the efficacy of global competition is the similarity of

the structure of relative prices across OECD countries.72 In Iceland's case relative

prices are less similar to those of the OECD than almost any other country's,

especially for private final consumption outlays (Diagram 14). Thus, Iceland may

have a great deal to gain by opening its markets further to international competi¬

tion (see below), thereby shifting its relative prices (other than transport costs)
toward world market outcomes.

The ultimate measure of the success of competition in terms of static alloca-

tive efficiency is the limitation of business profitability to the required return on

capital and the rapid elimination of any super-normal returns. The optimal mea¬

sure for such analysis would be the return on equity or assets, but, even so

measured, profitability could be dissipated through rent-sharing with workers or

cost elevation through managerial inefficiency. In any case, however, these data

are not available. Judging by capital's share of value added - an imperfect proxy

which includes not only normal returns and monopoly rents, but also resource

rents, returns to entrepreneurship and differences in relative factor intensity -

returns in Iceland have been unusually low, by Nordic standards at least73

(Table 18). In only two sectors has capital's share not been either the lowest or

the second lowest among the five Nordic nations, and overall returns in manufac¬

turing were less than half those in Sweden and Finland. But much of this

probably reflects the smaller scale and resulting lower capital intensity in

Icelandic production, at least outside the basic metals sector.74

To examine the question of persistence in the inter-industry pattern of

returns, a different data base must be used, as the previous data do not cover a

sufficiently long period. The National Economic Institute has published figures

on net profit as a per cent of revenues for the period 1981-91 for 27 sectors

including services. The average net profit across the eleven-year period was a

meagre 0.3 per cent,75 and the intersectoral correlation coefficients among the

annual vectors of profit rates show a fairly substantial and rising degree of

persistence (Table 19).

Overall then the picture painted of the state of competition is mixed. Prices

are high and dissimilar from other countries', but profits are low yet inter-

sectorally persistent; and imports seem to be important in determining allocative
outcomes.
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Diagram 14. PRICE SIMILARITY INDICES, 19901
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1 . These indices are derived by regressing the nation's relative price level indices for each basic heading against
the corresponding relative price level indices for the OECD in order to generate a correlation coefficient. This
coefficient is then multiplied by 1 000.

Source: OECD.
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Table 1 8. Capital's share of industrial value added in the Nordic countries

In per cent

Branches of industry
ISIC 1968

Iceland

1990

Denmark

1991

Finland

1991

Norway
1991

Sweden

1991

3 Manufacturing 23.8 39.1 47.7 27.5 48.3

31 Food, beverages and tobacco 13.9 53.2 59.8 41.5 56.5

32 Textiles, clothing and leather 25.2 32.1 33.9 22.3 43.4

321 Textiles 20.9 34.7 33.9 24.6 45.0

322 Clothing excluding footwear 17.1 21.2 34.1 13.5 36.8

33 Wood and wood products 17.5 26.5 36.0 18.1 47.3

34 Paper and paper products 31.7 20.7 44.9 25.7 48.1

341 Paper and paper products 29.6 44.5 47.2 37.3 53.6

342 Printing and publishing 31.9 10.6 41.6 20.1 40.9

35 Chemicals and related products 45.0 58.0 59.7 43.5 66.0

351 Industrial chemicals 475 67.2 57.3 45.8 58.8

352 Other chemical products 44.6 60.0 54.6 38.7 67.9

353 Petroleum refineries - 91.9 79.0 68.1 93.9

36 Non-metallic mineral products 35.6 44.1 49.7 35.1 53.3

37 Base metal industries 27.3 45.4 52.1 25.6 40.3

371 Iron and steel 18.1 51.0 50.6 12.0 37.4

372 Non-ferrous base metals 29.7 24.1 55.7 31.8 48.4

38 Fabricated metal products 26.8 26.7 41.2 15.6 41.8

381 Fabricated metal products excluding machinery 295 31.7 45.0 14.4 47.2

382 Non-electrical machinery - 22.5 40.5 15.6 42.5

383 Electrical machinery - 24.0 43.1 19.1 41.2

384 Transport equipment 15.1 34.1 33.7 13.8 36.9

39 Other manufacturing 34.8 47.9 47.1 10.2 50.2

4 Electricity, gas and water 76.6 n.a. 70.1 81.8 88.4

2-4 All industry (including mining and quarrying) 34.8 n.a. 50.6 77.2 55.1

Source: OECD Secretariat calculations based on Nordic Statistical Secretariat (1994), Yearbook ofNordic Statistics 1994, Nord

1994:1, Copenhagen, Table 73.

Table 19. Persistence in intersectoral profitability, 1981-91

Matrix of correlation coefficients of vectors of profitability ' across 27 sectors

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

1981 1.00

1982 0.72 1.00

1983 0.71 0.82 1.00

1984 0.42 0.58 0.73 1.00

1985 0.65 0.50 0.71 0.71 1.00

1986 0.75 0.52 0.58 0.46 0.80 1.00

1987 0.70 0.50 0.51 0.39 0.66 0.71 1.00

1988 0.39 0.30 0.51 0.60 0.62 0.49 0.77 1.00

1989 0.48 0.31 0.53 0.67 0.72 0.48 0.78 0.93 1.00

1990 0.62 0.36 0.55 0.60 0.83 0.44 0.65 0.79 0.88 1.00

1991 0.72 0.57 0.67 0.72 0.88 0.62 0.71 0.81 0.87 0.94 1.00

1. Nc profit as a percentage of revenues

Source: OECD Secretariat calculations based on data provided by the National Economic Institute.
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Government influences on and policies toward resource allocation

The regulatory and legislative environment for competition

Background

As with many other countries, Iceland's reliance on the price mechanism to

distribute resources has varied substantially over time. Beginning in the 1930s

most governments included members antipathetic to market mechanisms. Price

controls were implemented during World War II. Import controls were retained

longer than elsewhere, with liberalisation coming only in 1960. The first attempt

to institutionalise a modern market-based mechanism came in 1969, but the

relevant legislation failed to be passed by the Parliament by a single vote. There

followed a price freeze in 1 970, and the phase-out period of controls lasted until

1982. A new competition law, similar to those in existence in other Nordic

countries, was passed in 1978, but its effective date was postponed a year, and

before it was implemented it was substantially changed. In 1982, following the

period of price controls, the law changed again with a view to limiting the

maximum margins that producers could apply. Government intervention in price-

setting continued until around 1987-88; since then there has been a substantial

change in attitudes. Today direct government interference in the formation of

market prices is largely limited to primary and agricultural products, taxis and

delivery vans, drugs and medicines and various public utilities' charges, although

the law does permit the reimposition of generalised controls for up to three

months in emergency situations (Article 38). Also, until September 1994, the

government enforced equal prices for a number of products (gasoline, cement,

fertiliser) throughout the country through a system of levies or taxes in order to

offset differences in transportation costs; since then only transportation costs

have been equalised, and prices have not been regulated (indeed in January 1995,

fertiliser imports were fully liberalised, and there are accordingly no longer any

price restrictions on fertiliser at all). There is no price regulation in trucking or

buses, although bus routes are allocated via exclusive licences. The State also has

a long-standing tradition of limiting the number of pharmacists' licences

although access will be eased modestly in November 1995 under recent

legislation.
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The 1993 legislation and its scope

Partly in order to comply with the European Economic Area requirements, a

new competition law was passed and took effect on 1 March 1993. Its text begins

by stating that its objective is "to promote effective competition, and thus to

increase the efficiency of the means of production' ' by preventing unfair trade

practices and other barriers, limitations and restrictions and by facilitating new

entry. Like the preceding 1978 Act, it is based on the abuse principle, but the

number of prohibitions is greater; these include price co-ordination, market

sharing, binding vertical restraints and collusive tendering. Somewhat unusually,

due to the small size of the country, a single entity - the Competition and Fair

Trade Authority - was established under the responsibility of the Ministry of

Commerce to tend to both competition matters and unfair trade practices harmful

to consumer interests. The number of its staff dropped from 33 to 22 with the

implementation of the new law, although this is not felt to be insufficient to carry

out its mandate which involves less extensive price monitoring, lending credibil¬

ity to the assertion that market-based pricing is institutionally efficient. In addi¬

tion, a five-person Competition Council, appointed by the Minister, is the main

decision-making body.76 Rulings may be appealed to a three-member Appeals

Committee, whose final decisions can, as a general rule, be overruled by the

courts only on narrow grounds of legality, not the appropriateness of any judge¬
ment involved.

The law applies to a wide and possibly very wide field of activities. Article

2 specifies that any economic operation is covered other than those pertaining to

collective labour agreements which have long been centralised in Icelandic
tradition.77

But there is disagreement whether or not the Act covers public services such

as education, health care and other social services. These had been thought not to

constitute "economic operations", but doctors in independent clinics have

recently complained of being subject to an unfair disadvantage relative to those

in State-owned hospitals; the Appeals Committee has recently upheld a decision

by the Competition Council and ruled that health care falls within the scope of

the Act. The substantive part of the case is now under consideration by the

Competition Authority. In all cases the scope of the Act is affected by specialised

legislation which applies in certain fields such as banking, insurance, agriculture,

telecommunications, radio and television operation, pharmaceuticals, alcoholic
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beverages and tobacco. Finally, in order to avoid conflicts in extra-territorial

application between nations, the Act applies only to actions which have or are

intended to have effects in Iceland (the so-called "effects doctrine" is

employed), thereby excluding exports. In any case, no export cartels are said to

be active any longer,78 although a committee of exporters controls the export of

fresh fish in order to help maintain fish prices.

Principal provisions

The Act prohibits horizontal price-distorting agreements, whether binding or

guiding in nature, regarding: prices,79 discounts or margins; market sharing by

area, type of customer or sales volume; or collusive tendering (Article 1 0). Such

agreements when vertical in nature are also prohibited, even if recommending

resale prices and determining maximum resale prices are permitted (Article 1 1).

The same prohibitions apply to measures to restrict competition by associations

and their officials (Article 12). Derogations are allowed for if the Competition

Council determines that this will enhance competition, if the advantages of the

restrictions are expected to outweigh the disadvantages or if specific welfare

considerations argue for such a course of action, and, in any case, they cannot

restrict competition more than is necessary (Article 16). This is more con¬

straining than the exemptions allowed under the 1978 law under which, for

example, book publishers had been permitted to co-ordinate their prices and

margins on cultural grounds. But members of a single economic unit (Article 14)

and holders of intellectual property (Article 15) are allowed to enter into agree¬

ments which serve to limit competition. Finally, a new provision of the 1 993 law

is a "de minimis'" rule (Article 13) which allows the Council to authorise

competition-restricting agreements which would have only limited effects on the

market in question.

The Council has wide power to intervene in price- or terms-setting by

individual firms with dominant market positions80 if their anti-competitive con¬

duct cannot be prevented by other means (Article 1 7). It can also control mergers

on an ex post basis81 if the merged firm assumes a dominating position or the

merger reduces competition substantially (Article 1 8); but wisely the Act obliges

the Council to consider the extent to which foreign competition influences the

combined firm's position on the domestic market, and it cannot be used to break

up mergers which occurred before the Act came into effect. It also allows for

60



tacit approval if no objection is forthcoming from the Council within two months

after a merger is announced or six weeks after a prior opinion is sought in order

to force speedy consideration by the authorities.

Another provision (Article 14) allows the Council to order the financial

segregation of monopoly operations in the public sector from those operating in

rivalry with private competitors in order to prevent cross-subsidisation. This is a

provision which is unique to Iceland. In addition, it must inform the government

if it believes that laws, regulations or administrative practices are detrimental to

competition (Article 19). With regard to transparency, the 1993 law did away

with the requirement under the 1978 law (much used in other Nordic countries as

well) that producers notify the authority of agreements with restrictive effects,

since this was seen to be providing little relevant market information at great

bureaucratic cost. Rather the Council is accorded the power to collect the infor¬

mation it needs and to assess and publish it (Articles 33 and 34) and to order

sellers to label their prices clearly and conspicuously (Article 31). Other provi¬

sions deal with unfair trade practices and use of payment cards.

The Act allows the Council to impose "administrative fines" of up to

IKr 40 million (about $600 000) or even up to 10 per cent of the previous

calendar year's turnover if the violation can be shown to have yielded more than

IKr 40 million in gains. Daily penalties are also allowed for in case of non¬

compliance. Criminal sanctions are also available.

Enforcement under the 1993 law

The new regime took some time to become operational, as several of the

initially nominated members of the Council were ruled legally incompetent to

serve. Their replacements were approved only in May 1994. There have been

about 300 complaints since the new law took effect, about 100 of which pertain

to unfair trade practices. The most noteworthy complaint has been against unfair

competition from public enterprises, and the public data processing firm and a

west-coast ferry operator have been ordered to separate the accounts of their

subsidised monopoly operations from those engaged in competitive provision of

services; in September 1994 the Post and Telecommunications Administration

(PTA) was also ordered to separate its telephone equipment sales operation from

the provision of basic telephone and telecommunications services and then in

February 1995 to separate its finances in the area of post distribution. Several
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applications from professional associations for exemptions from Article 10 have

been made, but thus far all have been refused, and fee schedules have therefore

been banned. There is an ongoing investigation of abuse of dominant market

positions by the three oil firms,82 and the behaviour of a large shipping firm83

(which has a controlling interest in the country's major airline) is monitored

closely. There have been no merger control cases thus far; two big food distribu¬

tors merged just before the new law took effect.84 Neither have any fines been

imposed, although some have been threatened.

There have been complaints in the financial sector, but jurisdiction here is

unclear. This is indeed a sector where the extent of competition and the level of

efficiency is crucial, as how well financial markets mobilise savings affects not

only the level of output but growth as well. In Iceland's case, the banking sector

is fairly concentrated and largely government-owned.85 The four commercial

banks may well be bigger than can be justified by economies of scale and

scope.86 And efficiency may not be high according to a 1993 study by the

University of Iceland, although the situation may be improving as bank employ¬

ment has been falling in recent years. Although international comparisons may be

risky, interest-rate spreads, for example, appear to be extremely high (Table 20),87

and bank lending rates for both indexed and unindexed loans have risen relative

to corresponding market rates over the past few years (see Chapter II).

While the banks and insurance companies are independent, the banks do

own three of the five securities firms, even if they appear to be allowed the

freedom lo operate autonomously, and they also own leasing firms. Effective

competition in lending is still weak, although it is slowly increasing due to the

participation of securities firms and foreign banks in the market for corporate

loans and, as mentioned in Chapter II, to the increased willingness of municipali¬

ties and firms to by-pass the banks and place new issues directly on the market

- in 1994 this amounted to about IKr 14 billion. Foreign banks also compete in

some foreign exchange services. The phased liberalisation of foreign exchange

markets as well as the threat of switching business to foreign banks has had a

clearly pro-competitive effect. Similarly, the imposition of the Basle capital

adequacy requirements has forced all involved to focus on the commercial

aspects of all decisions relating to the sector. On the deposit side there is some

competition for indexed deposits among the banks (less for non-indexed depos¬
its), and investors can shift easily into indexed Treasury bonds and mutual funds.
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Table 20. Interest-rate spreads

Lending ' minus deposit rates

1986 1987 1990 1991 1992 1993

Australia

Belgium
Canada

Denmark

Finland

Germany
Greece

Iceland

Italy
Japan
Netherlands

New Zealand

Norway

Spain
Sweden

United Kingdom
United States

5.89 6.06 6.78 5.94

5.11 4.33 6.87 6.63 6.75 5.56

2.27 1.85 1.25 1.32 0.81 1.02

6.40 6.55 6.17 4.23 4.10

1.75 1.91 4.12 4.30 4.64 5.17

5.04 5.16 4.52 4.84 5.58 6.58

5.00 5.94 8.10 8.78 8.79 9.23

6.60 11.10 11.90 12.60 11.70
..

7.04 6.57 7.28 7.25 8.66 7.74

3.70 3.45 3.39 3.70 3.39 2.27

4.70 4.60 8.44 9.22 9.55 7.30

20.84 4.36 5.08 4.81 4.10

3.40 4.28 4.47 4.59 3.58 3.66

3.14 7.39 5.36 3.91 3.80 3.45

3.57 3.90 6.76 8.09 7.40 6.30

0.98 1.07 2.53 1.48 2.11 2.16

1.83 1.35 1.85 2.62 2.57 2.83

1 . This is calculated on Ihe basis of lending rales for loans that arc not perfectly comparable between countries. Some lending
rates are averages for all types of loans. Others pertain to particular types of loans for particular types of customer.

Source: International Monetary Fund, International Financial Statistics Yearbook, 1994.

But banks have introduced charges at the same time and the same levels in recent

years, leading critics to allege implicit collusion. In the homeowners' fire insur¬

ance market there has been competition only since the beginning of 1995;

previously, such insurance was provided monopolistically by the municipal gov¬

ernment in Reykjavik and a partly State-owned enterprise in the rest of the

country. The market for other property insurance is duopolistic, although recent

foreign entry has injected greater competition. Finally, thanks to the European

Economic Area agreement, 17 foreign insurance firms have announced their

intention to offer personal (life and non-life) insurance without setting up local
branches.

A somewhat stronger role for the government in financial markets in Iceland

than elsewhere is justifiable by the greater likelihood of market failure due to the

small scale involved. Missing and/or incomplete markets are especially perva¬

sive. But the major question is whether that public presence is optimally ensured

via public ownership rather than greater prudential regulation. In any case, with
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markets becoming more complete over time, the case for government interven¬

tion would appear to be declining. The government has indicated its desire to

reduce public ownership in the financial sector, but major steps in this direction

remain to be taken, awaiting better equity market conditions. A second crucial

question relates to the concessional component of credit provided by govern¬

ment-controlled institutions in the form of State guarantees.88 The distortions that

these introduce into the structure of interest rates and therefore costs and prices

more generally may be very important. The Ministry of Finance has shown a

willingness to retreat from the practice of providing guarantees, but thus far such

a reform has not had government approval.

Trade and investment policy

But for a country of Iceland's size and location it is fairly clear that the best

assurance of competitive prices and conditions is a domestic market open to

foreign trade and investment.89 Accordingly, the most important plank to compe¬

tition policy is commercial policy, broadly defined. On the trade front, Iceland's

regime is indeed quite open in general (Table 21): its overall simple average

MFN tariff rate - 3.7 per cent - was already the lowest in the OECD in 1993, and

the share of duty-free items easily the highest;90 then many tariffs were replaced

in 1 994 by excise taxes as part of the implementation of the European Economic

Area agreement. But for items subject to non-zero tariffs, the average rate was

quite high, raising the weighted average MFN rate to 4.3 per cent, in line with

most other OECD countries. The result is greater variation in tariff rates across

items (as measured by the coefficient of variation) than anywhere else in the

OECD except Switzerland and a greater preponderance of tariff "spikes" (rates

in excess of three times the simple average MFN rate). This implies a distorted

domestic price structure.

Recourse to non-tariff barriers is also more limited than elsewhere in the

OECD with the exceptions of Australia and New Zealand. Such barriers are

important only for agricultural products where tariffs are low or non-existent.

There has only been a single recent case where anti-dumping or countervailing

duties have been imposed - a countervailing duty on margarine in 1993. There is

also a price equalisation duty on bakery products and chocolate and an equalisa¬

tion tax of 90 per cent on frozen french fried potatoes. Special duties and taxes

apply to gasoline and automobiles (neither of which is produced domestically),
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Table 21. Trade barriers of OECD countries, 1993

Per cent

Specific and

composite
tariff lines/

all items

Tariff lines

with no

ad valorem

equivalent/
all items

Overall

simple
average MFN

tariff rate

Average
MFN tariff

rate for all

dutiable lines

Duly-free
items/

all items

Weighted

average MFN
tariff rate '

Domestic

tariff

"spikes"2/
all items

Coefficient of

variation

Standard

deviation

Tariff lines

subject to
"hard-core"

non-tariff

barriers'/all

items

United States 17.0 1.6 6.8 7.9 14.4 4.2 3.6 1.36 9.24 22.9

European Union 10.4 8.2 7.6 8.5 10.8 6.1 2.4 0.82 6.13 21.4

Japan 8.1 1.2 6.5 10.0 35.1 3.4 7.0 1.47 9.38 7.5

Canada 6.3 0.1 8.8 12.0 26.3 6.7 0.3 0.95 8.42 8.2

Finland 17.0 2.4 7.4 12.2 39.4 5.2 10.3 1.39 10.32 7.9

Iceland 0.0 0.0 3.7 13.5 72.5 4-3 11.4 1.97 7.33 2.8

Norway 26.8 2.4 5.6 8.0 30.0 4.3 12.3 1.22 6.81 5.9

Sweden 9.2 0.0 4.5 7.0 35.9 3.4 8.2 1.09 4.91 10.8

Austria 28.5 18.4 9.5 11.8 19.4 8.5 2.6 0.91 8.65 14.3

Switzerland 100.0 5.6 4.2 4.3 3.7 4.5 6.3 2.78 11.60 3.5

Australia 1.8 1.0 9.0 13.3 42.9 7.0 8.9 1.22 10.90 0.9

New Zealand 14.7 8.7 8.5 16.5 48.7 8.0 6.2 1.22 10.37 0.4

1. OECD import weights.

2. Share of those exceeding three times the overall simple average MFN rate.
3. Quantitative restrictions and price control measures (including antidumping and countervailing duties, variable levies); for more details see Annex III to ECO/DIV/95(3).
Source: OECD.



fodder, imported calendars and imported beer (until end- 1997 at the latest).

Licenses are required for a number of imports, including agricultural products,

brooms and brushes (produced by the blind in Iceland), drugs unregistered in

Iceland and weapons and explosives. Policy with respect to so-called "parallel"

imports, that is those imports of foreign branded merchandise that enter the

country outside of normal channels, is pragmatic: they are seen as injecting

competition and lowering prices where foreign suppliers attempt to impose

exclusive supply contracts on their Icelandic subsidiaries or representatives, often

forcing them to purchase from other high-cost Scandinavian sources. But only

Icelanders resident in Iceland or foreign citizens resident for more than a year

have the right to hold trading licences; otherwise, foreign firms have to direct

their sales through local agents. Yet Iceland was willing to pass liberalised patent

legislation which granted patent rights as of the beginning of 1992, except in the

case of medicines where a five-year grace period was granted in order to protect

the nation's three producers of generic drugs.

In the area of inward foreign investment, despite substantial liberalisation

since 1991,91 restrictions still apply in a small number of areas: fisheries, banks,

geothermal and hydroelectric energy distribution, airlines, farm land and residen¬

tial real estate. Under the European Economic Area (EEA) agreement, which

entered into force in 1994, all restrictions except those pertaining to the fisheries

will be abolished by the end of this year. It is expected that most of the

liberalisation measures will be on an erga omnes basis, that is they will be

extended to all foreign investors, except in the case of energy, for which the

liberalisation will apply only to those resident in EEA member countries. Fur¬

thermore, the very strict rules dealing with investment in the fisheries are likely

to be relaxed somewhat to allow indirect ownership of fisheries-related firms.

Also, the small domestic airline market will have to be opened up to foreign

competition by 1 997. In 1 992 the National Economic Institute estimated that this

and other supply-side effects from the EEA agreement would reduce domestic

services charges by 10 to 15 per cent. More recently, as part of its implementa¬

tion of the Uruguay Round agreements, the government has indicated that it will

also adopt the various Tokyo Round codes, with the possible exception of the
Government Procurement Code.
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Public ownership

The most direct way the government influences resource allocation is

through direct ownership of certain activities. Iceland has a long history of

significant public ownership of commercial enterprises, with an equity share

recently estimated to be worth almost IKr 100 billion (nearly 25 per cent of

GDP). Excluding production of public services by the civil service proper,

different levels of government were responsible for over 1 3 per cent of the wage
bill in 199192 (Table 22). Nearly one-third of that was below the central-govern-

Table 22. The importance of public ownership, 1991

Share of wages and salaries in per cent

1SIC classification
Central Local government Other government

government entities entities

1 1 Agriculture 2.1 e

13 Fishing 0.1 - -

30 Fish processing 1.2 e -

31 Other food and beverages 0.3 - -

32 Textiles, clothing and leather products 1.6 - -

33 Wood and wood products 0.4 - 0.6

34 Paper and paper products, printing and publishing 2.0 - -

35 Chemicals and plastic products 19.2 - -

36 Non-metallic mineral products 14.5 4.6 _

37 Aluminium and ferrosilicon - _ _

38 Fabricated metal products, machinery, equipment 0.3 0.5 -

39 Other manufactures 0.8 _ _

41 Electricity and hot water 16.3 33.0 50.7

42 Water supply - 95.2 -

50 Construction 8.3 11.0 e

61 Wholesale trade and commission broking 3.5 0.2 _

62 Retail trade 1.9 e __

63 Restaurants and hotels 8.2 0.9 _

71 Transport and storage 7.2 6.9 _

72 Post and telecommunications 99.9 _ _

81 Financial institutions 52.9 _ e

82 Insurance 19.4 0.4 _

83 Real estate and business services 1.1 3.2 0.2

93 Market services of health 2.9 0.1 _

94 Recreation and cultural services 34.1 19.1 _

95 Personal and household services 1.2 4.5 2.1

Total of above sectors 8.9 3.3 1.0

c = less than 0.05 per cent.
Source: OECD Secretariat calculations based on data provided by the National Economic Institute.
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ment level. Some activity by public firms was present in almost every sector of

the economy. The justification for such a role is not always clear, but sometimes

scale has an important part to play: for example, the State and the municipality of
Reykjavik jointly own a large data processing firm, mainly because when the

need arose for the nation to purchase its first computer in the 1960s, the demand

was sufficiently limited relative to the size of mainframes then available on the

market that there was no need for more than one piece of such equipment to be

purchased. In this case at least there is now some competition, but in many others

State trading entities have legal monopolies or dominant positions over produc¬

tion and/or imports: until this year the fertiliser plant alone could import fer¬

tiliser; only the Liquor and Wine Authority is authorised to import not only

alcoholic beverages but also industrial alcohol and tobacco;93 the PTA has a

dominant position in the importation of telephone and telegraph equipment; and

the Agricultural Production Board controls the importation of all fresh vegetables

into the country.

Besides the well-known problem of X-inefficiency (Leibenstein, 1966) and

soft-budget constraints, public ownership risks stifling private-sector entry and

entrepreneurship and allowing arbitrary political and self-serving influences

(Willig, 1993). Public entities are generally believed to be called for when the

underlying activities need to respond to non-market public-interest exigencies

which cannot be specified in advance or reliably adjudicated after the fact. While

obviously having a still rather limited potential in Iceland's case, monitoring of

enterprise performance by capital markets along with the threat of take-over are

entirely absent for public enterprises, and where legislated monopolies exist, even

"yardstick competition" is lacking.

The present government has recognised the desirability of disengagement

from direct ownership, especially for activities in competition with the private

sector. With a view to widening share ownership among the public, encouraging

the development of the equities market and generating some revenues for the

Treasury, a programme of privatisation has been underway since the beginning of

its mandate in 199194 (Table 23), but the progress achieved in this direction has

been less rapid than had been originally envisaged.95 This is attributable to the

weakness of the economy with its attendant effects on conditions in the stock

market and workers' fears for job security. PTA employees have opposed pro-
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Table 23. Iceland's privatisation programme, 1991-95

Firm Description
Proceeds

IKr million

1991 Skipaûtgerd rikisins
(coastal shipping line)

1992 ÂTVR

(alcohol and tobacco

monopoly)

1992 Prentsmidjan Gutenberg
(printing plant)

1 992 Jardboranir

(geothermal drillers)

1992 Ferdaskrifstofa Islands

(travel agency)

1 992 Menningarsjôdur
(arts fund)

1992 Prôunarfélag islands
(venture capital)

1992 Islensk endurtrygging
(insurance)

1993 Ryni
(fisheries quality control)

1993 SR-mjol
(herring processing)

1994 Pormôdur rammi

(trawlers and fish processing)

1994 Lyfjaverslun fslands
(pharmaceutical manufacturing
and distribution)

1995 Lyfjaverslun Islands
(pharmaceuticals)

Company disbanded. Assets sold to private
lines. Services now in competitive market

223

Production facilities, trademarks and

patents sold

15

Complete privatisation 86

Sale of entire 50 per cent Treasury holding ' 120

Sale of entire 1/3 Treasury holding 19

Publishing unit sold 57

Sale of entire 29 per cent Treasury holding 130

Sale of entire 1/3 Treasury holding 162

Complete privatisation 5

Complete privatisation 725

Sale of entire 1/6 Treasury holding 88

Sale of 50 per cent Treasury holding 201

Sale of remaining 50 per cent Treasury holding 201

1 . Note that this sale is still ongoing.

Source: Ministry of Finance.

posais to incorporate the enterprise as a step towards privatisation, and the labour

unions have successfully pressured the Reykjavik municipal government to

reverse the incorporation of the city bus company.
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Indirect taxes, subsidies and other State aid

Governments also intervene in the distribution of sectoral outcomes through

their tax and subsidy policies. Only when the rate of (net) indirect taxation is

identical across industries is there no impact at all. In Iceland's case average

indirect tax rates have been fairly high and subsidies rather limited.96 The latter

have remained near 3 per cent of GDP since 1980, with a declining trend

beginning to appear around 1989 (Diagram 15). The bulk of subsidisation has

Diagram 15. SUBSIDIES BY FUNCTION

Percentage of GDP

5.5

5.0

4.5

4.0

Other economic affairs

I I Mining, manufacturing and construction1

r -J Recreational, cultural and religious affairs

I I Transportation and communication

^^B Fuel and energy

^^H Agriculture, forestry, fishing and hunting

5.5

5.0

4.5

4.0

3.5

3.0

2.5

2.0

1.5

1.0

0.5

0

$B

X-:';-y^:^:^ffi

?M t.-i r?

:*

iy> -,7<
x\.ti,i ' ';*>/ -r-

1980 81 82 83 84 85 86 87 88 89 90 91 92 93

3.5

3.0

2.5

2.0

1.5

1.0

0.5

0

1 . Excluding fuel and energy.
Source: OECD, Annual NationalAccounts.

70



been allocated to the primary sector, especially agriculture, with small and

declining shares proffered to energy and general industry. But more important in

this context is the variation in rates across sectors, and here Iceland stood out

until recently as one of the OECD countries with the least uniform rates of net

indirect taxation (Table 24). Improvement in recent years has resulted from the

reforms which have taken place in agricultural policy, described in last year's

Survey and further detailed in OECD (1995). The fisheries benefit from some

loan guarantees, and a canning factory receives some aid; these firm-specific

programmes are largely designed to promote adjustment. Since the 1960s fisher¬

men have also received income tax concessions, worth about IKr 1.3 billion in

1993. It is asserted that there is no subsidy element in the price paid by the

aluminium smelter for its electricity, although costs are difficult to measure in the

current context of excess supply. Product development, export promotion and

industrial R&D are in addition accorded generalised assistance.97 While there are

no permanent regional assistance programmes, the government accorded the

Vestfirdir region IKr 300 million in aid in 1994; and several prices are equalised

across the island through systems of levies (cement, fertiliser, gasoline) to com¬

pensate for higher transportation costs. Finally, as mentioned above, with govern¬

ment involvement in the allocation of credit - through ownership of two of the
four commercial banks and control of most of the investment credit funds

(ICFs) - comes the risk of inappropriate, non-economic factors entering the

financial intermediation process; in any case, most ICF lending comes with a

government guarantee, even if borrowers are charged for that guarantee.

Procurement and contracting out

The potential for competition to play a beneficial role in resource allocation

and cost minimisation also extends to government procurement. While Iceland's

central government has tendered its capital projects since around 1970, it is only

recently that it has moved beyond the previous price-survey method of attempt¬

ing to obtain good value in its procurement. Updating 1970 legislation on public-

works contracts and 1987 legislation on procurement, a new market-oriented

policy was approved in September 1993 whose aim is to ensure the participation

of the greatest number of suppliers. Since the end of 1994, all procurement and

purchased services by all State institutions and enterprises are to be handled by

the State Trading Centre (formerly the Government Purchasing Department) in
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Table 24. Variation in average net indirect tax rates ' across industries

Standard deviation Coefficient of variation

1973 1980 1985 1990
Most recent

after 1990
1973 1980 1985 1990

Most recent

after 1990

Australia n.a. 5.1 6.6 1.8 1.37 n.a. -3.7 -2.8 2.1 l.l7

Austria 3.6 6.1 5.1 3.4 4.5 7 0.6 0.9 0.8 0.7 0.8 7

Belgium 10.9 10.1 9.9 8.1 8.4' 24.2 -5.4 -5.0 -8.2 -14.5 7

Canada 7.1 11.2 10.0 10.0 n.a. 1.4 4.2 2.0 1.5 n.a.

Finland n.a. 2.4 3.0 5.0 9.07 n.a. -3.0 -3.7 -3.1 -3.0 7

France n.a. 22.6 32.3 23.9 n.a. n.a. -20.6 -8.6 -18.0 n.a.

Germany 10.3 9.6 9.3 15.1 15.9' 2.3 3.1 3.4 11.1 11.2*

Iceland 20.4 26.4 29.4 32.6 8.8« 1.7 1.3 1.4 3.4 2.4*

Ireland n.a. n.a. 9.7 2 8.0 12.8* n.a. n.a. -1.22 -1.3 -1.4 6

Italy 9.4 12.6 13.1 10.0 9.8 8 67.2 -3.4 -3.3 -4.1 -27.1 8

Japan 9.9 9.9 9.7 8.7 8.3 7 1.3 1.1 1.0 0.8 0.7 7

Netherlands n.a. n.a. 6.2 5.4 7.4' n.a. n.a. 17.5 5.6 3.7 7

<1 New Zealand 5.1 4.8 5.1 6.6 n.a. 3.7 2.3 1.3 1.3 n.a.
to

Norway 83.5 104.8 134.3 267.4 153.06 -5.1 -3.3 -4.0 -3.8 -3.4»

Portugal n.a. 9.2 13.4 17.9" n.a. n.a. 1.3 1.4 2.7 4 n.a.

Spain n.a. n.a. 18.8 17.95 n.a. n.a. n.a. 22.5 -5.2 5 n.a.

Sweden n.a. 93.3 42.0 37.7 44.47 n.a. -5.2 -6.0 -5.6 -5.1 7

United States 6.4 5.1 6.2 5.3 3 n.a. 0.9 0.8 0.8 0.8 3 n.a.

1 . Indirect taxes less subsidies as a per cent of value added for each of 32 sectors.
2. 1986.

3. 1987.

4. 1988.

5. 1989.

6. 1991.

7. 1992.

8. 1993.

Source: OECD, Annual National Accounts.



the Ministry of Finance and those over IKr 2 million (about $30 000) are subject
to tendering,98 with a requirement that the best value bid be accepted unless an

explanation is provided. About 180 invitations to tender were extended in the past

year, up 13 per cent over the previous year; about 70 per cent of the value of

public procurement by the Government Purchasing Department representing

IKr 1.5 billion was made through public tenders in 1991 (GATT, 1994). The

result has been average savings in the 15 to 25 per cent range.99 The
government's goal was to raise the use of tenders to some IKr 4 billion worth of

purchases per year by end- 1994. Since June 1994 tender invitations and outcomes

have been made via computer networks in order to disseminate the information as

widely and rapidly as possible. The new policy conforms with EEA requirements

in terms of being open to foreign bidders, but with the importance of the

language barrier and the small size of most contracts (an average of about

$150 000), there is normally little direct foreign interest, although foreign suppli¬
ers have been relied on in about half of all purchases (GATT, 1994).

Only very limited contracting-out of public services has taken place; some

has been effected in cleaning and catering, for example, and the intention is to

move further in this direction.100 But this is a very limited initiative by interna¬

tional standards: already in 1988 Sweden, for example, contracted out over

10 per cent of its public expenditures, with an even higher share being subject to

tender (OECD, 1992b), while for Denmark about 10 per cent of current public
expenditures and well over half of construction outlays were contracted out in

1990 (OECD, 1993a). The idea of market testing of various public services such

as health, welfare and education in order to enhance client choice, boost effi¬

ciency incentives and reduce costs has received little attention to this point.101

The special case of agriculture

The agricultural sector in Iceland and elsewhere has long been seen as one

where the supposed deleterious effects of competition on farmers outweighed

consumer and taxpayer interests and where the market mechanism was prevented

from functioning. Last year's Survey detailed many of the policy interventions

used to support the nation's farmers. Since then the Secretariat has made the

standardised calculations of Producers' and Consumers' Subsidy Equivalents
(PSEs and CSEs) necessary in order to complete the documentation for the

OECD' s first review of Iceland's agricultural policies which was considered by a

73



Working Party of the Committee for Agriculture 16 December 1994 (OECD,

1995). The results confirm the preliminary calculations presented in this Survey

last year: Iceland's net percentage PSE dropped from an OECD record of 84 per
cent in 1991 to 75 per cent in 1993, only slightly lower than Norway's top figure

of 76 per cent (the OECD average excluding Iceland and Turkey is 42 per cent).

The net percentage CSE has been very volatile, reaching -40 per cent in 1993;

this compares with an OECD average of -34 per cent. The difference in absolute

values between the PSE and the CSE is easily the largest in the OECD. Thus, the

main additional direct financial burden of agricultural protection is to be found on

the budget.

While the relative price of food remains among the highest in the OECD,

price rises for farm products with administered prices have been below overall

price inflation in recent years, especially since 1992. Food prices have also been

held down of late by increased retail competition. But the cost of maintaining

Iceland's 5 700 farmers is heavy due to the high degree of complicated regulation

in the support system. Besides the subsidies and high prices to consumers, the

administrative costs are substantial: in 1993 there was one full-time employee of

an institution involved in agricultural policies for every seventeen farmers.

With the passage of the Uruguay Round trade agreements, Iceland has

agreed to open its agricultural markets further over the next six years. Although

the 20 per cent reduction in total support (from $222 million to $177 million) has

already been achieved, as has the 36 per cent cut in export subsidies (78 per cent

for sheepmeat and 22 per cent for dairy products), it is likely that the minimum

market access quotas of 3 to 5 per cent will provide some welcome import

competition. Upstream adjustment is apt to prove most difficult for sheep farm¬

ers, who seem the least willing to leave their farms, while adjustment in the dairy

sector has made good progress. Also, a debate is already underway whether to

reclassify processed food from agricultural to manufactured products in order to

lift various regulations and import restrictions: inefficiencies in the downstream

slaughterhouse and dairy sector are seen to be the result of a lack of competition.

Finally, according to the Ministry of Foreign Affairs Iceland has agreed to allow

the GATT/WTO to decide whether its strict sanitary/phytosanitary restrictions
can be maintained.
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IV. Conclusions

While a year ago it was believed that the unexpected increases in activity in

1993 were temporary, in the event 1994 proved to be a year of further surprising

strength in product and labour markets, and it is now safe to say that a recovery
has taken hold. Real GDP growth of some 3 per cent, in line with the OECD

average, was the best in seven years. This achievement came in spite of a sharp
fall in the catch of cod, the principal marine export, especially from domestic
waters. It is attributable to continued diversification into other species, as well as

the most robust growth in other merchandise exports since 1989. Manufactured

exports were boosted by the greater buoyancy of world markets and enhanced

cost competitiveness resulting from the lowest level of the real exchange rate of

the krona in decades. As a result, manufacturing output (excluding fish process¬
ing) jumped by about 6 per cent. A wide range of services sectors also began to

benefit from the pickup in demand, as a stabilisation in the terms of trade and

further expansion in employment translated into more rapid gains in disposable

incomes and spending. Even though some of the added outlays were for imports,
the trade balance recorded its largest surplus as a share of GDP in modern

history, and the current account moved into a clear surplus for the first time since

1986. The economic upturn was sufficient to stabilise the unemployment rate at
around 43A per cent, and by end- 1994 it was becoming clearer that the peak in
joblessness had been reached. With significant labour-market slack and modest

increases in import prices, inflation has thus far remained quiescent, with very
small increases in both wages and prices.

By recent standards the prospects for the economy in 1995 are reasonably

bright. The authorities have chosen to cut the catch quota for cod by only

10 000 tonnes (6 per cent) for the current fishing year, but since the small-boat
exemption has been restricted, the actual decline in the cod catch will be much
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larger, possibly around 20 per cent. However, some further gains are probable

from increased exploitation of other species, especially herring and capelin, and

from processing foreign fish. And the outlook for other exports continues to be

favourable, in view of a recovery in ferrosilicon production, another large

improvement in aluminium prices, and persistent gains in other manufactured

exports. Even though export growth will nonetheless almost certainly slow, a

further acceleration in domestic demand can be counted on to limit the impact on

GDP. Private consumption may remain buoyant, given the signs of improvement

in job prospects and renewed real wage gains, and both housing and business

investment should strengthen markedly, pushing output up by Th per cent this

year. This should be sufficient to hold the unemployment rate within its recent

range. Whether that implies any spare capacity in labour and product markets is

unclear, given the very recent outcome of the nation-wide wage negotiations

which granted rises in base wages of some 3'/2 per cent for both 1995 and 1996.

With moderate increases in import prices this could push consumer price inflation

from its average of Vh per cent in 1994 to the area of 272 per cent, similar to

trading-partner outcomes.

But the risks and uncertainties surrounding the outlook grow quite large

even as soon as later this year. On the plus side, one or more major investment

projects might possibly get underway, temporarily boosting real activity and

imports but bringing with them added upward pressure on wages and prices. On

the other hand, however, the cod stock is at a very low level by historical

standards - the result of taking more fish than recommended by the official

marine biologists as well as unfavourable environmental conditions; the sus-

tainability of the catch in the Barents Sea must be open to question; and the

species diversification strategy might encounter at least transient difficulties. For

cod, even though the current catch level is probably consistent with a slight

recovery in the stock, a good case can be made for further reducing the catch in

order to speed its rebuilding. Indeed, the proposal of an official working group to

establish a quota-fixing rule of 22 per cent of fishable stock would appear to offer

the promise of removing this decision from the political sphere. If adopted, it

would imply significant further curtailment of cod fishing.

In view of the faster-than-expected growth path now engaged upon, the

appropriate stance of macroeconomic policy is one of caution. Budgetary policy

should more than ever focus on arresting the upward trend in public-sector
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indebtedness which has lifted net central-government debt from as little as 8 per

cent of GDP in 1988 to around 30 per cent at end- 1994, despite deliberate deficit-

reduction efforts cumulatively worth about 2 percentage points of GDP. Most of

the increase has been denominated in foreign currencies, entailing heightened

exchange-rate risk for the Treasury. In 1994 for the first time in a decade the

actual Treasury deficit was lower than projected in the budget. This was attributa¬

ble to the much stronger-than-expected outcome for real economic growth, as

once again, spending levels were well above budgeted levels. The lack of pro¬

gress achieved on the spending side in 1994 makes the future task of deficit

reduction more difficult but all the more necessary.

There is a clear need for a more ambitious path to fiscal consolidation than

has been achieved in the recent past. Measures designed to reduce the Treasury

deficit already this year should be high on the agenda of the incoming govern¬

ment. For, as voted in December 1994, the deficit targeted is level with the 1994

outcome and still far from what is required to stabilise the debt-to-GDP ratio.

Furthermore, the unfortunate tradition of providing tax and expenditure conces¬

sions to the social partners continued in the recently concluded wage round, with

a total cost to Treasury finances of about 0.4 per cent of GDP this year, even if

part of this will be offset by resulting rise in real earnings and tax payments.

Even if nowadays budgetary limits on outlays are respected by spending agencies

to a greater extent than in the past, there remains some way to go before the

budget is seen as a document which is strictly adhered to, rather than a normative

exercise whose deficit target is realised only under optimal conditions. The

government has adopted a medium-term fiscal consolidation plan which aims at

achieving a balanced budget by 1998, allowing the debt ratio to fall by 1997.

There is a clear need to adhere to this plan. For if the total deficit is held at the

targeted 1 995 level of 1 .6 per cent of GDP over the medium term - which itself

would require eventual consolidation to the tune of 3A of a percentage point of

GDP just to offset rising debt interest charges - this would imply a further

increase in net central-government debt from a projected level of 30 per cent of

GDP in 1995 to 45 per cent of GDP. It is clear that such a level of public-sector

indebtedness would provide little room for man in the event of an adverse

supply or demand shock and that it would entail a substantial squeeze on the

private-sector saving available for investment, with serious implications for either

foreign debt levels or domestic standards of living.
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For the monetary authorities 1994 was a difficult year. Faced with capital

outflows which may have reached 5 per cent of GDP they had to decide to what

extent such flows could be ascribed to one-time portfolio adjustments resulting

from the liberalisation of long-term capital movements at the beginning of the

year. Accordingly, some attempt to offset these flows without adjusting domestic

interest rates was easily justified, and the move to lower rates in late 1993 was

sustained well into 1994. In retrospect, the authorities' provision of liquidity

early in the year was excessive, leading to unduly low short-term interest rates in

the spring and an initially sluggish response to the increases which were getting

underway abroad. Furthermore, the governments' reluctance to allow long-term

interest rates to follow the world-wide increase last year eliminated any krona-

based long-term funding of the Treasury deficit after the summer. Agents pre¬

ferred to pay off foreign loans, with the result that the Central Bank had to use up

a substantial portion of its reserves to prevent the currency from falling below the

bottom of its band. But it may have also risked its credibility by increasing its

holdings of Treasury and related market securities by about IKr 14 billion

(3 'A per cent of GDP). For the Treasury alone such increases represented over

two-thirds of net borrowing in 1994.

To some extent, the capital outflows were surely also a response to the

unusually low long-term interest-rate differential and, as the year wore on, to the

risks of higher inflation resulting from the 1995 wage negotiations. Now that the

authorities have freed up international capital flows, consistency dictates that

financial markets be allowed to price and allocate credit. In a deregulated system

with an adjustable peg for the exchange rate it is the markets which set interest

rate levels, not the Treasury, and lower rates have to be earned by convincing

agents that policies and institutions are non-inflationary and that the risks to the

peg are minimal. Credibility will be built by avoiding a revival of inflation. This

will be achieved most easily if the rate of increase in demand is prevented from

outpacing the economy's supply potential which could result if households are

provided with excessive gains in purchasing power. But credibility would be

damaged by continuing heavy indirect central-bank financing of the deficit.

Yet optimal macroeconomic policies can do no more than ensure that the

economy is as stable as possible. It is the responsibility of structural policies to

provide an appropriate institutional setting in order for private-sector agents to

enhance their longer-term welfare. For Iceland, the OECD's smallest Member
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nation and one of the most geographically remote, ensuring the most efficient

intersectoral resource allocation is one of the most significant challenges. Various

indicators point in diverging directions as to the success of its market-based

outcomes. Although its market structure is in general highly concentrated, there

is little sign that profits are excessive or that capital is inordinately remunerated,

but that may be a result of the small scale of production. More disturbingly,

relative profit rates across sectors are persistent over time, implying that markets

are not successfully reallocating resources to eliminate excess or sub-par profits,

probably due to the profusion of government intervention, especially in credit

allocation. The average level of prices is undoubtedly relatively high in Iceland,

but some of that is due to the impact of correspondingly high incomes on the

prices on non-traded services in conjunction with a flat wage structure and some

no doubt to high transport costs. But much seems attributable to the varying level

of import competition, itself probably due to the evolution of the real exchange

rate which is heavily influenced by conditions in the fisheries. Nevertheless,

effective competition is most likely to be achieved by an open trade and invest¬

ment regime, since a nation of a quarter of a million people cannot feasibly

produce more than a small share of tradable goods and services at a technically
efficient scale.

There is no doubt that for several decades now Iceland's commercial policy

has been fairly liberal in general, with low average tariffs and little recourse to

non-tariff barriers. As was seen in the previous Sun>ey, agriculture has long been

an exception, with the result that food prices are extremely high. But even here

recent progress has been notable, with export subsidies eliminated, lower overall

support to farmers and a commitment to minimum market access quotas follow¬

ing the completion of the Uruguay Round. Yet with scant import protection

provided to most other sectors and gratifyingly limited subsidisation, net indirect

tax rates are highly variable, and the result is a distorted price structure which is

dissimilar to those observed abroad. Only by further market opening will Iceland

obtain all possible gains from trade. In this regard, the European Economic Area

(EEA) agreement should prove extremely beneficial. The agreement also means

that almost all international capital flows, which had been restricted for a very

long time, are now or will imminently be freed, allowing greater competition
from abroad.

79



Compliance with the EEA agreement also led Iceland to adopt a new public

procurement policy and a reformed competition law in 1993. The former should

improve the value received by the government as a purchaser of goods and

services, but public-sector efficiency would benefit further from increased con-

tracting-out and greater market testing of public services. The new competition

law is consistent with most legislation on the books of Iceland's trading partners

and should provide an improved legal and regulatory framework with which to

ensure that market outcomes are fair and seen to be fair. So far, although the

record of enforcement decisions is not long, they appear to be sound and prag¬

matic. The number of cases in which government-owned enterprises have been

ordered to separate their finances by market according to their mandate of

monopoly or potential competition in order to prevent unfair cross-subsidisation

is noteworthy. Although worthwhile, this may be a second-best policy in situa¬

tions of unnecessary public ownership. Public enterprises in Iceland are found in

an amazingly broad range of industries, and too many are accorded monopoly

rights. Privatisation has been espoused by the current government, and indeed

some sell-offs have occurred. But progress has been disappointingly slow in the

financial sector where government ownership exceeds half of the credit-granting

market and where the effectiveness of competition has long been questioned.

Once the elections are over, the new government should examine closely the

justification, in the new era of liberalised financial markets, for its having such a

strong direct role in credit allocation through both ownership and Treasury

guarantees, rather than through efficient regulation, as seen elsewhere.

Judging by the standards of the recent past, the economy has enjoyed

remarkable success over the past year. Output growth has strengthened, unem¬

ployment has stabilised, inflation has remained low, and the current account has

been in comfortable surplus. And the stage is set for another good year in 1995.

But there is still plenty of room for further improvement. If the authorities can

step up the pace of fiscal consolidation, refrain in future from granting conces¬

sions to wage bargainers and adjust interest rates more flexibly in light of global

financial trends, then aggregate demand policy will be appropriately oriented

towards macroeconomic stability. In tandem with this, Iceland needs to continue

along the path of structural reform - especially with regard to prudent fisheries

management and further disengagement of the state - in order for a renewed

spirit of entrepreneurship to lift output onto a new and higher plane over the
medium term.
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Notes

1. There are ongoing fisheries disputes concerning fishing by Icelandic trawlers in the
Barents Sea.

2. Capelin is a small, relatively low-value fish used primarily for fish meal and oil. A small
portion of the catch is used for frozen capelin and frozen capelin roe, both high-value

products.

3. The sale is recorded simultaneously as an export and a negative domestic investment outlay

and the future lease payments will be recorded as imports of factor services. The transaction

leaves GDP and GNP unaffected in 1994, but the future imports will reduce GNP, but still
leave GDP unaffected.

4. Small reductions in effective tax rates also bolstered demand by boosting after-tax personal

and corporate income (see Chapter II).

5. The evolution of the ratio of net foreign debt to GDP depends on several factors: the

position of the current account, the growth rate of nominal GDP and the evolution of the

real exchange rate. Even though the current account was in balance in 1993, the foreign-
debt-to-GDP ratio deteriorated because of the real devaluation of the krona.

6. The VAT on food products was reduced from 24'A per cent to 14 per cent, but this was

partially offset by abolishing rebates on food products and increases in excise duties on

sweets and soft drinks. On balance, this reduced government revenues and consumer

expenditures by IKr 3 billion and prices by a little over 1 percentage point.

7. The registered unemployment rate is seasonally adjusted, but some seasonal patterns may

nevertheless emerge owing, in part, to the changing pattern of employment in the fishing

industry. For example, the registered unemployment rate dipped during the summer in both

1993 and 1994. Comparisons with year-earlier figures clearly abstract from seasonal

developments.

8. Last year's Survey contains a thorough discussion of this matter.

9. In the early 1990s when the government was negotiating with an international consortium to

build a second smelter, it was estimated that a $1 800 per tonne price was necessary for
viability. Prices have been above that level only since November 1994.

10. The enormous drop in the fishable stock from 1 030 000 tonnes in 1989 to an estimated

560 000 tonnes in 1992 cannot be fully explained by overfishing. Indeed, in August 1989

the Marine Research Institute (MRI) estimated that a fish catch of 300 000 tonnes a year

(which is what actually transpired) would reduce the stocks by 1992 to 820 000 tonnes. Part
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of the difference between its projection and the actual outcome probably reflects the ensuing
poor environmental conditions, resulting in higher mortality rates and smaller-than-expected
recruitment classes. Another portion of the difference is probably due to uncertainty about
the initial stock of fish; in 1989 the MRI estimated that the 1989 fishable stock was

1 070 000 tonnes, while the current estimate for 1 989 is 1 030 000 tonnes, and perhaps it

was even smaller. Finally, a portion of the difference is undoubtedly related to uncertainties

surrounding the mathematical models used to project fish stocks.

1 1 . Fisheries management has operated under two types of quotas: effort quotas, only available
to small boats, and catch quotas. Effort quotas restrict a boat to a certain number of days

spent at sea fishing, while catch quotas limit the tonnage for a given year. The catch can
exceed the TAC for several reasons: catch quotas can be shifted forward or backward a

year; there are special provisions for undersized fish that undercount them in the quota; and

the catch subject to both effort quotas and a longline exemption can exceed expectations.

12. The fishable stock equals the tonnes of cod aged 4 to 14, while the spawning stock includes

only sexually mature cod (roughly one-third of the five year-old fish, half of the six year-old
fish and all of the older fish). The actual catch also includes a large number of three
year-old cod.

13. To set the catch quota consistent with the overall TAC, the government makes an estimate

of the catch by small boats under the effort quota and the catch by longline boats which are

exempt from quota, and subtracts this amount from the TAC to arrive at the distributible

catch quota. The government greatly underestimated the catch by small boats (31 334 ton¬
nes versus 10 000 tonnes), and thus the catch was well above the TAC. The fleet-wide

small-boat allocation for the current fishing year is 21 500 tonnes, a reduction of over 30 per
cent from the previous year's catch.

14. As noted in the 1994 Survey cod stocks are near catastrophic levels in the North American
fisheries and troubled in the Irish Sea.

15. MRI (1994) estimates that the stocks of saithe, redfish, greenland halibut, halibut, wolffish,

plaice, witch, ling, tusk and blue whiting are all fully exploited. In addition, although the
report states that ocean perch can probably sustain much higher annual catches, it cautions

that knowledge concerning ocean perch is limited and that the effects of possible higher
fishing levels for this species are not well understood.

16. As noted in last year's Survey, the Fisheries Rationalisation Fund, which operated from
1 99 1 through 1 994, had little success because the grant of 30 per cent of the insurance value

of the boat was insufficient to attract many retirements. The new Fund may be more
successful because of the larger grants (see below) and because the continuing deterioration

of the cod stocks has further reduced fishing prospects.

17. At the same time, imports of fishing vessels more than doubled in 1994, reaching
IKr 4 billion. These were primarily trawlers.

18. For example, rising world demand is often correlated with rising materials prices, yet
aluminium prices could tumble if the 1994 accord to reduce output by major producers
unravels.

19. The effects of an additional aluminium smelter were explored in OECD (1991).
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20. Partly as a result of financial liberalisation as well, the earlier combination of credit

rationing and negative real interest rates gross household debt levels have risen rapidly over

the past decade, even during the recent period of stagnation, reaching about 120 per cent of
disposable income in 1993.

21 . Indeed, on the tax front alone there was a major overhaul of the personal income tax system
in 1988 as well as reforms to the sales and excise taxes, introduction of a VAT in 1990,

restructuring of the payroll tax in 1991 and substantial rate reductions and base broadening

of the corporate income tax over the 1991-94 period.

22. The term deficit refers to the revenue balance recorded by the Treasury which includes

expenditures and revenues on both the current and capital accounts on a cash basis, but
excludes Treasury lending operations. To date, the budget has been presented on a cash

basis only. However, proposals have been put forth to publish the budget on an accrual basis

also. The exclusion of public employees' accrued pension liabilities is one of the principal
differences between the national accounts estimate of the deficit (as well as the accrual-

based estimates) and the Treasury's revenue balance. Including these payments boosts the

deficit by IKr 2.3 billion (about 'h percentage point of GDP).

23. At the same time, however, the low debt-to-GDP ratio provided the government with

significant manoeuvring room, which was a major advantage in light of the unfavourable
economic conditions.

24. This estimate was made by using a rule-of-thumb method of what the budget outcomes

would have been if the unemployment rate were constant throughout the period at 3 per cent

(the level chosen does not matter). Unemployment benefits were adjusted using the average

benefit payments as a per cent of GDP per percentage point of unemployment. Revenues

were assumed to be unit elastic with respect to changes in GDP, and every percentage point

decline in the unemployment rate was assumed to be associated with a rise in GDP of two
percentage points (the Okun coefficient was assumed to be two).

25. Demand shocks and temporary supply shocks affect the actual budget and leave the struc¬
tural budget unchanged, but permanent supply shocks flow through to the structural deficit.

26. The cyclical elasticity of the central government's revenue accruals is approximately 1, with
elastic personal income taxes, unit elastic indirect taxes and inelastic corporate taxes and
"other" revenues (interest, dividends, etc.). But the payment lags reduce the near-term

gains considerably. For example, the two-month lag between accruals and payment for the

VAT implies that if VAT accruals grow 1 per cent faster beginning in January, the
payments would be only 0.7 per cent higher the first year. Overall, the elasticity of revenues
to changes in current year GDP is about 0.7.

27. Operating costs were expected to be reduced by cutting the wage bill through attrition and a
reduction in overtime, while wage rates were expected to remain unchanged. The proposed

reduction in capital outlays reflected an unwinding of the temporary expansion in road
construction put in place in 1 993 to provide short-term job creation.

28. Although real interest rates in Iceland fell markedly at the end of 1993, this did little to slow

the rise in Treasury interest expenses because it affected only new domestic debt issues.

Only 15 per cent of total gross debt was refinanced during 1994.
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29. In the spring, the social partners agreed to a one-time 6 000 krona payment to full-time
employees, and the government granted the same amount to civil servants and recipients of
social security and unemployment benefits.

30. In addition, non-macroeconomic factors were at work. For example, a shift in the composi¬
tion of GDP on either the production side or the income side will have revenue effects

owing to the different marginal tax rates on the components of income and demand. For
1994, revenues for corporate taxes and the VAT were particularly strong relative to budget
projections.

31. The tax base for personal income taxes most closely follows employment income (wages,
salaries and self-employment income) which accounts for about 75 per cent of the personal
income tax base. Another 10 per cent comes from pension income. Most capital income is
excluded from the tax base.

32. At the beginning of 1993 the business turnover tax was abolished; at IKr 4 billion, it was a

key source of revenue for the municipal governments. They were partially compensated by
a 1.5 percentage point rise in the municipal personal income tax rate with an offsetting
reduction in the state tax rate, bringing the municipal tax rate to 8.54 per cent and leaving
the (combined) marginal personal tax rate at 41.35 per cent. Furthermore, a property tax on
office buildings and buildings used in wholesale or retail trade was shifted to the
municipalities.

33. It is a tax of 1.5 per cent of assessed value that generates about IKr 'h billion per year.

34. In addition, revenues were reshuffled in a neutral fashion to bring Iceland into compliance
with some aspects of the European Economic Area agreement. Specifically, tariffs on
manufactured goods imported from the EEA were abolished, but they were in many cases

replaced by excise duties. At the same time, the system of excise duties went through a
comprehensive revision.

35. At the end of 1992, it was decided to phase out the tax on foreign currency commissions.
The tax was 45 per cent of commissions in 1993, 30 per cent in 1994 and 15 per cent in
1995.

36. At the time when the 1 995 budget was passed, the 1994 deficit outcome was projected to be
IKr 8V2 billion, so the 1995 budget originally aimed for a slight lowering of the deficit.

37. One major capital expenditure, the Vestfjord tunnel is not included in these figures as it will
be built and financed by the private sector. Tolls will be levied to pay off the project, and it
will be turned over to the government after 30 years. However, some tunnel-related expendi¬
tures were included in 1994 outlays.

38. In particular, the spillover effects of the 1994 lowering of the VAT on food products are
expected to reduce VAT receipts by IKr 600 million, the reshuffling of the personal income
tax between the Treasury and the municipalities to cut Treasury revenues by IKr 500 mil¬

lion, and the stepwise lowering of the charge on foreign currency sales to cut receipts by
IKr 100 million. In the main, these changes should have no measurable impact on economic
activity in 1995 because they would largely have been incorporated into spending decisions
in 1994.

39. Important public enterprises include the State Housing Fund, Students' Loan Fund, State

Building Fund, State electric power works and Keflavik airport terminal.
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40. Net lending by the Treasury (lending less repayment) amounted to IKr Th billion in 1994,

compared to a budget projection of IKr 2 billion. The difference is almost entirely due to the
State Housing Fund which issues government-guaranteed securities backed by mortgages.

The increase in net lending did not add to net debt because the liabilities were matched by

financial assets. See below for a more detailed description of this episode.

41. If the deficit is held at a constant share of GDP, d, then the debt-to-GDP ratio, D, will

stabilise at d*(l+n)/n, where n is the the growth rate of nominal GDP. Maintaining a

constant deficit-to-GDP ratio requires discretionary fiscal actions to offset movements in net

interest outlays as a share of GDP. When the inflation component of interest payments is
capitalised, the real rate of GDP growth replaces the nominal growth rate in the calculations.

The capitalisation component currently is quite small because only a fraction of Iceland's

net debt is subject to capitalisation and the inflation rate is low. The 45 per cent figure is

based on the d*(l+n)/n formula with a small adjustment for inflation capitalisation.

42. The primary surplus is the budget surplus less net interest payments. In 1995, the budget is

expected to register its first primary surplus since 1990, a necessary but not sufficient

condition to stabilise the debt/GDP ratio when real interest rates, r, exceed the real growth

rate of the economy, y. The debt/GDP ratio stabilises when the primary surplus equals

D*(r-y)/(l+y). With 4'h per cent real interest rates and 2 per cent real growth, a primary

surplus of 3A per cent of GDP is required to stabilise the net-debt/GDP ratio at the current

30 per cent level. With interest costs, as recorded, currently amounting to about 1 'h per

cent of GDP, this implies an overall deficit of % per cent of GDP. Capitalising the

inflation component of the interest charges does not change this calculation if the index

for the inflation component is identical to the GDP deflator.

43. During the autumn of 1993 the government announced its intention to refuse all bids on

Treasury bonds implying (indexed) yields in excess of 5 per cent. Downward movements in

market rates were amplified in terms of intermediated rates by the simultaneous reduction in

reserve and liquidity requirements imposed on the deposit money banks. These ratios have
not been changed since November 1993.

44. The linkages will remain weaker than would otherwise be the case due to the prevalence of

indexation in the Icelandic financial system, a practice that is generally absent elsewhere.

There has been a long-running debate over the advisability of eliminating indexation,

independent of whether its maintenance is market-determined.

45. Even in the autumn the government's National Budget expressed optimism that the favour¬

able economic fundamentals (low inflation, current external surplus) would allow the

decline in long-term rates to be sustained and even possibly extended at some point.

46. While the Treasury had agreed to the complete end of direct Central Bank financing of the

deficit in 1993, nothing prevents it from making non-competitive bids at auctions for

Treasury bills nor from acquiring government debt in open market operations. The Bank

does not bid for longer-term Treasury paper at auction.

47. The SHF is an ICF which is charged with financing public (subsidised) housing. Prior to

April 1993 it was funded through a contractual relationship with the pension funds. But at

that time the government decided to require it to auction all its debt, and the pension funds

subsequently reduced their participation in the market (see below). This system, which dates

85



from 1992, is to be distinguished from the mortgage bond system, instituted in 1990, under
which households are provided with mortgage financing with a Treasury guarantee; this
guarantee is believed to be worth about 'A percentage point, and as from January 1994 a
premium of 0.10 percentage point was added to the resulting mortgages; in January 1995
this was boosted to 0.35 percentage point. The government's 1994 credit budget authorised
issuance of IKr 1 1 .5 billion of such bonds, but with the recovery in the real estate market a
further IKr 3.3 billion was issued in the fourth quarter of the year; only IKr 13 billion was
authorised in the 1995 credit budget. The Ministry of Finance is of the opinion that this
system should eventually be privatised, and that in the interim it should operate only for
mortgage transactions which have already been negotiated by lending institutions (as is
done in the United States by the Federal Home Loan Mortgage Corporation and the Federal
National Mortgage Association).

48. For example, the Central Bank became a market maker in these bonds.

49. Iceland maintains a pegged exchange rate with bands of 4'h per cent width against a basket
of currencies with the following weights: ECU, 76 per cent; US dollar, 18 per cent; and yen,
6 per cent.

50. No other intermediate target is viewed as possible (Gudmundsson, 1994): even if the
relationship between broad money and the price level has been relatively stable over time,
the causality is thought to run from prices to the demand for money, rather than from its
supply to prices. This is confirmed by more recent spectral analysis, as yet unpublished,
undertaken within the Central Bank. Furthermore, it is only narrow money which is under
the Central Bank's control, and the mechanisms linking narrow and broad money may be
unstable in an era of rapid structural change in financial markets.

51. Wider official exchange-rate bands have been shown to be significantly related to condi¬
tional exchange-rate volatility in a sample of 22 countries (excluding Iceland) over the past
22 years (Rose, 1994). Volatility may also be linked to higher capital mobility.

52. The deposit money banks cut their portfolios of Treasury bills, preferring to make more
general loans and pay off some of their foreign debt.

53. Weighted by Iceland's official currency basket foreign rates on three-month Treasury bills
exceeded those in Iceland by as much as about 90 basis points in the early spring. By the
summer that gap had shrunk to about 30 basis points where it remained until late in the year.

By January 1995, domestic rates were about 60 basis points above those of its trading
partners.

54. These were designed to capture domestic residents' demand for securities denominated in
foreign currencies in the wake of the liberalisation of long-term capital flows at the

beginning of 1994 referred to above. However, the size of such issues has been limited by
the fact that this demand dwindled as from the end of the second quarter. This public debt-
management innovation was joined by the introduction of two-year Treasury notes at the
beginning of 1994. It is intended to stretch the maturity of such notes into the three- to five-

year range and, possibly, to lengthen bond maturities beyond the current 10-year limit.

55. Indexation is based on the so-called "credit terms index", a geometric average of the cost
of living index, the building cost index (to capture developments in prices other than
consumer prices) and a wage rate index. While indexation began in 1979, the latter was
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added by the government in the late 1980s, a time when it was believed that wages would

lag other prices and that borrowers would benefit accordingly. At the time there was a court

challenge to this action, but the government's power to make such modifications was
upheld. Consideration was given of late to reforming indexation. This resulted in an
agreement between the social partners and the government to index both new and existing
financial obligations solely to the cost of living index (to be renamed the consumer price
index) as from the beginning of April.

56. This switch to cash since mid- 1992 results from lower inflation and interest rates, but it may

also have been assisted by the introduction of a IKr 19 charge on cheques and a

IKr 9 charge per debit on charge card transactions in July 1994. Indeed, the number of
cheques written, which was already on a gently declining trend, fell sharply in 1994.

57. Foreign debt fell to 24 per cent of total debt, ending the recent upward trend which had
raised the foreign share from 25.9 per cent in 1991 to 27.6 per cent in 1993.

58. Disintermediation by local governments, government-owned enterprises and private corpo¬
rations has meant a declining role for the DMBs in credit provision.

59. However, the DMBs did not renew the swap agreement with the Central Bank for the period
January to May of 1995, believing that indexed liabilities and assets had become balanced.

They still have the option to make agreements for the last two four-month periods ending in
January 1996. For a more detailed description of these swap agreements, see OECD
(1994, p. 39).

60. In order to impede speculative behaviour, vessels will be prohibited from assuming quota
levels in excess of their fishing capacity and will not be able to undertake quota transactions
involving more than twice their permanently assigned quota over the course of a year.

Vessels failing to harvest 50 per cent of their quotas two consecutive years face a possible

loss of quota and face a 5 per cent loss of quota for each month spent in international waters.

61. As Jacquemin (1990) has said, there is a presumption that the competitive market system is
"least bad" for promoting economic and political freedoms and offers the best chance to
achieve high standards of living. Competition diffuses economic power and assures con¬
sumers of maximum welfare.

62. However, there are some reasons for noncomparability - see the footnote to the table.

63. Similarly, among the nearly 25 000 firms not selling exclusively on the export market, only
21 per cent have turnover in excess of IKr 10 million (about $150 000) and only 13 had

turnover greater than IKr 5 billion (about $75 million).

64. Comparing data for Icclandair and the two other Nordic passenger airlines (SAS and
Finnair) shows that average load factors excluding freight and mail since 1 986 have been

higher for Icelandair, but that the gap with SAS alone has been eliminated since 1989;
unfortunately no official data exist for inbound and outbound flights taken separately.

65. See, for example, Diagram 15 in OECD (1993a). The logic behind this finding, first pointed
out by Balassa (1964), is that countries with higher per capita incomes and therefore higher
levels of labour productivity generally have higher wage rates in both tradables and, with
intersectoral labour flows, in nontradablc services. With relatively small international pro¬

ductivity differences in nontradables, however, price levels tend to be higher in high-income
countries and conversely.
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66. Only Switzerland, Finland, Sweden, Denmark and Japan had price levels at factor costs
which exceeded that of Iceland on a purchasing-power-parity basis in 1990.

67. The change in import shares rather than the level is used in this analysis because of a better
observed fit; in fact, what is being proxied is the elasticity of import supply, and it is
perhaps not surprising that the change is a better proxy than the level for this effect.

68. It should be noted that this observation is qualitatively if not quantitatively robust: if the
change in import share is specified in volume terms in the estimated equation, the coeffi¬

cient is negative but no longer significant; and the residual for Iceland becomes only
-0.7 per cent without the EFTA dummy and -11.9 per cent with it. However, this is a

troubling result, based on the argumentation of the previous footnote: if we are trying to
capture the elasticity of import supply, then it would seem that a volume specification
should work better than a value specification, since a decline in import prices should
indicate, if anything, a more elastic import supply.

69. Much of that represents relative price developments: the downward trend is less clear when

measurement is undertaken on a constant-price basis, especially for goods alone: it was only
in 1993 that the volume of imports relative to real GDP fell well below the 1983 level.

70. The continuing low level of communication prices is attested to by OECD statistics on
telephone charges as at 1 January 1994: for a typical basket of both residential and business

user calls Iceland had the lowest charges in the OECD, 46 and 65 per cent, respectively,
below OECD average levels (Kato and Paltridge, 1994/95).

71. It is interesting to note that all these items are marketed through the retail sector - see below

for another indicator of its efficiency. In the case of food, however, increased competition
since 1990 has led to a decline in relative prices.

72. However, it could also be surmised that price similarity indices may additionally reflect the
level of per capita income and the resulting homogeneity of the spending basket between
countries.

73. Examination of identical data from the years 1987 to 1989 shows the hierarchy of capital's
share to be unchanged.

74. Another possibility is that Iceland's currency might have been overvalued during this
period, possibly due to "Dutch-disease" considerations resulting from the availability of
the fisheries.

75. Over the period 1987-92 the average return on equity has been only 0.7 per cent, compared
to some 1 1 per cent in twelve other OECD nations.

76. Under the old system, six of nine members of the corresponding institution were appointed
by interest group organisations.

77. A 1938 labour law requires that such agreements be extended at least to all similar workers

in the same municipality. This centralisation has recently become more controversial: while

many would argue that it was useful in holding down wages in a period of excess demand
for labour and others that it was a precondition for the wage freeze implemented in 1993,
some critics believe that it has outlived its usefulness by failing to reflect the industry-level
changes that have taken place over the past six years, in technology for example. Union
opponents of the centralised approach cite the example of the contract between the fish
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processors and their unskilled workers. These employees have seen their bonuses cut
because of declines in throughput and in average fish size which have boosted the amount of

effort necessary to process each fish. However, it is by no means clear that such a cut is
inappropriate in such circumstances. In any case, specialised demands have cumulated, and
worker representatives feel too few of them have been involved in the negotiations.
Employers, on the other hand, fear a craft-based, decentralised approach, in part because of
its time-consuming nature, especially during an electoral period.

78. A 1932 law obliged all herring producers to participate in a cartel, but it ceased operations
in the late 1980s. Export cartels in other sectors operated on a government-permission basis,

but they too fell into disuse in the 1980s. However, joint ventures in marketing do exist, in

salt fish, for example, but these entail no compulsion.

79. Prior to the implementation of this legislation the issuance of price schedules by profes¬

sional organisations for guidance purposes had been tolerated.

80. The official definition of dominant market provision, given in Article 4, is similar to that of

the EU: "the position of an undertaking which has sufficient economic strength to be able

to prevent active competition in the relevant sector of the market, and which enables such

undertaking to carry on a significant part of its operations without regard to competitors,
customers or consumers".

81. It may also rule on an ex ante basis if the merging firms ask for such an opinion.

82. Maximum oil product prices were in effect until 1992, but since then there has been an

apparent lack of rivalrous behaviour among the three suppliers. The authorities have been
trying to encourage foreign entry through more relaxed planning rules and may be on the

verge of success with the probable entry of a Canadian supplier.

83. Nevertheless, there has been a steady increase in import penetration since 1980: the share of

foreign vessels arriving in Iceland (by tonnage) has risen from 34 per cent to nearly 60 per
cent in 1993.

84. There have been complaints against the two remaining big food distributors for joint

purchasing: producers claim that because they sell with such low margins to these chains

they must charge smaller buyers more; the latter tend to be located in rural areas. This is, of
course, the normal cost-based outcome in other OECD countries, but Iceland has a tendency
to subsidise various costs to residents of remote areas.

85. For a more detailed look at Iceland's financial markets, and especially the government's role

therein, see OECD (1992a).

86. Recent estimates based on data from the US banking system indicate that the industry's

average cost curved is U-shaped, with the trough coming in the range of $75 to $300 million
in assets, at least when substantial off-balance sheet activities are absent (Berger and

Humphrey, 1992). At the end of 1992 Iceland's commercial banks each had an average of

$1.2 billion in assets. Nevertheless, this was the lowest figure of any in the Nordic region.

87. The figures in Table 20 for Iceland give spreads for non-indexed deposits and credits,

whereas indexed instruments dominate the market. Using average interest rates the spread is

much lower, although still high by international standards at about 8 per cent.
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88. Since 1967, however, all borrowers benefiting from a State guarantee have had to pay a

front-end charge (generally IV2 per cent). Beginning in 1995, housing bond borrowers have

had to pay an annual rate premium of 0.35 percentage points. A related matter is whether

credit is extended neutrally across individual borrowers and sectors: some have claimed that

ICFs - at least in the past - favoured some over others. Even though ICFs were set up to
channel credit to corresponding sectors, it is possible that they serve to lock capital into its

existing intersectoral pattern.

89. As Jacquemin (1990) has noted, the importance of free international trade as a disciplining
device on market performance is inversely proportional to the size of the market. Indeed, he

goes as far as to argue that small, open OECD economies do not really need an antitrust

policy at all.

90. In comparison with the United States, the European Union and Japan average tariff rates are
relatively high only for transport equipment, arms and ammunition and miscellaneous

manufactures. While no significant decline in MFN rates occurred, implicit tariff rates

declined steadily in the years 1976-88 by nearly three-quarters, as Iceland liberalised its
trade with and shifted its pattern of imports toward its partners in Europe. It also cut its
duties in 1988 when it adopted the Harmonised Commodity Description and Coding

System.

91. Most importantly, a reciprocity requirement was eliminated at the end of 1993.

92. This is the most recent year for which data are available. These wages were paid by
430 establishments of which 307 were at the local level.

93. Late in 1994 the EFTA Surveillance Authority ruled that this monopoly on importing

alcohol must be done away with. In March 1995, Iceland's 35 per cent tax on imported beer

was also found to be in contravention of EEA competition rules. Accordingly, draft legisla¬

tion has been submitted which would remove the Liquor and Wine Authority monopoly on

1 April 1995 and would eliminate the special levy on beer imported from EEA member

nations. A bill is also before the Parliament which would abolish iLs monopoly on the

importation of tobacco and related products.

94. By far the largest privatisation to date actually occurred at the end of 1 989 when one of the

three state-owned commercial banks (Islandsbanki) was sold off. The second largest was the

sale of a large fishmeal company in 1993.

95. For example, the legislation to privatise the pharmaceuticals firm was first presented to
Parliament in mid- 1992, but the shares were not first sold to the public until late 1994.

96. The average net indirect tax rate in Iceland has varied between 21 and 25 per cent of GDP

over the past two decades and for most of that period was the highest among OECD

Member countries. Only in 1992 did a massive tax rise in Greece drop Iceland to second

place. However, in 1993 the turnover tax was abolished, and the VAT rate on food was

lowered substantially resulting in a decline to 19'/: per cent.

97. The government finances about two thirds of all R&D, all of it pre-competitive; see OECD
(1993£>). Along with non-profit institutions, it also performed 49 per cent of all R&D in

1991, down from 56 per cent in 1989, but still several orders of magnitude greater than the

corresponding shares in other Nordic countries. Nonetheless, R&D represented only 1 .3 per
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cent of GDP in 1993, nearly double the 1981 share, but well below the unweighted average

of its Nordic partners of 2.2 per cent (Nordic Statistical Secretariat, 1 994).

98. The threshold is IKr 5 million (about $75 000) for construction and maintenance contracts,

but there is an escape clause allowing avoidance of tenders if "it be obvious that this does
not serve the interests of the establishment concerned". These thresholds are well below

those included in the GATT Plurilateral Agreement on Government Procurement concluded

in 1994 (about $182 000 for central governments' purchases of goods and services; an

average of $560 000 for utilities and $280 000 for sub-central governments; and an average

of $7 million for public construction projects).

99. This is consistent with the evidence for the United States and United Kingdom cited in

Oxley et al. (1991) and for Sweden in OECD (1992&).

1 00. Municipalities have not yet even gone this far in exposing their procurement requirements

to competitive processes, a major problem in many other OECD countries.

101. However, some private schools exist, and parents may choose to send their children to

public schools other than the nearest one, if they are willing to arrange transportation.
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Annex 1

The importance of import prices in domestic producer price
determination

In order to judge the relative importance of different factors which jointly determine
producer prices in OECD countries, a simple, reduced-form regression equation was
estimated for all Member countries except Luxembourg. The three factors examined are
labour costs, net indirect taxes and import prices. It is hypothesised that all excess
demand effects are already captured within the unit labour cost term. All that remains is
to specify a functional form which allows for dynamic adjustment; for the present
purposes a simple error-correction model was chosen. Accordingly, the model to be
estimated is the following:

Ap = do + ctiAu + a2Am + a3At - 04 (p_, - u_i) - a5 (p_i - m_i) - a* (p_i - t-0

where p is the GDP factor, u is unit labour cost, m is the deflator for imports of
goods and services, t is the implicit average net indirect tax rate and A is the difference
operator. All variables are in natural logarithms, and all coefficients are hypothesised to
be greater than zero. Annual national accounts are the source for all data. The sample
taken is from as early as possible in the 1960s or 1970s to as recent as data are available
(1991, 1992 or 1993). Estimation proceeded using a general-to-specific strategy, i.e. per¬
versely-signed variables were successively omitted. Dummy variables were occasionally
included in order to help account for extreme outlying observations. Estimation results
are given in Table Al.

The natural measure of the relative importance of the three factors is the beta
coefficient - the coefficient which would result if the underlying variable had been
normalised by subtracting its mean and dividing by its standard deviation. Here, attention
is focused on the coefficients on the import price variables oc2 and a5; the former
represents the first-year effect and the latter the long-run impact. Table 17 in the text
reports the beta coefficient for these two variables.
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Table A.l. Regression results

t-ratios in parenthesis

do a, Ob a. a, OCs a* Sample RBSQ SEE DW

Australia 0.03

(4.53)

0.51

(10.12)

- 0.75

(1.05)

0.23

(3.31)

0.07

(2.75)

0.01

(1.44)

62-93 0.92 0.011 1.85

Austria 0.04

(4.34)

0.43

(6.94)

0.12

(2.80)

0.63

(1.50)

0.66

(2.10)

0.03

(1.74)

- 61-93 0.75 0.008 2.39

Belgium 0.05

(6.12)

0.54

(7.77)

- 0.48

(0.96)

0.15

(4.03)

0.03

(1.63)

- 61-93 0.84 0.010 1.75

Canada 0.09

(4.35)

0.67

(10.31)

0.04

(0.61)

0.21

(0.51)

0.32 '

(4.03)

0.05

(3.11)

- 62-93 0.89 0.010 2.06

Denmark 0.29

(5.74)

0.51

(9.56)

0.02 '

(0.70)

- 0.45

(5.29)

0.02

(1.61)

0.02

(5.35)

62-93 0.93 0.008 1.62

Finland 0.02

(2.64)

0.46

(6.96)

0.22

(5.15)

0.29

(0.54)

0.20

(2.64)

0.06

(2.45)

0.01

(1.71)

62-93 0.88 0.014 1.67

France 0.21

(9.99)

0.53

(13.25)

0.01

(0.91)

0.47

(1.59)

0.29

(9.32)

- 0.02

(6.38)

65-93 0.98 0.005 1.90

Germany 0.01

(4.22)

0.37 2

(5.69)

0.02'

(1.16)

0.47

(0.79)

- 0.00

(0.27)

0.01

(1.39)

70-93 0.91 0.005 2.15

Greece 0.16

(7.46)

0.44

(5.73)

0.16

(3.00)

0.41

(2.01)

0.20 '

(6.91)

0.01

(0.44)

- 62-93 0.94 0.016 2.03

Iceland 0.03

(2.39)

0.78

(10.06)

0.18

(3.12)

- 0.40

(2.78)

0.02

(0.59)

- 62-93 0.96 0.028 1.84

Ireland 0.09

(7.38)

0.43

(5.76)

- 0.87

(2.06)

0.51

(5.58)

0.07

(1.97)

0.01

(1.82)

62-92 0.91 0.016 2.38

Italy 0.15

(10.84)

0.49

(11.88)

0.11

(5.70)

1.11

(3.97)

0.26

(7.76)

0.07

(6.28)

- 62-93 0.98 0.007 2.43

Japan 0.03

(4.26)

0.53

(8.96)

0.03

(1.65)

- 0.25

(3.30)

- 0.06

(3.50)

62-92 0.88 0.012 1.62

Mexico 0.45

(1.60)

0.65

(5.68)

0.28

(4.57)

1.06

(1.04)

0.101

(1.61)

0.20

(2.95)

- 72-92 0.98 0.033 1.51



Table A.l. Regression results (cont'd)

t-ratios in parenthesis

do ai C(; a.i a. a5 a* Sample RBSQ SEE DW

Netherlands 0.01

(3.68)

0.26

(2.40)

0.07'

(1.91)

- 0.20

(2.92)

0.03

(0.84)

0.04

(2.68)

72-93 0.94 0.008 2.25

New Zealand 0.20

(3.92)

0.54

(5.04)

- 0.81

(1.67)

0.25

(3.34)

0.03

(0.72)

- 63-92 0.76 0.030 2.23

Norway 0.03

(1.70)

0.32

(2.49)

0.15 '

(1.42)

0.66

(1.20)

0.09'

(1.07)

0.10

(1.60)

- 64-92 0.74 0.018 2.01

Portugal 0.34

(9.71)

0.44

(9.04)

- - 0.33'

(6.93)

0.07'

(2.15)

- 62-91 0.93 0.019 1.78

Spain 0.15

(8.25)

0.53

(8.94)

- - 0.37

(7.88)

0.03'

(2.19)

- 66-92 0.94 0.010 1.90

Sweden 0.12

(7.45)

0.52

(10.38)

0.03

(0.99)

0.29

(1.21)

0.20"

(5.63)

0.1 1»

(3.67)

- 62-92 0.91 0.009 1.86

Switzerland 0.01

(0.45)

0.73

(12.09)

0.02"

(1.03)

1.00

(1.20)

0.01

(0.18)

0.00

(0.19)

- 62-93 0.89 0.007 1.86

Turkey 0.66

(4.56)

0.19

(3.76)

0.70 7

(11.40)

2.04

(1.46)

0.25

(4.82)

0.63

(4.56)

0.02

(2.63)

74-92 0.96 0.030 2.30

United Kingdom 0.03

(3.91)

0.67 2

(12.34)

0.02 '

(0.45)

0.20

(0.61)

0.25'

(3.21)

0.01

(0.51)

- 62-93 0.97 0.009 2.22

United States 0.07

(7.58)

0.50

(11.09)

0.05'

(3.85)

0.35

(6.22)

0.03

(4.99)

0.01

(3.38)

62-93 0.96 0.004 2.26

Lagged one year.

Also includes first lag of unit labour cost growth with coefficient 0.13 (2.39) for Germany and 0.10 (2.26) for the United Kingdom.
Also includes the deflator for energy exports with coefficient 0.05 (2.18).

Sum of coefficients on (p.i - u.i) and (p.; - u.;) with an equality constraint.
Offset by a term in (p.; - u.:) with coefficient -0.09 (-2.85).

Sum of coefficients on (p.i - m.,) and (p.; - m .;) with an equality constraint.
Also includes first lag of import deflator growth with coefficient 0.09 (1.58).



Annex II

Main economic events

1994

January

The European Economic Area agreement takes effect, increasing access of Icelandic
goods, services and labour to EU markets. Most importantly, EU tariffs on Icelandic fish
products are reduced.

VAT on food is reduced from 24.5 per cent to 14 per cent while a 14 per cent VAT
is applied to hotel services. The corporate income tax rate falls from 39 to 33 per cent,
and proceeds from the property tax on commercial and office buildings are shifted from
the Treasury to the municipalities. The personal income tax rate is raised by 0.35 percent¬
age points.

Various limitations on foreign exchange transactions are discontinued according to
the Foreign Exchange Regulation legislation of 1992. Specifically, transactions related to
long-term capital movements are liberalised.

The Icelandic savings banks set up a new commercial bank, the nation's fourth.

Strike idles the fish processing industry for two weeks over pay issues. The union
believed that boat owners were violating union contracts by trading quotas over the
counter in ways that deducted the price of purchased quotas from the catch value before
the proceeds from the sale of the catch were divided up with crew members. To settle the
strike, the government sets up a commission which proposes to require quota trading to
operate only through a formal trading exchange.

February

Treasury issues $200 million of 10-year bonds on United States market with a
coupon of 6.2 per cent (about [h percentage point above comparable US government
rates).
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The Icelandic State Herring Oil and Meal Factories are privatised through a sale to a
consortium of 21 fishing firms and 4 financial firms for $10.3 million.

Various trade disputes break out: with France over fish exports and with Canada
over imports of french fries and chicken breasts.

On 21 February, the Central Bank lowers interest rates on certificates of deposit by
25 basis points, to 4.5 per cent and repurchase rates for securities other than Treasury
bills by 25 basis points to 6.25 per cent.

March

The Centra] Bank lowers interest rates on certificates of deposit twice, by a total of
50 basis points. Most interest rates bottom out.

April

The Central Bank and DMBs conclude a third interest swap agreement for the May-
September period, according to the framework agreement of September 1 993 which was
designed to reduce the risk that DMBs had from carrying mismatched assets and liabili¬
ties. The DMBs agree to pay the Central Bank 5 per cent nominal interest on IKr 1 7.5 bil¬
lion in assets in return for 4.25 per cent interest plus an inflation adjustment. The contract
is based on an assumption that the credit terms index would rise by 0.72 per cent (annual
rate) over the following four months; actual inflation was 2.3 per cent.

Iceland signs Svalbard Treaty designed to resolve fishing disputes in the Svalbard
archipelago. Iceland, Norway and Greenland reach agreement on capelin fishing in
Iceland's waters. Iceland also initials the GATT treaty in Marrakesh.

May

The May review of the wage agreement results in a one-time IKr 6 000 payment to
union employees and recipients of retirement and unemployment benefits.

Parliament passes new fisheries management law that creates the Fisheries Develop¬
ment Fund, a successor to the Fisheries Rationalisation Fund.

June

Changes made to facilities open to deposit money banks in the Central Bank.

The Central Bank introduces new regulations on indexation of deposits and credits.
From the beginning of 1995 sight deposits cannot be indexed. The aim is to obtain a
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balance between indexed assets and liabilities of the DMBs. Thus, no further swap

agreements will be required after the end of the year.

The Ministry of Commerce introduces a regulation on limitations to commercial
banks', savings banks' and other credit institutions' credits and letters of credit to a single
customer. The limit is 40 per cent of the institution's own capital and will be phased
down to 25 per cent by the year 2001.

The Treasury rejects bids at the monthly two-year Treasury note auction.

The dispute between Iceland and Norway over fishing rights in the Barents Sea
peaks when the Norwegian coast guard disrupts fishing by Icelandic trawlers on two
occasions.

The government sets 1994/95 fish quotas; overall quotas are reduced by roughly
3'/2 per cent, reflecting a 6 per cent reduction in the cod quota.

July

The Treasury rejects bids at a State Housing Fund bond auction for the first time in
1994. Bids are rejected six consecutive times through the end of September; since then all
further auctions have been postponed.

August

The Treasury rejects bids at the monthly two-year note auction and at the ten-year
bond auction, while bids are accepted at the five-year bond auction.

September

The Central Bank and DMBs conclude an interest swap agreement for the Septem¬
ber-January period. The DMBs agree to pay the Central Bank 5.33 per cent nominal
interest on IKr 14 billion in assets in return for 4.25 per cent interest plus an inflation
adjustment. The contract is based on an assumption that the credit terms index would rise
by 1 .07 per cent (annual rate) over the following four months; actual inflation was exactly
1 .07 per cent.

The Treasury rejects bids at the monthly two-year note auction and at the ten-year
bond auction, while bids are accepted at the five-year bond auction.

October

The Treasury issues 5-year Treasury bonds linked to the krona/ECU exchange rate.
A total of five auctions are held through the end of 1 994.
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The Treasury rejects bids at the monthly two-year note auction and at the five- and
ten-year bond auctions.

Negotiations begin between Iceland and Norway over fishing rights in the Barents
Sea.

Four foreign banks are granted operating licenses.

Draft budget is released; the projections include a 2V2 per cent rise in revenues from
1994 to 1995, a 1 'h per cent decline in nominal expenditures and a IKr 6V2 billion deficit
for 1995.

November

Norway rejects EU membership, leaving Iceland and Norway as the only members
of EEA outside of the EU, as Austria, Finland and Sweden join the EU as of January
1995.

December

Budget is passed by the Althing. For 1995, revenues are expected to rise 2'/2 per
cent, expenditures are projected to rise 1 'h per cent and the revenue balance is projected
to decline from IKr 8V2 to IKr Th billion. Many of the proposed spending cuts from the
October proposal are dropped.

1995

January

The World Trade Organisation is founded with Iceland as a founding member.

The CPI rises by 0.8 per cent, the largest increase since October 1993, reflecting
some one-time factors such as a new sanitary tax on households.

Treasury sells remaining share capital in State Pharmaceuticals Import Company for
approximately IKr 200 million.

All capital movements now liberalised except those related to inward direct invest¬
ment in certain sectors.

For the first time a foreign firm issues bonds in Iceland.

Owners and skippers of the two Icelandic trawlers escorted to port by the Norwegian
coast guard for fishing in waters off Svalbard in September 1994 are fined a total of
$325 000 by the Norwegian authorities.
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Government announces plans to subsidise Icelandic shipbuilding industry in line
with European Economic Area regulations. A subsidy rate of 4.5 per cent will be
provided for 1995 for ships over 100 gross registered tonnes and worth less than $12 mil¬
lion, but no subsidy will be offered for those worth more than $12 million; instead
Iceland will use its prerogative to demand the dropping of subsidies in other EEA
countries whose firms bid for contracts in Iceland.

Treasury borrows 15 billion Euro-yen (worth IKr 10.2 billion) to replenish cash
position. The issue, of 1 0 years' maturity, carries a 4.9 per cent coupon.

February

Special offers of a 0.3 percentage point bonus yield made to present owners of about
IKr 10 billion of Treasury bonds maturing 10 February in order to coax them to roll over
these securities.

General private non-bank sector wage agreement reached covering the period
through end- 1996. The agreement comprises an increase for this year of IKr 3 700 per
month (about 8 per cent) for the lowest paid, sliding to about 3 per cent for high earners.
Increases for 1996 will be IKr 2 700 per month or 3 per cent, whichever is greater.
Overall, the average increase is about 7 per cent over the two years; wage drift may add a
further 2 percentage points or so. Fiscal concessions are more limited than is often the
case but centre on the gradual phasing-out of the 4 per cent employee contribution to
private pension funds from the personal-tax base.

A nationwide teachers strike gets underway.

Formal talks take place regarding an expansion of the capacity of the existing
aluminium plant by 60 per cent at a cost of about US$150 million.

A bill to resume commercial whaling of minke wales (ceased since 1986) so long as
an internationally recognised surveillance structure is established is placed before Parlia¬
ment. No vote is taken on this or on legislation ending the State monopoly on alcohol
imports - demanded by the Surveillance Authority of the EFTA as part of fulfilling the
terms of the European Economic Area agreement - before Parliament recesses to prepare
for national elections on 8 April.
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STATISTICAL ANNEX AND STRUCTURAL INDICATORS



Table A. Supply and use of resources

IKr million, current prices

2

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994'

55 872 77 240 99 196 133 557 161 068 190 254 223 729 248 999 249 044 248 952 257 461

14 701 21 130 28 776 38 981 50 537 60 341 69 989 78 157 80 374 84 818 87 445

19 337 25 528 30 778 42 593 50 503 58 730 70 007 76 060 69 599 64 176 65 840

89 910 123 898 158 750 215 131 262 108 309 325 363 725 403 216 399 017 397 946 410 746

-661 -3 111 -3 748 -3 783 -3 085 -8 143 -4 546 -1 226 -406 557 -284

89 249 120 787 155 002 211 348 259 023 301 182 359 179 401 990 398 61 1 398 503 410 462

33 765 48 774 61 961 71 681 81 721 106 282 124 246 124 943 121 248 134 972 157 351

33 871 48 663 55 880 73 965 84 100 99 240 119 595 130 305 121 943 122 493 134 525

89 143 120 898 161 083 209 064 256 644 308 224 363 830 396 628 397 916 410 982 433 288

^»024 ^824 -5 302 ^1 799 -6 506 -11 164 -12 401 -12 686 -11 305 -12 142 -12 706

85 119 116 074 155 781 204 265 250 138 297 060 351 429 383 942 386 61 1 398 840 420 582

11 409 15 483 19 696 23 473 29 001 37 267 43 814 48 347 51 423 54 582 56 690

73 710 100 591 136 085 180 792 221 137 259 793 307 615 335 595 335 188 344 258 363 892

20 918 27 638 35 823 48 320 61 324 72 152 79 162 83 965 83 763 77 156 79 112

2 866 4 107 5 273 5 988 9 107 12 835 12 953 12 320 13 225 10 504 10 010

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
Depreciation

Net national product (market prices)
Indirect taxes

Subsidies

Net national income 55 658 77 060 105 535 138 460 168 920 200 476 241 406 263 950 264 650 277 606 294 790

1. Preliminary.
Source: National Economic Institute.



Table B. Supply and use of resources '

IKr million, constant 1990 prices

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
Statistical discrepancy3

Gross domestic product
(market prices)
Net income from abroad

Gross national product
(market prices)
Effect of changes in terms of trade

Gross national income

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994!

186 574

51 125

62 756

194 453

54 444

63 401

207 894

58 392

62 195

241 508

62 211

74 056

232 327

65 108

74 000

222 643

67 071

68 246

223 729

69 989

70 007

232 978

72 194

71 428

222 645

71 581

63 512

212 696

73 227

56 229

216 354

74 252

55 585

300 455 312 298 328 482 377 774 371436 357 960 363 725 376 600 357 738 342 153 346 191

5 778 -4 025 -9 519 -3 533 6 142 -1 894 -4 546 1 126 34 925 -72

299 998 308 083 321 600 372 262 370 222 354 075 359 179 377 726 357 772 343 078 346 119

103 080 114 471 121 279 125 240 120 725 124 278 124 246 117 066 115 077 122 448 134 956

101 574 111 141 112 195 138 298 131 957 118 422 119 595 126 252 116415 105 195 110 612

-6 13 29 -46 -49 6 0 0 0 0 0

301 499 311 427 330 713 359 159 358 942 359 938 363 830 368 540 356 434 360 330 370 463

-8 973 -9 321 -9 259 -9 411 -11 333 -12 514 -12 401 -13 255 -13 200 -13 175 -12 136

292 526 302 106 321 454 349 748 347 609 347 424 351 429 355 285 343 234 347 155 358 327

-2 950 -4 165 2 536 8 611 7 617 2 311 0 7 141 3 791 -3 311 -1864

289 128 297 516 323 849 358 510 355 414 349 708 351429 362 426 347 025 343 844 356 463

1 . Estimates of 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.

2. Preliminary.
3. The presence of a statistical discrepancy in the data prior to 1 990 is attributable lo the fact that the Icelandic authorities rebased the data without modifying the growth rates in

volume terms calculated from the previous 1980 base year data.
Source: National Economic Institute.



Table C. Production and employment

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994'

Fisheries and fish processing

Output (volume change over previous year) 13.7 8.1 10.1 4.9 -0.2 -2.3 -1.1 -2.2 -2.0 6.0 6.2

Export production
Value (IKr million) 16 562 23 937 34 627 40 322 43 819 56 812 69 897 73 236 69 881 74 571 86 590

Fishing fleet: :
Trawlers (GRT) 50 801 50 844 50 569 51 380 54 086 52 830 49 912 47 493 43 031 41 502 41 500

Motor boats (GRT) 62 046 61 750 61 822 66 072 65 521 63 181 59 366 52 500 47 317 44 747 44 750

Total (GRT) 112 847 112 594 112 391 117 452 1 19 607 116011 109 278 99 993 90 348 86 249 86 250

Employment (man-years) 15 802 15 728 16 064 16 788 15 145 14 893 14 746 14 303 13 023 13 128 13 543

Agriculture

Output (volume change over previous year) 4.5 3.8 -1.8 2.1 -7.8 1.7 -3.6 -0.8 -2.4 1.6 1.7

Export production
Value (IKr million) 406 597 690 1 015 997 1 288 1 765 1 657 1 394 1 471 2 133

Capacity:
Cultivated grassland (1 000 hect.) 143.9 145.) 146.1 146.6 147.0 147.0 146.8 146.5 146.2 145.9 145.6

Sheep (1 000 heads) 714.4 709.3 675.5 624.3 586.9 560.9 548.5 510.8 486.8 487.0 476.0

Cattle (1 000 heads) 72.7 72.9 71.4 69.0 70.8 72.8 74.9 77.7 76.0 74.6 72.2

Employment (man-years) 7 595 7 420 7 374 7 147 6 470 6 399 6 164 6 709 6 514 6 319 6 192

Manufacturing (excluding fish processing)
Output (volume change over previous year) 7.4 2.8 2.7 9.3 -5.2 -3.6 -3.1 1.6 -4.4 -4.9 7.3

Export production
Value (IKr million) 6 673 7 776 8 794 10 059 13 677 19 460 18 742 15 927 17 223 18 905 21 040

of which:
Aluminium 3 445 3 472 4 042 4 761 6 705 10 146 9 629 8 222 7 964 8 373 10 833

Diatomite 189 289 284 296 348 416 522 406 422 374 541

Ferro-silicon 1 060 1 267 1 352 1 195 2 203 2 899 2 180 1 637 1 545 2 370 2 689

Employment (man-years) 16 956 17 620 17 740 18 439 17 057 16 195 15 573 15 586 14 776 14 352 14 494

1. Preliminary.

2. Including whale catchers, excluding open boat; stock at end of year.
Source: National Economic Institute and Central Bank of Iceland.



Table D. Gross fixed asset formation and national wealth

IKr million, current prices

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994'

Gross fixed asset formation, total

Classification by end-use:

25 528 30 778 42 593 50 503 58 730 70 007 76 060 69 599 64 176 65 840

Industrial asset formation 15 300 19 490 27 406 29 406 32 501 38 516 42 182 36 119 28 932 30 500

Agriculture 1 152 1 126 1 607 I 597 1 616 1 441 1 830 1 628 1 883 1 800

Fishing 1 360 3 688 4 952 6 788 4 216 2 711 2 9)1 5 950 2 146 3 400

Fish processing 1 137 1 358 1 440 1 509 1 265 1 730 1 413 1 408 1 679 2 400

Manufacturing other than fish
processing 3 023 3 457 4 261 4 671 5 865 5 387 6 642 5 432 5 420 5 510

Electricity, heating and water supply 1 862 1 739 2 107 3 532 5 443 6 526 7 101 3 857 3 513 3 200

Various machinery and equipment
for construction 603 764 1 165 1 305 1 377 1 744 2 473 1 562 1 527 1 300

Commercial and office buildings 1 933 2 626 4 770 4 190 4 700 4 721 4 330 4 397 3 884 3 660

Transport and storage 2 396 2 321 3 809 2 559 5 280 10 941 1 1 348 7 387 3 952 2 830

Communications 552 802 1 116 752 905 1 003 1 466 1 854 2 036 2 500

Computers and office equipment 1 281 1 608 2 180 2 502 1 835 2 312 2 668 2 646 2 892 3900

Residential construction 6 455 6 923 9 303 12 586 15 936 18 666 19 104 18 912 18 212 19040

Public works and buildings 3 773 4 365 5 884 8 510 10 293 12 825 14 775 14 568 17 032 16 300

National wealth 394 867 498 389 604 523 738 868 935 371 1 115 180 !1 221 195 1 270 647 1 326 160 1 378 335

Industrial sector 184 673 235 386 284 747 348 928 442 272 504 727 547 910 565 903 589 185 607 178

Private sector2 145 668 183 742 220 167 265 465 334 786 403 167 442 068 460 342 476 819 495 501

Public works and buildings 64 526 79 261 99 609 124 475 158 313 207 286 231 217 244 402 260 156 275 656

1. Preliminary.

2. Residential housing.
Source: National Economic Institute.



Table E. Gross fixed asset formation and national wealth

IKr million, constant 1990 prices

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994

Gross fixed asset formation, total 63 398 62 194 74 053 73 997 68 243 70O07 71 428 63 510 56 229 55 585

Classification by end-use:
Industrial asset formation 36 836 38 046 46 573 42 402 36 598 38 516 39 918 33 085 24 879 24 918

Agriculture 2 939 2 386 3 030 2 491 1 951 1 441 1 750 1 527 1 638 1 506

Fishing 3 531 7 462 8 660 10 029 4 935 2 711 2 752 5 471 1 802 2 663

Fish processing 2 730 2 591 2 434 2 136 1 432 1 730 1 343 1 288 1 444 1 934

Manufacturing other than fish
processing 7 367 6 710 7 322 6 799 6 752 5 387 6 293 4 976 4 615 4 422

Electricity, heating and water supply 4 488 3 384 3 482 4 940 6 178 6 526 6 653 3 506 3 105 2 763

Various machinery and equipment
for construction 1 057 1 065 1 489 1 705 1 399 1 744 2 371 1 439 1 265 1 000

Commercial and office buildings 4 408 4 809 7 422 5 558 5 039 4 721 4 024 3 990 3 449 3 172

Transport and storage 5 573 4 672 6 730 3 946 6 160 10 941 10 810 6 766 3 423 2 420

Communications 1 352 1 550 1 829 1 070 1 017 1 003 1 363 1 682 1 745 2 038

Computers and office équipement 3 040 3 028 3 623 3 329 1 863 2 312 2 558 2 438 2 394 3000

Statistical discrepancy ' 352 388 552 399 -129 0 1 2 0 -0

Residential construction

Public works and buildings

Statistical discrepancy '

16 170

10 101

290

13 930

9 750

468

15 903 18 265 18 772 18 666

10 851

725

17 755 17 162 16 174

177 -128 -0 -1 -4 0

16 499

13 154 13 001 12 825 13 756 13 268 15 176 14 168

0

National wealth 973 025 996 465 1 030 529 1 064 139 1 089 258 1 115 180 1 141 524 1 158 363 1 166 927 1 175 408

Industrial sector 435 075 448 702 469 901 486 557 495 137 504 727 515 326 517 850 511 597 506 337

Private sector2 364 866 369 704 376 558 385 428 394 297 403 167 410 827 417 681 423 512 429 424

Public works and buildings 173 084 178 059 184 070 192 154 199 824 207 286 215 370 222 832 231 818 239 647

1 . The presence of statistical discrepancies in the data prior to 1990 is attributable to the fact that the Icelandic authorities rebased the data without modifying the growth rates in
volume terms calculated from the previous 1 980 base year data.

2. Residential housing.
Source: National Economic Institute.



Table F. Balance of payments, OECD basis

US$ million

Current balance

Long term (excl. special transactions)
a) Private

b) Officia]

Basic balance

Non-monetary short-term private capital
Non-monetary short-term official capital
Errors and omissions

Balance on non-monetary transactions
Private monetary institutions' short-term capital

Balance on official settlements

Use of IMF credit

Special transactions
Miscellaneous official accounts

Allocations of SDRs

Change in reserves (+ = increase)
a) Gold

b) Currency assets
c) Reserve position in IMF
d) Special Drawing Rights

1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

-57 -131 -115 17 -191 -221 -84 -134 -309 -208 -2

94 113 155 157 178 208 261 278 292 222 67

-29 -18 32 47 95 65 70 120 71 39 -34

122 131 123 109 83 143 191 159 221 182 102

37 -18 40 174 -13 -14 177 144 -17 14 62

-47 25 128 -43 76 15 -104 -65 48 9 -57

4 23 -58 -4 -16 22 -24 -2 -18 22 16

2 -28 -53 -18 -59 -4 13 -2 20 2 -6

-5 1 56 108 -12 19 63 75 33 46 16

16 -16 8 -9 -6 -17 -8 0 -22 24 -76

11 -15 64 99 -18 1 55 74 11 70 -60

-1 - - -13 -14 - - - - _ -

0 -15 64 86 -32 1 55 74 11 70 -60

8

4

-15 64 87 -34 2 56 74 11 61

9

-60

-2 _ _ _ 2 -1 -1 _ _

Source: OECD.



Table G. Central government and social security income and expenditure

IKr million, accruals basis

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994'

Current revenue 33 727 44 603 57 907 78 168 93 986 106 139 119 375 121 133 119 048 125 191

Direct taxes 5 693 9 080 10 184 18 395 22 387 29 252 38 178 39 295 39 616 43 089

Indirect taxes 24 147 31 193 42 468 53 460 62 665 69 572 72 623 72 193 70 252 72 907

Other 3 887 4 330 5 255 6 313 8 934 7 315 8 574 9 645 9 180 9 195

Current expenditure 30 049 39 530 51 855 72 193 88 912 103 880 113 543 116 143 119 301 123 791

Public consumption 16 675 22 534 30 838 39 603 46 843 54 864 60 537 60 696 63 445 65 113

Interest expenditure 3 300 3 931 4 340 7 174 9 685 11 370 12 961 12 875 13 678 15 877

Current transfers and subsidies 10 074 13 065 16 677 25 416 32 384 37 646 40 045 42 572 42 178 42 801

Current balance 3 678 5 073 6 052 5 975 5 074 2 259 5 832 4 990 -253 1 400

Capital revenue 680 880 1 234 1 492 1 714 1 976 2 346 2 330 2 448 2 473

Capital transfers 129 169 371 474 469 468 610 517 531 500

Consumption of fixed capital 551 711 863 1 018 1 245 1 508 1 736 1 813 1 917 1 973

Capital expenditure 6 372 12 362 8 847 12 481 19 041 16 536 19 186 16 828 15 892 16 876

Gross fixed investment 1 890 1 874 3 078 3 972 4 445 6 338 7 100 6 434 8 025 9 011

Capital transfers 4 482 10 488 5 769 8 509 14 596 10 198 12 086 10 394 7 866 7 864

Capital balance -5 692 -11 482 -7 613 -10 989 -17 327 -14 560 -16 840 -14 498 -13 444 -14 403

Financial balance -2 014 -6 409 -1 561 -5 014 -12 253 -12 301 -11 008 -9 508 -13 697 -13 003

Net increase in claims 3 159 -3 340 3 523 3 839 707 -1 053 5 827 -1 934 -1 195 4 258

Borrowing requirement 5 171 3 068 5 087 8 852 12 961 11249 16 836 7 574 12 502 17 261

1. Preliminary.
Source: National Economic Institute.



Table H. Fish catch, wages and prices

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994

Fish catch (thousand of metric tons)
Total 1 435 786 835 1 525 1 672 I 651 1 625 1 750 1 502 1 500 1 037 1 566 1 680 1 436

Demersal species 716 690 603 564 585 632 684 698 692 673 654 585 547 500

Herring 40 57 59 50 49 66 75 93 97 90 78 123 112 128

Capelin 641 13 134 865 993 895 804 909 667 692 254 796 956 728

Crustaceans 21 24 31 43 44 55 55 42 39 44 51 62 65 80

Wages and prices (indices 1980 = 100)

Hourly wage rates,
non-clerical

workers ' 153 240 364 445 597 790 1 124 1 421 1 610 1 734 1 884 1 958 1997 2 007

Total cost of living 150.8 227.8 419.6 542.0 717.5 870.1 1 033.5 1 296.2 1 570.0 1 803.0 1 925.7 1 997.5 2 079.3 2 110.3

Consumer price index 150.6 227.5 422.6 550.7 730.5 880.9 1 047.5 1 324.5 1 619.8 1 858.0 1 988.6 2 069.7 2 172.4 2 209.1

Credit term index 151.8 227.4 407.9 545.7 712.8 888.4 1 043.3 1 287.2 I 524.4 1 759.8 1 892.1 1 962.2 2 011.0 2 048.2

Building cost 152.4 236.7 403.4 505.0 668.0 855.0 1 005.0 1 185.0 1 449.0 1 727.0 1 865.0 1 916.0 1 955.0 2 006.0

Export price of fish
products2
Fresh and iced fish 124.2 220.4 360.0 486.2 805.0 1 048.2 1 180.0 1 313.9 1 762.9 2 314.4 2 476.5 2 460.4 2 517.6 2 801.2

Frozen groundfish
products 144.8 242.9 500.7 593.5 821.4 985.0 1 163.6 1 296.2 1 583.1 2 090.4 2 457.1 2 347.6 2 433.9 2 521.6

Salted products 173.3 263.5 448.4 519.5 726.8 1 013.8 1 295.5 1 387.7 1 634.7 2 286.7 2 666.3 2 561.7 2 339.8 2 463.7

Fish meal and oil 152.2 191.7 511.6 551.4 597.8 603.8 592.7 889.3 1 237.8 1 139.9 1 295.5 1 286.4 1 360.1 1 449.5

1 . Weighted averages.

2. The index shows the development of export prices (fob) in terms of Icelandic kronur.
Source: National Economic Institute and Central Bank of Iceland, Economic Statistics.



Table I. Foreign trade, total and by area

USS million, monthly rates

Total imports, cif
OECD countries

EEC

Other Europe
USA

Eastern Europe
Non-OPEC developing

countries

Total exports, fob
OECD countries

EEC

Other Europe
USA

Eastern Europe
Non-OPEC developing

countries

1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994

68.8 83.4 86.3 78.6 69.1 70.3 75.5 93.1 131.9 133.6 116.7 138.7 143.0 140.4 112.4 122.7

57.5 71.0 74.6 67.1 59.5 60.7 66.7 83.9 119.6 121.3 104.5 124.1 130.2 128.3 101.3 110.7

34.3 39.7 41.0 38.9 33.7 36.2 40.0 49.5 69.1 69.0 65.6 69.5 75.0 68.3 54.4 59.8

13.9 15.7 19.1 15.6 14.2 13.1 14.9 19.2 27.3 29.7 22.4 22.7 24.6 35.1 26.7 31.0

4.5 7.8 6.7 6.6 5.4 4.8 5.1 6.5 9.4 10.1 13.0 19.7 14.8 11.6 10.5 10.9

8.5 9.1 7.8 7.8 7.6 7.5 6.4 5.8 7.2 7.2 7.3 9.0 5.9 3.3 4.0 4.1

2.7

1.4

3.3 3.9 3.7 2.0 2.1 2.3 3.3 5.1 5.1 4.8 5.5 6.8 8.6 6.9 7.6

65.8 77.5 75.4 57.2 62.5 61.9 67.8 91.2 114.3 119.5 116.7 132.6 129.1 127.3 116.6 135.3

58.1 62.8 57.3 48.9 52.8 54.6 61.0 83.1 105.4 108.5 104.0 123.2 123.0 121.4 110.4 130.1

30.7 36.4 34.5 27.8 27.6 29.2 33.1 49.5 65.6 70.6 65.6 89.9 86.3 87.6 69.7 80.5

6.7 8.1 5.2 4.2 5.5 5.3 5.9 9.2 9.6 12.2 13.3 11.6 9.9 9.3 10.5 9.0

18.4 16.7 15.7 14.8 17.7 17.6 18.3 19.8 20.9 16.2 16.4 13.1 16.1 14.4 18.5 19.6

5.3 6.8 6.0 4.8 5.0 5.9 5.3 5.0 5.4 6.3 6.2 3.8 1.1 0.5 0.5 1.1

2.2 1.6 1.2 1.6 1.2 1.4 1.5 1.8 3.3 6.0 4.7 4.0 4.3 4.5 3.3

Source: Central Bank of Iceland and OECD, Foreign Trade Statistics, Scries A.



Table J. Foreign trade by commodity group

US$ million

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

Imports
Total 1 000.1 1 021.0 941.5 815.2 821.3 904.0 1 115.3 1 581.3 1 590.3 1 395.0 1 654.6 1 738.8 1 681.8 1 406.9

Transport équipement,
SITC 78-79 102.7 107.8 87.5 58.4 65.4 60.7 135.4 268.4 266.8 183.8 260.8 220.7 246.3 124.1

Other imports 897.4 913.1 854.0 756.9 755.9 843.2 979.9 1 313.0 1 323.5 1 211.2 1 393.8 1 518.1 1 435.5 1 282.7

Food and live animals,

SITCO 82.3 81.3 76.1 72.9 69.5 72.0 85.2 99.8 106.6 110.7 122.5 126.7 127.4 132.3

Manufactured goods,
SITC 6 194.1 189.4 182.3 156.7 149.8 163.2 211.1 275.6 286.4 256.6 278.4 309.0 286.5 253.4

Machinery and
apparatus,
SITC 71-77 172.6 183.8 169.1 139.0 155.9 185.0 233.3 337.9 318.2 263.1 318.9 370.7 331.2 283.9

Other goods 448.4 458.6 426.5 388.3 380.7 423.1 450.4 599.7 612.2 580.8 674.0 711.7 690.4 613.1

Exports
Total 931.2 894.6 684.9 749.2 722.2 813.8 1 094.8 1 370.4 1 431.) 1 400.9 1 590.7 1 571.4 1 526.5 1 400.2

Fish products, total 697.1 706.4 507.9 506.7 500.2 609.3 843.8 1 044.5 1 016.9 994.3 1 197.7 1 239.2 1 214.5 1 103.1

Frozen fish fillets 266.4 237.1 220.0 245.9 222.3 261.5 320.7 381.8 367.1 398.2 521.9 589.8 457.3 400.1

Herrings salted 21.7 22.1 17.7 18.3 24.5 21.2 18.0 21.7 24.6 21.8 26.0 14.8 11.1 8.8

Herring and capelin
meal 61.6 45.3 8.5 1.9 42.3 44.4 57.0 50.9 75.1 63.1 53.9 21.5 72.9 72.8

Agricultural products 17.7 13.3 9.0 9.1 13.9 13.1 16.9 26.1 24.8 23.9 30.5 27.4 28.4 24.0

Aluminium products 113.2 87.5 68.0 130.9 108.2 80.5 100.5 131.6 153.8 180.1 164.3 136.6 140.0 122.2

Other manufactured

products 88.7 86.2 82.7 87.4 99.4 102.1 115.7 144.4 167.0 164.8 159.8 132.8 122.9 122.3

Source: Central Bank of Iceland and OECD, Foreign Trade Statistics, Series C.



Table K. Money and credit

IKr million, end of period

Central Bank

Penalty rates (annual rate), per cent '

Net position of government

Money supply
Ml"2
M23

M3J

Deposit money banks

Required reserves and other funds
with Central Bank

Demand deposits

Net foreign liquid assets

Lending (excl. foreign funds relent)
of deposit money banks
Total

Agriculture

Fishery and fish processing
Manufacturing and commerce

Dwellings

Foreign exchange
Central Bank net foreign reserves

Deposit money bank's net short-term
foreign position

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994

55.3 58.0 58.2 31.5 44.0 30.5 35.9 43.9 35.9 26.0 25.0 19.5 17.7 14.2

268 145 852 1 159 3 147 2 806 5 550 9 117 8 237 3 594 8 748 1 551 5 775 17 117

1 620 2 089 3 700 5 299 6 662 9 682 12 750 14 853 19 725 24 644 29 553 29 942 31 564 35 075

4 841 7 133 12 372 18 666 30 126 41 368 56 902 73 271 92 548 105 731 1 16 697 124 391 129 905 131 953

7 056 11 149 19 902 26 575 39 135 52 940 71 602 88 802 112 998 129 802 148 436 154 101 164 127 167 702

1 904 3 048 5 594 7 143 7 987 10 778 11 159 12 162 14 711 11 223 10 418 9 255 7 186 7 070

1 224 1 570 2 941 4 354 5 436 7 991 10 562 12 302 16 750 21 587 26 314 26 350 27 664 30 389

69 198 ^15 283 144 429 715 1 730 2 749 2 805 3 410 2 981 5 164 3 559

6 165 11 592 20 627 30 132 39 604 48 651 71 701 95 504 118 130 136 539 152 927 159 640 172 021 178 899

800 1 273 2 191 2 860 4 028 4 972 6 367 7 681 9 254 10 589 10 768 8 887 8 251 7 779

1 421 3 111 5 570 8 857 8 537 7 602 11 699 17 161 19 261 17 939 19 307 19 568 20 254 19 682

1 645 3 386 5 806 8 694 12 567 15 782 22 596 28 737 34 518 36 037 40 854 41 964 41 172 40 995

781 1 197 2 183 2 830 3 678 4 651 6 171 8064 1 1 325 12 916 14 051 14 771 14 408 14 036

1 637 1 494 2 603 2 160 7 671 11 273 10 537 1 1 887 20 063 23 412 24 064 31 054 28 651 14 958

-447 -1217 -3088 -5710-10022 -7 860 -11105 -15 399 -11512 -8 596 -10 008 -12 898 -9 287 -4 294

1. Annual average.
2. Notes and coins plus demand deposits.

3. Ml plus general savings deposits.
4. M2 plus time deposits.
Source: Central Bank of Iceland.



Table L. Public sector

1960 1970 1980 1990 1991 1992 1993 1994:

General government accounts

(as a per cent of GDP)
Current revenue 28.2 30.2 33.1 36.0 37.3 37.8 36.5 35.9

Tax revenue ' 27.2 29.6 30.9 33.6 34.6 34.9 33.8 33.2

Interest income 1.9 1.6 1.8 1.7 1.7 1.6

Capital revenue 0.2 0.7 0.8 0.8 0.8 0.8

Total expenses 25.8 29.9 32.4 40.1 41.0 41.4 40.9 40.5

of which:

Current expenditure 26.0 33.4 33.8 34.8 34.8 34.2

Current transfers 4.3 7.0 7.3 7.6 8.0 7.9

Subsidies 3.1 3.6 3.1 3.3 2.6 2.3

Capital expenditure 6.4 6.7 7.2 6.6 6.1 6.2

Gross fixed investment 3.7 4.0 4.1 4.0 4.3 4.2

Capital transfers 2.7 2.7 3.1 2.5 1.8 2.0

Tax receipts as a per cent of general
government total taxes

Genera] government
Direct taxes 31.5 30.9 26.9 35.2 38.8 39.7 43.5 44.6

Indirect taxes 68.5 69.1 73.1 64.8 61.2 60.3 56.5 55.4

Central government and Social security
Total taxes 77.5 77.2 79.8 80.9 80.8 80.3 80.4 80.7

Direct taxes 13.3 16.8 15.9 23.9 27.8 28.3 29.0 30.3

Indirect taxes 64.2 60.4 63.9 57.0 53.0 52.0 51.4 50.4

Local government
Total taxes 22.5 22.8 20.2 19.1 19.2 19.7 19.6 19.2

Direct taxes 18.2 14.1 11.0 11.2 10.9 11.4 14.5 14.2

Indirect taxes 4.3 8.7 9.2 7.9 8.3 8.3 5.1 5.0

1. Direct and indirect taxes.

2. Preliminary.
Source: National Economic Institute and Sogulegt Yfirlit Hagtalna, 1945-1988, National Economic Institute.



Table M. Labour market

Capital Western West Norlh-West North-East Eastern Southern Reykjanes
Total

area Iceland :jords Iceland Iceland Iceland Iceland peninsula

Employment (number of man years)
1980 57 481 6 510 5 208 4 674 11 104 5 913 8 602 6 783 106 275
1988 76 85c 7 133 5 190 4 950 12 105 5 978 9 057 7 471 128 742

1990 72 97C 6 965 5 327 4 989 11 867 5 758 9 401 7 462 124 739
1991 72 828 6 980 5 304 4 968 11 860 5 759 9 388 7 390 124 477
1992 72 254 6 966 5 328 4 969 II 834 5 762 9 338 7 200 123 651
1993 71 29t 6 936 5 276 4 957 1) 677 5 722 9 290 7 248 122 402

1994 71 034 6 923 4 704 4 669 12 692 6 081 9 952 6 989 123 044

Unemployment rate (per cent)
1980 0.2 0.2 0.1 0.9 0.7 0.5 0.4 0.3 0.3
1988 0.2 1.4 0.3 2.0 1.4 1.2 1.5 0.7 0.6

1990 1.2 2.6 0.4 3.0 3.3 3.3 2.4 1.9 1.8
1991 0.Ç 1.9 0.3 2.9 2.9 2.9 2.1 2.3 1.5

1992 2.É 3.0 0.8 3.7 4.0 3.7 3.5 5.7 3.1

1993 4.2 3.7 2.1 4.3 5.5 4.7 4.3 5.4 4.3
1994 4.7 4.6 2.2 4.9 6.3 4.5 4.5 4.6 4.7

196 1970 1980 1990 1991 1992 1993

Population by age group
(per cent change over previous year)
Under 15 and over 65 years 2.C -0.4 0.3 0.8 1.1 1.1 1.4

Between 15 and 19 years 3.3 1.8 -0.4 1.5 1.0 -1.1 -2.3

Between 20 and 64 years 1.9 1.1 1.9 0.8 1.4 1.4 1.1

Between 15 and 64 years 2.1 1.2 1.5 0.8 1.2 1.0 1.0

Total population 2.1 0.5 1.1 0.8 1.3 1.2 0.7

Labour supply (per cent change over previous year) -0.1 2.0 3.3 -0.9 -0.6 -0.4 2.1

Work stoppages
Number of stoppages 65 14 1 7 4 2

Working days lost 48 48 31 27 6 51

Number of participants 15 705 4 220 177 751 611 13

Number of man-days lost 303 743 30 760 231 3 413 385 120
Non-seamen in AS1 296 596 16 044 231 1 873 32 22

Seamen 7 147 3 696 0 1 540 0 98

Others 0 11 020 0 0 353 0

Source: National Economic Institute.
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BASIC STATISTICS: INTERNATIONAL COMPARISONS

Population

Total	Thousands
Inhabitants per sq. km	Number
Net average annual increase over previous 10 yean 	 %

Employment
Civilian employment (CE)2	Thousands
Of which: Agriculture	% of CE

Industry	% of CE
Services	% of CE

Gross domestic product (GDP)
At current prices and current exchange rales	 Bill. USS
Per capita	US$
At current prices using current PPPs'	 Bill. US$
Per capita	USS
Average annual volume growth over previous 5 years 	 %

Gross fixed capital formation (GPCF)	» 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 cop

General government
Current expenditure on goods and services	 % of GDP
Current disbursements'	% of GDP
Current receipts	% of GDP

Net official development assistance	% of GNP

Indicators of living standards
Private consumption per capita using current PPPs'	 USS
Passenger cars, per 1 000 inhabitants	 Number
Telephones, per 1 000 inhabitants	Number
Television sets, per I 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 rales 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. USS

As % of GDP	%

Average annual increase over previous 5 years	 %

Total official reserves'	Mill. SDRs
As ratio of average monthly imports of goods	 Ratio

* At cuncnl prices and exchange mes.
1. Unless otherwise staled.

2. According K> the definitions used in OECD Labour Force Statistics.
3. PPPs rSnchasing Power Parities.
4. Gross saving - Cross national disposable incomr minus privait and government consumption.
3. Current disbursements » Current expenditure on goods and aervkes plus cuncnt transfers
6. Gold included in reserves is valued at 35 SDRs per ounce. End of year.
7. Including Luxembourg.

Reference

period1

1992

1992

1992

1992

1992

1992

1992

1992

1992

1992

1992

1992

1992

1992

1992

1990

1990

1989

1991

1991

1992

1992

1992

1992

1992

17 489

2

1.4

7 637

5.3

23.8

71

296.6

16 959

294.5

16 800

2

19.7

9.3

5.1

-1

15.6

18.5

36.9

33.1

0.33

10 527

430

448

484

2

7.1

5

5.2

42 844

14.4

10.1

40 751

13.7

8.6

8 152

2.4

Austria

7884

94

0.4

3546

7.1

35.6

57.4

186.2

23 616

142

18 017

3.4

25

9.9

5.7

5.1

25.1

18.4

46.2

48.3

0.3

9 951

382

589

475

2.1

7.4

5.4

3

44 361

23.8

10.4

54 038

29

10.7

9006

2

Belgium

10 045

329

0.2

3 724

2.6

27.7

69.7

220.9

21 991

181.5

18 071

3.1

19.1

8.6

4.6

7.1

21.3

14.7

54.6

49.7

0.39

11420

387

546

447

3.6

8.4

4.1

2.7

123 264'

55.8

8.2

125 133'

56.6

8.4

10 037'

1

Canada

28 436

3

1.5

12 240

4.4

22.7

73

563.7

19 823

536.8

19 585

1.1

18.8

6.2

6.4

1.4

12.8

21.9

49.2

43.7

0.45

11 863

469

570

626

2.2

6.8

4.4

4.2

134 696

23.9

7.4

122 445

21.7

6.9

8 314

0.8

5 171

120

0.1

2 613

5.2

27.4

68.7

141.6

27 383

91.2

17 628

1.1

15.1

6.8

3

-4.2

18

25.5

58.2

57.3

0.98

9 120

311

972

528

2.8

ITS

4.7

3.3

39 732

28.1

9.2

33 707

23.8

5.8

8 032

2.9

5 042

15

0.4

2 163

8.6

27.9

63.5

106.4

21 100

73.2

14 510

-0.1

18.5

6.8

4.6

-4.3

12.1

24.9

56.1

53.2

0.61

8 285

386

530

488

2.5

5.8

7

5

23 956

22.5

4.3

21 166

19.9

2.4

3 792

2.1

France

57 374

105

0.5

22 032

5.2

28.9

65.9

1 322.1

23 043

I 063.7

18 540

2.4

20

8.8

5.1

3.3

19.8

18.8

48.4

46.1

0.63

II 144

413

482

400

2.7

7.3

3.9

3.1

235 911

17.8

9.8

230 050

17.4

8.5

19 657

1

Germany

80 569

226

2.7

28 708

3.1

38.3

58.5

1 801.3

27 770

I 328.2

20 482

4

20.9

9.2

6.1

5

22.1

17.9

44.1

45

0.42

II 186

480

671

506

3.2

7.1

5.1

2.8

429 727

23.9

7.9

408 180

22.7

12.4

66 158

1.9

Greece

10 300

78

0.5

3 634 (91)

22.2(91)
27.5 (91)

50.2(91)

77.9

7 562

85.1

8 267

2.2

18

7.9

3.8

4.9

15.5

19.7

47.1

39.9

5 929

169

458

195

3.4

9

17.7

16.6

9 541

12.2

6.2

23 012

29.5

10.7

3 486

1.8

Iceland

260

3

1.1

140(91)

10.7 (91)

26.4(91)

62.9(91)

6.9

26 595

4.4

17 062

-0.1

17.5

5.3

4.8

-3

14.3

20.2

32.1

34.8

10 557

464

496

319

2.8

5.5

14.3

1 571

22.7

3

1710

24.7

1.6

362

2.5

3 547

50

0.2

1 113(91)

13.8 (91)

28.9 (91)
57.2 (91)

51

14 385

45.3

12 763

5.6

15.9

6.7

4.3

2.9

18.5

16.1

0.14

7 443

228

279

271

1.5

8.2

5.1

3.2

28 297

55.5

12.1

22 467

44

10.5

2502

1.3

Italy

56 859

189

0

21271

8.2

32.2

59.6

1 220.6

21468

1005.9

17 373

2.2

19.1

8.9

5.3

2.7

17.2

17.6

51.5

43.6

0.34

10 936

478

555

423

1.3

8.3

6.9

5.9

178 217

14.6

8.9

188 524

15.4

8.6

20 104

1.3

124 320

329

0.5

64 360

6.4

34.6

59

3 662.5

29 460

2 437.2

19 604

4.2

30.8

12.4

5.2

6.5

33.9

9.3

25.9

34

0.3

11 191

282

421

610

1.6

4.6

4

2.2

339 553

9.3

8.1

233 100

6.4

9.2

52 089

2.7

Luxembourg

390

150

0.6

162(91)

3.7 (91)

315(91)

64.8 (91)

10.6

27 073

8.5

21 833

4.1

27.7

6.5

60.2

17.1

0.34

12 285

470

413

252

2.1

9.2

89 540

45

2.1

23 403 (90)

22.6(90)

27.8 (90)

49.6 (90)

329.3

3 678

493.1

5 507

3.1

20.8

10.6

4.5

8.9

16.1

10.1»

3 978

85
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and payments of property income.

8. Included in figura for Belgium.
9. Refers lo the public sector including public enterprises.

10. Including DOQ-ftSMScntial constniclion.
Sources: Population and Employment: OECD, Labour Force Statistics. GDP, GPCF, and General Government: OECD, National

Accounts. Vol. 1. Indicators of living standards: Miscellaneous national publications. Wages and Prices: OECD, Mam Economic
Indicators. Foreign trade: OECD, Monthly Foreign Trade Statistics, series A. Total official reserves: IMF, International
Financial Statistics.
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EMPLOYMENT OPPORTUNITIES

Economics Department, OECD

The Economics Department of the OECD offers challenging and rewarding opportu¬
nities to economists interested in applied policy analysis in an international environment.
The Department's concerns extend across the entire field of economic policy analysis,
both macroeconomic and microeconomic. Its main task is to provide, for discussion by
committees of senior officials from Member countries, documents and papers dealing
with current policy concerns. Within this programme of work, three major responsibili¬
ties 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, appear in published form in the OECD Economic Outlook, OECD
Economic Surveys, OECD Economic Studies and the Department's Working Papers
series.

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 80 professional economists from a variety of
backgrounds and Member countries. Most projects are carried out 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 the Economics Department is looking for:

a) Solid competence in using the tools of both microeconomic and macroeconomic
theory to answer policy questions. Experience indicates that this normally
requires the equivalent of a Ph.D. in economics or substantial relevant profes¬
sional 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 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 extensive knowledge of policy issues, economic develop¬
ments 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. Candi¬
dates must have excellent knowledge of one of these languages, and some
knowledge of the other. Knowledge of other languages might also be an advan¬
tage for certain posts.

f) For some posts, expertise in a particular area may be important, but a successful
candidate is expected to be able to work on a broader range of topics relevant to
the work of the Department. Thus, except in rare cases, the Department does not
recruit narrow specialists.

g) The Department works on a tight time schedule with strict deadlines. Moreover,
much of the work in the Department is carried out in small groups. Thus, the
ability to work with other economists from a variety of cultural and professional
backgrounds, to supervise junior staff, and to produce work on time is
important.

General information

The salary for recruits depends on educational and professional background. Posi¬
tions carry a basic salary from FF 305 700 or FF 377 208 for Administrators (economists)
and from FF 438 348 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 Department,
contact:

Administrative Unit

Economics Department
OECD

2, rue André-Pascal
75775 PARIS CEDEX 16

FRANCE

E-Mail: compte.esadmin@oecd.org

Applications citing "ECSUR", together with a detailed curriculum vitae in English
or French, should be sent to the Head of Personnel at the above address.



MAIN SALES OUTLETS OF OECD PUBLICATIONS

PRINCIPAUX POINTS DE VENTE DES PUBLICATIONS DE L'OCDE

ARGENTINA - ARGENTINE
Carlos Hirsch S.R.L.

Galerfa GUemes. Florida 16S. 4° Piio

1333 Buenos Aires Tel. (1) 331.1787 y 331.2391
Telefax: (1)331.1787

AUSTRALIA - AUSTRALIE

D.A. Infoimation Services

648 Whitehorse Road. P.O.B 163

Milcham, Victoria 3 1 32 Tel. (03) 873.441 1
Telefax: (03) 873.5679

AUSTRIA - AUTRICHE
Gerold & Co.

Graben 31

Wien I Tel. (0222)533.50.14

BELGIUM - BELGIQUE
Jean De Lannoy
Avenue du Roi 202

B-1060 Bruxelles Tel. (02) 538.51.69/538.08.41
Telefax: (02) 538.08.41

CANADA

Renouf Publishing Company Ltd.
1294 Alfpma Road
Ottawa. ON K1B 3W8 Tel.

Telefax:

Stores:

61 Sparks Street
Ottawa. ON KIP 5RJ

21 1 Yonge Street
Toronto. ON MSB 1M4

(613)741.4333
(613)741.5439

Tel. (613) 238.8985

(416) 363.3171
(416)363.59.63

Tel.

Telefax:

Les Éditions La Liberté Inc.

3O20 Chemin Saine-Foy
Saince-Foy, PO Gl X 3V6 Tel.

Telefax:
(418) 658.3763
(418) 658.3763

Federal Publications Inc.

165 University Avenue. Suite 70)
Toronto, ON MSH 3B8 Tel. (416) 860.161 1

Telefax: (416) 860 1608

Les Publications Fédérales

1185 Université

Montréal. QC H3B 3A7 Tel. (514) 954.1633
Telefax : (514) 954.1635

CHINA - CHINE

China National Publications Import
Export Corporation (CNPIEC)
16 Gongti E. Road. Chaoyang District
P.O. Box 88 or 50

Beijing 100704 PR Tel. (01) 506.6688
Telefax: (01) 506.3101

CZECH REPUBLIC - RÉPUBLIQUE
TCHEQUE
Aitia Pegas Press Ltd.
Narodni Trida 25

POB825

111 21 Praha I Tel 26.65.68

Telefax: 26.20.81

DENMARK - DANEMARK

Munksgaard Book and Subscription Service
35. Narre Sagade. P.O. Box 2148
DK-1016K«benhavn K Tel (33) 12.85.70

Telefax: (33) 12.93.87

EGYPT - EGYPTE
Middle East Observer

41 Shérif Slreel

Cairo Tel 392.6919

Telefax: 360-6804

FINLAND - FINLANDE

AkaKeminen Kirjakauppa
Keskuskalu 1. P.O. Box 128

00100 Helsinki

Subscription Services/Agence d'abonnements :
P.O. Box 23

00371 Helsinki Tel. (358 0) 12141
Telefax: (358 0) 121.4450

FRANCE

OECDADCDE

Mai] Oden/Commandes par correspondance:
2, me André-Pascal

75775 Paris Cedex 16 Tel. (33-1) 45.24.82.00
Telefax: (33-1)49.10.42.76

Telex: 640048 OCDE

Order? via Minitel, France only/
Commandes par Minitel, France exclusivement :
36 15 OCDE

OECD Bookshop/Librairie de l'OCDE :
33, rue Octave-Feuillet

75016 Paris Tel. (33-1) 45.24.81.67
(33-1) 45.24.81.81

Documentation Française
29. quai Voltaire
75007 Paris Tel. 40.15.70.00

Gibert Jeune (Droit-Économie)
6, place Saint-Michel
75006 Paris Tel. 43.25 91.19

Librairie du Commerce International

10, avenue d'Iéna
75016 Paris Tel. 40.73.34.60

Librairie Dunod

Université Paris-Dauphine
Place du Maréchal dé Lattre de Tassigny
75016 Paris Tel. (I) 44.05.40.13

Librairie Lavoisier

11, me Lavoisier
75008 Paris Tel. 42.65.39.95

Librairie L.G.D.J. Montchretrjen

20, me Sou mol

75005 Paris Tel. 46.33.89.85

Librairie des Sciences Politiques
30, me Saint-Guillaume

75007 Paris Tel. 45.48.36.02

PUF.

49. boulevard Saint-Michel

75005 Paris

Librairie de l'Université

12a. me Nazareth

13100 Aix-en-Provence

Documentation Française
165, me Garibaldi

69003 Lyon

Tel. 43.25.83.40

Tel. (16) 42.26.18.08

Tel. (16) 78.63.32.23

Librairie Decirre

29. place Bellecour
69002 Lyon Tel. (16) 72.40.54.54

GERMANY - ALLEMAGNE
OECD Publications and Information Centre

August-Bebel-Allee 6
D-53175 Bonn Tel. (0228) 959.120

Telefax: (0228) 959.12.17

GREECE - GRÈCE
Librairie Kauffmann

Mavrokordatou 9

106 78 Athens Tel. (01) 32.55.321
Telefax: (01) 36 33.967

HONG-KONG

Swindon Book Co. Ltd.

13-15 Lock Road

Kowloon. Hong Kong Tel. 2376.2062

Telefax: 2376.0685

HUNGARY - HONGRIE
Euro Info Service

Margilsziget. Eurépa Hiz
1138 Budapest Tel. (I) 11 1.62.16

Telefax : (I) 111.60.61

ICELAND - ISLANDE

Mil Mog Menning
Laugavegi 18. P6»th61f 392
121 Reykjavik Tel. 16235.23

INDIA - INDE

Oxford Book and Stationery Co.
Scindia House

New Delhi 110001 Tel.(ll) 331.5896/5308
Telefax: (II) 3325993

17 Park Street

Calcutta 700016 Tel. 240832

INDONESIA - INDONÉSIE
Pdii-Lipi
P.O. Box 4298

Jakarta 12042 Tel. (21) 573.34.67
Telefax: (21) 573.34.67

IRELAND - IRLANDE

Government Supplies Agency
Publications Section

4/5 Harcoun Road

Dublin 2

ISRAEL

Praedicta

5 Shatner Street

P.O. Box 34030

Jerusalem 91430

ROY.

P.O. Box 13056

Tel Aviv 61 130

Tel 661.31.11

Telefax: 478.06.45

Tel. (2) 52.84.90/1/2
Telefax: (2) 52.84.93

Tél. (3) 49.61.08
Telefax (3) 544.60.39

ITALY - ITALIE

Libreria Commissionaria Sansoni

Via Duca di Calabria 1/1

50125 Firenze Tel. (055) 64.54.15
Telefax: (055) 64.12.57

Via Banob'ni 29

20155 Milano Tel. (02) 36.50.83

Editrice e Libreria Herder

Piazza Mooiecitorio 1 20

00186 Roma Tel. 679.46.28

Telefax: 678.47.51

Libreria Hoepli
Via Hoepli 5
20121 Milano Tel. (02) 86.54.46

Telefax: (02) 805.28.86

Libreria Scientifica

Dolt. Lucio de Biasio 'Aeiou*

Via Coronelli, 6

20146 Milano Tel. (02) 48.95.45.52
Telefax: (02) 48.95.45.48

JAPAN - JAPON
OECD Publications and Information Centre

Landic Akasaka Building
2-3-4 Akasaka. Minato-ku

Tokyo 107 Tel. (81.3)3586.2016
Telefax: (81.3) 3584.7929

KOREA - CORÉE
Kyobo Book Centre Co. Ltd.
P.O. Box 1658. Kwang Hwa Moon
Seoul Tel. 730.78.91

Telefax: 735.00.30

MALAYSIA - MALAISIE

University of Malaya Bookshop
University of Malaya
P.O. Box 1 127. Jalan Pantai Bam

59700 Kuala Lumpur
Malaysia Tel. 756.5000/756.5425

Telefax: 756.3246

MEXICO - MEXIQUE
Revisras y Periodicos Inlemacionales S.A. de C.V.
Florencia 57-1004

Mexico. D.F. 06600 Tel. 207.81.00

Telefax : 208.39.79



NETHERLANDS - PAYS-BAS

SDU Uitgeverij Plantijnstraat
Externe Fondsen

Postbus 20014

2500 EA's-Gravcnhage Tel. (070) 37.89.880
Voor bestellingcn: Telefax: (070) 34.75.778

NEW ZEALAND

NOUVELLE-ZELANDE

Legislation Services
P.O. Box 12418

Thomdon. Wellington Tel. (04) 496.5652
Telefax: (04) 496.5698

NORWAY - NORVÈGE
Narvesen Info Center - NIC

Bertrand Narvesens vei 2

P.O. Box 6125 Etterstad

0602 Oslo 6 Tel. (022) 57.33.00
Telefax: (022) 68.19.01

PAKISTAN

Mirza Book Agency
65 Shahrah Quaid-E-Azam
Lahore 54O00 Tel. (42) 353.601

Telefax: (42) 231.730

PHILIPPINE - PHILIPPINES
International Book Center

5th Floor, Filipinas Life Bldg.
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Metro Manila Tel. 81.96.76
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PORTUGAL

Livraria Ponugal
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08002 - Barcelona

(Subscriptions) Tel. (93) 318.80.12
(Publications) Tel. (93) 302.67.23

Telefax: (93) 412.18.54

SRI LANKA
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c/o Colombo Agencies Ltd.
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Fritzes Information Center

Box 16356
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106 47 Stockholm Tel. (08) 690.90.90

Telefax: (08) 20.50.21

Subscription Agency/Agence d'abonnements :
Wennergren-Williams Info AB
P.O. Box 1305

171 25 Solna Tel. (08) 705.97.50
Telefax : (08) 27.00.7]

SWITZERLAND - SUISSE
Madilec S.A. (Books and Periodicals - Livres

el périodiques)
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Case postale 266
1020 Renens VD 1 Tel. (021) 635.08.65

Telefax: (021) 635.07.80

Librairie Payot S.A.
4, place Pépinet
CP3212

1002 Lausanne Tel. (021) 341.33.47
Telefax: (021) 341.33.45
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1205 Genève Tel. (022) 320.26.23
Telefax: (022) 329.73.18
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